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Unions, International Factor Mobility and Indeterminacy

by

M. Aloi and T. Lloyd-Braga

Abstract

We consider simple overlapping generation models for two countries with capital externalities

and one output. Preferences and technologies are identical across countries. However countries

differ in labour market structure. In one economy there is perfect competition in the labour

market, while in the other employment and wages are determined through efficient bargaining

between unions and firms. Our parameterisation is such that in autarkic equilibrium the

unionised country exhibits indeterminacy while the other has a stable determinate steady state.

We show that if free trade and free capital movements exist, then indeterminacy is likely to

appear in the world market. However if international labour movements are allowed

indeterminacy may disappear.
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Non-Technical Summary

In today's world economy we observe heterogeneous countries increasingly engaged in free trade

agreements. This goes hand-in-hand with the so-called process of globalisation, a major feature of which

is that capital is internationally very mobile while labour is only to a limited extent. In the 'ideal' world of

perfect competition and free factor movements, free trade and liberalisation of capital and labour markets

should always be supported since all countries may gain from it. In fact, divergences across countries due

to differences in factor endowments and/or productivity will be levelled out by liberalisation of international

trade and factor movements. In the 'real' world, however, countries' differences go far beyond differences

in factor endowments and/or productivity; moreover, today's process of globalisation is asymmetric (i.e.

oriented only towards free capital movements).

Our work is aimed mainly at analysing the effect of such asymmetry in a world where the main source of

heterogeneity across countries lies in labour market institutions. The focus on differences in labour market

institutions is motivated by the observation that while capital owners, in both developed and emerging

countries, strongly support liberalisation of trade and capital movements, labour owners are increasingly

concerned about the impact of globalisation on wages, job security, labour and social standards. Workers'

concern about the impact of globalisation is a world wide phenomenon (see, e.g. ILO (1999) and Edwards

and Lusting (1997)) but is particularly evident in developed countries where union coverage is

undoubtedly more extensive.

The main questions addressed in this paper are of two types. First, to what extent does today's

globalisation (which consists of mainly freer trade and capital movements) affect economic stability both

domestically and globally? Secondly, what happens to economic stability if one also allows for

international labour mobility. We address these issues by developing a dynamic model in which there is

no trade based on comparative advantages à la Heckscher-Ohlin and the world is made up of two

countries that differ only in their labour market structure. In one country the labour market is perfectly

competitive while in the other country workers are unionised. One could think, for instance, of Turkey

versus Germany, or Latin American countries versus the US. We assume perfect competition in the

capital markets and analyse three different scenarios. In the first countries are closed to trade; in the

second countries are open to trade and capital, but not workers, is free to move; in the third scenario we

relax the assumption of no labour mobility. We analyse the local dynamic properties around the stationary

solution for the perfect foresight equilibrium in these models. As is well known (see for instance Guesnerie

and Woodford (1992), when the steady state is locally indeterminate equilibrium variables may become

volatile due to changes in expectations, that end up being self-fulfilling (stochastic endogenous

fluctuations, i.e. sunspots). As a consequence the system may display persistent equilibrium fluctuations



in main macro-aggregates.

We find that in the autarkic equilibrium the unionised country may display indeterminacy (i.e. sunspots)

while, under the same parameter conditions on the fundamentals, the non-unionised country converges to

a stable stationary state. Under autarky, in the non-unionised country equilibrium labour supply is reached

when real wages are identical to the marginal product of labour which, in turn, is tied to the marginal

return to capital. Insofar as the latter obeys the law of decreasing returns the economy monotonically

converges to a steady state. On the other hand, in the unionised country, where employment and wages

are decided through efficient bargaining, the equilibrium level of employment in each period is influenced

by expectations of future interest rates through the workers' reservation wage. Indeed, it is the existence

of a positive reservation wage in the unionised country that makes indeterminacy possible, since in this

case underemployment, and thereby employment fluctuations, may exist.

Opening up the economy and allowing for factor mobility implies the following two main results. The first

result is that free capital movements, coupled with labour immobility, imply that the unionised country

exports instability to the rest of the world. As referred, in the unionised country the equilibrium level of

employment in each period is influenced by expectations of future interest rates through the workers'

reservation wage which, in turn, make equilibrium employment fluctuations possible. In our model,

allowing for free capital movements implies that the non-unionised country becomes a net importer of

capital, and therefore it may become more vulnerable to employment fluctuations. This is precisely the

case if the non-unionised country is poorer than the unionised country. This result supports the view,

shared by many researchers, that instability in the world market is essentially linked to globalisation and

free capital movements, see e.g. Bhagwati (1998), Krugman (1998), Rodrik (1997, 1999), Stiglitz (1999).

Capital flows are by their nature volatile; hence, capital mobility increases the level of exposure to

volatility. A direct implication of the increased volatility brought by international capital market liberalisation

is that the macroeconomic risk is mainly borne by internationally immobile factors of production (namely,

labour). Hence, the rise in volatility of workers' real income, and possibly in job insecurity and wage

inequality.

The second main result is that if labour mobility is also allowed the equilibrium property of the system may

be altered. In particular, if workers are mobile and face repatriation costs it is possible to reach economic

stability in the world market. What is crucial here is that these labour movements counteract the effects of

capital movements on expectations about future interest rates that are the source of instability in our

model.
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Lu ?L *@ML�h 4LM�*�|)� ì @?@*)ti |�i *LU@* _)?@4�U ThLTih|�it @hL�?_ |�i
t|@|�L?@h) tL*�|�L? uLh |�i TihuiU| uLhit�}�| i^��*�Mh��4 �? |�iti 4L_i*t� �t
�t �i** !?L�?ec ��i? |�i t|i@_) t|@|i �t *LU@**) �?_i|ih4�?@|i i?_L}i?L�t
�@h�@M*it 4@) MiUL4i �L*@|�*i _�i |L U�@?}it �? i TiU|@|�L?tc |�@| i?_ �T
Mi�?} ti*u�u�*�**�?}�
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45Qrwh wkdw lw lv wkh gl�huhqfh lq wkh oderxu pdunhw vwuxfwxuh wkdw gulyhv wkh h{lvwhqfh
ri fdslwdo pryhphqwv dw wkh vwhdg| vwdwh1 Li erwk frxqwulhv hqmr|hg wkh vdph ohyho ri krph
surgxfwlrq/ d/ dqg wkh vdph xqlrqv edujdlqlqj srzhu/ �/ wkhq wkh| zrxog kdyh wkh vdph
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