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1 Introduction

The impact of globalization on domestic labor markets has sparked a lot of interest in both
the popular press and the academic research. Recent empirical evidence has given support
to the widespread concern that globalization tends to be harmful for (unskilled) labor in the
industrialized world (cf. Feenstra and Hanson, 1999; Egger and Egger, 2003; and Hijzen, Gorg
and Hine, 2005). Motivated by the ongoing debate on adverse labor market developments, it
is the goal of the present paper to shed light on the role of trade unions in the process of
globalization. We study in how far wage bargaining provides an incentive for firms to become
horizontally multinational and show how the bargaining power of unions determines the share
of multinational enterprises in general equilibrium. In addition, we provide new insights on the
role of multinational activity for wages and the unemployment rate. By distinguishing between
short-run effects for a given number of competitors and long-run effects after firm entry/exit,
we draw a comprehensive picture of the consequences of wage bargaining in a globalized world.

To develop our arguments, we set up a simple general equilibrium model with imperfect
competition in the product market and wage bargaining in the labor market. We are inter-
ested in trade and investment relationships between industrialized economies. Therefore, we
consider integration of two similar countries, which do not differ in their economic and po-
litical fundamentals. Focussing on identical economies renders our analysis different from the
outsourcing literature, which emphasizes the incentives of firms to shift production abroad if a
foreign country offers lower factor costs. Since the consequences of outsourcing from developed
to developing countries are already well understood (Skaksen, 2004), we focus on the empiri-
cally more important case of two-way horizontal multinational activity.! Furthermore, in order
to isolate the impact of wage bargaining from other channels of influence, we assume that trade
costs are zero. Then, a traditional proximity-concentration trade-off (Brainard, 1997) does not
arise and exporting would be the preferred mode of foreign market penetration if labor markets
were perfectly competitive. However, if wages are negotiated between firms and unions, there is
a motive for setting up a foreign production facility, as this leads to a better outside option in
the bargaining process.

It is a well established fact that the bargaining position of firms vis-a-vis trade unions depends
on the firms’ ability to shift production abroad (Gaston, 2002). A firm that sets up a second
production site in a foreign economy can credibly threaten to replace domestic with foreign
production if wage claims of unions are excessive. In the words of Caves (1996, p. 125): “If

the MNE maintains capacity to produce the same goods in different national markets, output

'See Markusen (1984) for an early contribution and Markusen (2002) for a discussion on different forms of
foreign direct investment (FDI) and their empirical support.



curtailed by a strike in one market can be replaced from another subsidiary’s plant.”

The better outside opportunities of multinational (two-plant) producers lead to lower wage
payments as compared to exporters. The associated reduction in variable production costs pro-
vides an incentive for firms to engage in foreign investment, even though it induces higher fixed
costs. Hence, the decision to penetrate the foreign market through local affiliate production
instead of exports depends on a trade-off between higher fixed and lower variable production
costs. However, in contrast to the proximity-concentration trade-off the lower variable produc-
tion costs do not accrue from a saving in real trade costs but rather from a better position in the
wage bargain. Because the incentive to become multinational stems from the wage bargaining
itself, the bargaining power of unions becomes a key determinant of firm structure. This is an
important difference to the textbook models of multinational production, which build upon the
assumption of perfectly competitive labor markets.

We are not the first to investigate foreign direct investment (FDI) under wage bargaining.
Bughin and Vannini (1995) set up a partial equilibrium oligopoly model to analyze the impact
of trade unions on a foreign firm’s incentive to invest in the destination country. In a similar
setting, Leahy and Montagna (2000) illustrate how different degrees of union centralization
influence the attractiveness of locating in a host country. However, these studies do not account
for the impact of FDI on the outside option of firms, because the wage rate in the multinational’s
parent country remains constant. The role of foreign investment for the bargaining position of
firms is addressed in Zhao (1995) who studies the incentives for cross-hauling FDI under wage
bargaining. Zhao (1998) presents an extension to a general equilibrium framework with full
employment where the outside option of workers in the wage bargain is determined by the wage
rate in a perfectly competitive sector. Zhao (1995, 1998) consider an integrated world market
and allow for wage negotiations of multinational producers in the home and the host country.
Skaksen and Sgrensen (2001) choose a similar framework to analyze the conditions under which
outbound foreign investment of a monopolist can be beneficial for domestic workers. Naylor and
Santoni (2003) also account for wage bargaining in the home and the host country. They study
an FDI game between a domestic and a foreign firm. Treating countries as segmented markets
and ignoring exports as an option for serving foreign consumers, they find that FDI is less likely
if unions are weak.?

In a recent contribution, Lommerud, Meland and Sgrgard (2003) have investigated the role
of trade liberalization for wage negotiations and firm location. They show that somewhat sur-
prisingly an exogenous decline in trade costs can make FDI more attractive if domestic labor

markets are unionized. Collie and Vandenbussche (2006) go one step further and analyze a

2Gaston (2002) associates a better outside option with economic integration. However, he does not investigate
a firm’s incentive to invest abroad, but rather treats variations in the outside options as an exogenous shock.



country’s optimal trade policy if foreign investment is possible and wages are set by unions.
They show that a tariff may be welfare improving if it renders foreign investment unattractive
and thereby saves union rents. Both of these studies do not allow for wage bargaining in the
host country and treat the foreign wage as exogenous.

This paper differs from the existing literature in several important ways. First, we do not rely
on a partial equilibrium framework but allow for general equilibrium feedback effects. This has
important consequences for the outside options in the Nash bargain, which (although exogenous
for the individual firm and union) are endogenously determined in equilibrium. Furthermore, a
general equilibrium setting allows us to identify wage and (economy-wide) unemployment effects
in a uniform framework. Second, by accounting for a mass of monopolistically competitive
producers (instead of one or two competitors), we can ignore the integer problem and treat the
share of multinational producers as a continuous variable. This gives us a comprehensive picture
of how changes in the economic and political fundamentals affect the labor market outcome if
firms can adjust their mode of foreign market penetration. Third, we investigate the decision
of firms to enter and exit the market. This allows us to separate short-run effects for a given
number of competitors from long run-effects, which are triggered by adjustments in the entry
and exit decisions of producers. Finally, we are interested in the role of policy variables and shed
light on the effectiveness of labor market reforms as a cure for the unemployment problem.?

The remainder of this paper is organized as follows. Section 2 outlines the theoretical frame-
work and establishes the autarky equilibrium. In section 3, we study economic integration
between two symmetric countries and discuss, for a given number of competitors, the short-run
equilibrium under openness. Firm entry and exit decisions are at the agenda in section 4. In
section 5, we summarize the short-run and long-run labor market effects of economic integration.

The last section concludes.

2 Basic set-up: Wage bargaining under autarky

We conduct our analysis in a model with two types of consumption goods, a horizontally dif-
ferentiated good = and a homogeneous good Y, and two factors of production (physical capital
K and labor L). Physical capital is inelastically supplied (f( ) in a perfectly competitive factor
market and the country is populated by a fixed number of workers (L). Each worker is endowed
with one unit of labor. The factor return to labor is negotiated between firms and unions. The

respective wage-setting process is described in detail below.

3Note that Zhao (1998) also presents a general equilibrium framework. However, adding a competitive sector
which uses labor input, he binds the outside option of workers to the competitive wage and cannot study unem-
ployment effects. In addition, he assumes a duopoly in the industrial sector and does not provide insights into
the consequences of firm entry.



In the z-sector, firms have to invest f units of capital to set up a production facility and
to develop a blueprint for a variety of the differentiated good. Production of a distinct variety
requires the input of labor. We normalize units so that one unit of the differentiated good

requires the input of one unit of labor. Hence, the output of variety ¢ is determined by

x(i):{ L) K@) >f 1)

0 iK()<f

Good Y is a homogenous good, which is sold in a perfectly competitive market. Its produc-
tion requires the input of capital only. For simplicity, we assume Y = Ky. We choose good Y
as the numéraire, which implies that the factor price of capital, r, equals one: r = 1.4

Preferences of the representative consumer are given by a Cobb-Douglas utility function
U=XY"* 0<a<l. (2)

where X = [fON x (i)Y di is a CES-aggregator (Dixit and Stiglitz, 1977) and € > 2 is

a preference parameter that determines the elasticity of substitution between different product

}6/(6—1)

varieties. Here, x (i) denotes the demand for variety ¢ and NN is the mass of producers in the -
sector. Each firm produces only a single variety, so that the mass of monopolistically competitive
producers equals the mass of differentiated variants.

Utility maximization determines inverse demand for variety ¢ of the differentiated good:
p(i) = (aB/P)" " ()71, (3)

where E = K + fON p(i)z(i)di is total income and P = fONp(i)lfs di is a price index. Profits
are given by
7 (i) = (aB/P)*x (i)' 7V —w (i) (i) ~ . (4)

Firms take aggregate variables as given and hire workers until their marginal return equals the
wage rate. This implies
w(i)=(1—1/e) (aB/P)* (i)~ (5)

Equation (5) determines the optimal scale of firm ¢ for a given E, P and w (i). Note also that

4The introduction of a separate numéraire sector is motivated by Krugman’s (1991) seminal work on economic
geography. The assumption on factor use in the two production sectors is primarily made for tractability reasons.
Together, these two ingredients allow us to solve the model analytically and to present the main economic
mechanisms in a transparent way.



the price-cost margin depends on ¢ only:

w (i) /p (i) = (1 = 1/e) (6)

To account for the fact that institutions shape the labor markets of the industrial world,
we consider trade unions. These trade unions bargain over wages for their members. Wage
negotiations take place at the firm level and union activities are restricted to a single producer.
Hence, there is a mass of N firm-union bargaining pairs. Wage rate w (i) is determined in a

Nash bargain by solving the following maximization problem

w{g&;}@) Q(w @),z (i) = {z (@) [w @) — o)} {x (i) — 7}, s.t. dn(i)/dz(i) = 0. (7)
Variable @ denotes the outside option of a worker (independent of the firm where he/she is
employed) and z (i) [w (i) — w] gives union ¢’s contribution to the Nash product (recall z(i) =
L(i) from (1)). In analogy, 7 denotes the outside option of firms and 7 (i) — 7 is firm i’s
contribution to the Nash product. Parameters v and (1 — ) indicate the bargaining power of
unions and firms, respectively. Of course, v € [0, 1]. If v = 0, unions have no bargaining power
and we end up in the borderline case of a perfectly competitive labor market. In contrast, v =1
indicates a situation, where firms do not have any impact on the wage level, which is dictated
by unions.

Wage negotiations begin after firms have decided to enter, i.e. after the costs of developing a
blueprint and setting up a local production facility have been incurred. With r» = 1, these costs
are given by f. Hence, fixed costs f are sunk when bargaining takes place, implying 7 = —f.
Firms have the “right-to-manage” employment, so that maximizing the Nash product is subject
to condition (5). The solution to the bargaining problem in (7) is the so called wage setting
curve. It gives the wage premium paid to workers in firm ¢ over their outside option as a function

of the output (or employment) level of the firm:5

e a 1/e
w(i) =@ = — 15—17+7 <PE> OGS (8)

Equations (5) and (8) jointly determine the bargaining outcome for given aggregate variables
FE, P, and w:

, e—1 __\°
s = (=179 270t B/p), )
w (i) = 5;1%1% (10)

®See the Appendix for a derivation of the wage-setting curve in (8).



Since all producers and unions are identical we can omit firm indices in the following: w (i) = w
and x (1) = z for all i € [0, N].

Outside options of workers depend on wages attainable outside the firms, unemployment
benefits and the unemployment rate. Unemployment benefits are financed by lump-sum taxes.
In a symmetric autarky equilibrium with identical firm-union bargaining pairs, the outside option
of a worker is given by

w = (1—u)w+ ufuw, (11)

where 3 € (0,1) is the replacement ratio and u is the unemployment rate.5 From (10) and (11),

we obtain the autarky rate of unemployment wu,:

1 0

:l—ﬁe—l—i-’y' (12)

Uq
(Subscript a indicates autarky equilibrium values.) The requirement of u € (0,1) imposes a
restriction on the replacement ratio 5: § < (¢ —1) /(¢ — 1+ ). A higher + is associated with
stronger unions and leads to higher wage claims in the Nash bargain. In equilibrium, this results
in higher unemployment rates. A higher replacement ratio 3 leads, for a given wage rate, to
higher unemployment benefits and thus to a better outside option of workers in the Nash bargain.
This also raises wage claims and the equilibrium unemployment rate. The unemployment rate
is independent of factor endowments and the wage rate because unemployment benefits are
proportional to w and the production technology is linear in L (Beissinger and Egger, 2004).
Aggregate output of differentiated goods depends on aggregate employment: Nz = (1 — u) L.

Hence, firm size can be written as
xl = (1 —wuy) L/N. (13)

For now, we assume that the mass of producers N is exogenously given, so that z/ can be
interpreted as the equilibrium firm size in the short run, i.e. before entry or exit takes place.
(A prime denotes a short run variable.) Entry and exit of firms will be analyzed below.

The capital market equilibrium requires
K=Y+ Nf, (14)

so that the output of the homogenous good is determined by Y/ = K — Nf. Since entry and

exit decisions are treated as exogenous for the moment, we have to assume a sufficiently small

5See Gaston (2002) for a similar specification.



firm number, with N < K/f, to obtain Y, > 0.” With Cobb-Douglas preferences, expenditure
shares devoted to X and Y are constant: ¥ = (1 — a) E and pxN = aF. Hence,

K- Nf

g =T (15)
and (f( Nf)
pg:1fa(1—ua)i‘ (16)
Using (6), the wage rate can be expressed as
w, = 2= (K- NJf) (17)
(I-a)e (1—u,)L

Note that wage rate w/, also determines the factor price differential w/r, as r = 1. Finally, by
virtue of (3)-(6), profits can be expressed as

, 1 o K-Nf

™= i) N (18)

Equations (12)-(18) provide the short run equilibrium solutions. An increase in the endow-
ment with capital raises income E, output of Y, prices p, wages w and profits m. However, it
does not affect output of the differentiated good z. An increase in the endowment with labor
increases x, but reduces p and w. The fall in w is proportional to the increase in L so that total
income and profits remain unaffected. It is an important feature of our model that changes in
market size variables K and L do not have an impact on the equilibrium unemployment rate
ug. This is consistent with the stylized fact that unemployment rates do not exhibit a size
pattern, i.e. unemployment is a problem in both large and small economies. An increase in
the mass of firms N fosters competition and tends to reduce output per firm. Since z/, declines
proportionally, total market output Nz and unemployment rate u, remain unaffected. Changes
in fixed costs f exhibit a similar effect.

All else equal, a higher [ or ~ raises the factor return negotiated in the wage bargain,
according to (8) and (11). Due to a constant markup rule, this raises the price level and
therefore leads to a lower demand. As a consequence, firms lay off workers to reduce their
scale. This raises unemployment and the aggregate output level Nz declines. The two opposing
effects on price p/, and output z) exactly cancel out, leaving total income E unaffected by (3

and 7y changes. From (12) and (17) we can conclude that a policy intervention that reduces [

"Under free entry and exit of producers, the firm number will adjust endogenously, such that diversification in
the production pattern is guaranteed, see (19) below.



or v is a cure for high unemployment rates but at the same time induces lower wages. This
reveals a potential conflict of labor market reforms that aim at reducing the unempoyment rate.
Furthermore, since the aggregate income is independent of 3 and +, such reforms are also less
successful an instrument for raising the GDP level.

In the long run, positive profits induce entry. Hence, the long run equilibrium is characterized

by zero profits and the mass of firms is given by

" - E
* (at+e(l—a) f’

(19)
according to (18). (A double prime denotes the long run equilibrium outcome.) An increase
in K is associated with larger demand for intermediate goods and renders entry of additional
producers attractive. Moreover, a reduction in f raises profits and leads to additional entry, as
well. Hence, it is intuitive that the mass of firms must be rising in K/ f.

Substituting (19) into (13)-(17) yields the long run free entry solutions:

" (a+€(1—oa))(1—ua)fl_L

Lo = o i (20)
"o € 7
a_(a—l—e(l—a))K (21)
0 Qe K (22)
Po= a¥e(l-a) (1 —u)L
w// o « (5 B 1) K (23)

* (ate(l—a)) (1 —ug)L
The output of the homogenous good is given by V) = [e(1 —a)/(a+¢e(1 —a))] K. This

completes our discussion of the autarky equilibrium.

3 Wage-bargaining under openness: a short-run perspective

We now turn to the role of trade unions in an international environment. For this purpose, we
consider two identical economies (H,F') with segmented factor markets. Firms have two options
for serving consumers in the foreign country. On the one hand, they can penetrate foreign
markets as an exporter (subscript n) by producing all goods at home and shipping exports
to consumers abroad. On the other hand, they can set up a second production plant abroad
and serve foreign consumers from a local subsidiary. Because the two production sites provide
identical goods, we refer to such a firm as a horizontal multinational enterprise (MNE, subscript



To emphasize the role of trade unions for the internationalization strategy (i.e., the mode of
foreign market penetration), we eliminate other determinants of the export versus foreign invest-
ment decision from our model. In particular, we assume that exporters and multinationals share
the same production technology and that there are no trade frictions. The underlying reason
for these simplifications is that neither the proximity concentration trade-off nor productivity
differences are the focus of our analysis. These issues are well understood and there is profound
empirical evidence for their importance (see Brainard, 1997).

Our focus is on the role of wage bargaining. Without productivity differences or trade-cost
savings, multinational enterprises face a pure fixed cost disadvantage when labor markets are
perfectly competitive. However, in the presence of unions, there can be a motive for operating
a second production facility: outside option. If wage bargaining fails in one country, the MNE
can service this market from its production facility abroad. This outside option improves its
bargaining position vis-a-vis the union. As a consequence, multinational producers can enforce
lower wages than exporting firms because an exporter cannot relocate its production across
borders.

A prerequisite for this mechanism is that firms can run production facilities outside the range
of influence of domestic unions. In an international context, it is a realistic assumption that
unions are strictly national and cannot enforce any wage contract beyond borders. This leads to
plant-level wage negotiations if labor markets are unionized and a firm operates one production
plant at home and a second one abroad.

We assume that investment decisions and formation of trade unions in foreign subsidiaries
of multinationals take place before the wage bargain. The inverse demand function in H and
F' are represented by (3). Profits of exporters (n) and multinationals (m) with headquarters in

country j # k are given by

w0 = (o /Pl () (o PR) ke
—wj, (0) [@ (i) + 2k ()] = 1, (24)
w%'@ () = (an/Pj)stzn (Z.)171/e+ <O‘Ek/Pk)1/Ea:ﬁ@ (Z.)1—1/€
—wj, (i) 2}, (i) = wh, (D) ok, () = of , (25)
respectively.

Setting up a second production facility induces additional fixed costs (p — 1) f > 0. The

parameter p > 1 captures the fixed cost disadvantage of multinational enterprises. The existing

10



literature gives no clearcut prediction on the size of p. If providing headquarters services (which
include the development of the blueprint) is costless, and fixed costs for setting up production
facilities are proportional to the number of plants, p = 2 is a meaningful assumption. In contrast,
if providing headquarters services induces costs, the increase in the fixed cost may be less than
proportional when the firm sets up a second production plant. This leads to 1 < p < 2. Finally,
Helpman, Melitz and Yeaple (2004) emphasize that setting up a foreign subsidiary induces higher
fixed costs than setting up a local plant.® This leads to p > 2 in our terminology.

However, the fixed cost differential is not the only difference between exporting firms and
multinational enterprises. Because existence of a foreign subsidiary also affects the outside option
of firms in the Nash bargain, wages will be lower for MNEs than for exporters: wi, (i) > w?, (i).2
This trade-off between higher fixed and lower variable costs under multinational production is
in the center of our interest and will be analyzed in detail below. At this point we introduce
some symmetry assumptions to simplify the formal exposition. First, we assume that the two
economies are symmetric, so that we can suppress country indices. Moreover, we assume that
producers of the same type (exporter or multinational) are identical. Hence, we can omit firm
indices as well.

Let us now turn to the wage-bargaining problem. Since firms have the “right-to-manage”
employment, they will choose the number of workers such that the marginal product of labor
equals the wage rate. This is taken into account in the Nash bargain. If a firm is an exporter,
the outcome of the firm-level negotiation is determined by maximization problem (7) and the

respective wage-setting curve is given by!°

1-1 E\ /¢

However, if a firm sets up an affiliate abroad, it can serve the home market through exports
from the foreign production plant. Then, the outside option of a multinational enterprise in the
Nash bargain is 7, = m, — (p — 1) f, where 7, represents the profits of servicing the domestic
market from the foreign production facility as an exporter. Because of symmetry, this is the

same profit that a domestic exporter can make.'! Substituting 7,, in (7), the outcome of the

8Better knowledge of the domestic distribution system may be one explanation for this fixed cost differential.

9Note that w?, (i) > wl, (7) is not contradictory to the empirical finding that multinational firms pay higher
wages. If multinational producers have better technological (or organizational) characteristics, like higher pro-
ductivity levels, rent-sharing mechanisms can explain the empircal pattern of factor returns (see Barth and
Zweimiiller, 1995; Blanchflower, Oswald and Sanfey, 1996; Hildreth and Oswald, 1997). These sources of higher
wage payments of multinational firms are eliminated in our analysis by the assumption of identical production
technologies.

1%See the Appendix for a derivation of the wage-setting curve in (26).

"For a discussion on the outside option of a multinational producer, see the Appendix. A detailed derivation
of the wage-setting curve in (27) can also be found there.

11



wage bargain between a union and a multinational firm (at the plant-level) is given by

P

g

Wy —

N T 2
o 2ey [1 _ 91—1/6] +(1=7)(e—1) < > L' (27)

where 0 = z,,/x,, is the output disadvantage ratio of an exporter vis-a-vis a multinational firm.
If the two types of producers (exporters and multinationals) coexist, the first-order conditions

of profit-maximization yield
wy = (1 —1/e) (aB/P)YE 217, wm = (1= 1/¢) (aE/P)YE 2,1/, (28)

respectively, according to (5). Together with (26) and (27), the two expressions in (28) provide

the partial equilibrium solution for x,, x,,, w, and w,,. They imply

e—1+4~_
Wn = —— W, (29)
2ey (1 —0'-1/) + (1 — —1
w, = 2 ( )+ (1 =9)(-1) - (30)

2y(1—0"1 )+ (1—7)](e—1) "~

()

which shows that the ratio of output levels depends on the inverse ratio of wages. If multinational

respectively. And they also determine

firms are able to negotiate lower wages (w,, < wy,), they enjoy a higher output level (z,, > x,),
according to (31).
Equations (29)-(31) provide an implicit solution for § € (0, 1]:'2

2y [1 - 6117 e—1

o~ —1=0. 32
257[1—91*1/5]%—(1—7)(5—1)+€—1+’Y 32)

I'(0,7)

The main properties of 8 are summarized in lemma 1:

Lemma 1 Consider e > 2. Then, T (0,7) = 0 determines a continuous and twice differentiable
function & = 0 () on interval [0,1), which has the following properties: (i) 6(0) = 1 and
0 (y) <1 for any v € (0,1); (ii) lim, 1 0(y) = 1; and (iii) 0(7) has a unique minimum at some
v* € (0,1), so that dO(-)/dy < 0, for any v € (0,7%), and dO(-)/dy > 0, for any v € (v*,1).

121f § > 1, two plant production gives rise to a disadvantage in both variable and fixed production costs. Then,
multinational activities are definitely unattractive (see (45) below), so that we can safely ignore this case in the
following analysis.

12



Proof. See the Appendix. =

Figure 1 illustrates the 8 (v)-function for ¢ = 2.3 The shape of the 8 function is the result of
two counteracting effects. First, an increase in the bargaining power of unions ~y raises the wage
rate determined in the Nash bargain. This wage increase is lower if a multinational firm and a
union negotiate, because a multinational firm has a higher outside option than an exporting firm.
As a consequence, the wage differential w,, /w, is reduced and 6 falls. Second, an increase in ~y
lowers the weight of a firm’s contribution to the Nash product, so that the gap in the outside
options of exporters and multinationals becomes less important. This effect lowers the wage
differential and leads to a positive impact of v on 6. It is the interplay of these two opposing
effects, which explains the shape of the 6 (7)-locus in figure 1. If v is low (y < ~*), and the
weight of a firm’s contribution to the Nash product is large, the first effect dominates, while the

second effect is stronger if v is large (v > 7).

19 6(7)

0.95
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Figure 1:  The impact of bargaining power parameter
v on relative firm size 0

In a next step, we can explicitly solve for outside option w = (1 — u (1 — 3)) @, where

My Wi + (N —m) zpwy,

w

33

MEy, + (N —m) x, (33)
is the average wage rate in the two economies (see (11)). Using 2/, = 0 and wy, /w, = 0/¢
from above and denoting by u = m/N the share of multinational firms in the overall mass of

producers, (33) simplifies to

pt (1 —p) o' —Ye
pt (L —p)o

130f course, the output ratio 6 also depends on the size of the preference parameter e but it is independent of

all other economic fundamentals. Preference parameter ¢ is suppressed as an argument of é, since its role is not
of interest in the subsequent analysis.

(34)

W = W,

13



Thus, the outside option of unions as a function of firm structure variable p is given by

pt(1—p)@'te
pt (1 —p)6

w=(1-u(l-p)wn (35)

Using equations (29) and (35) together with w,, /w, = 6'/¢, we can determine the equilibrium

unemployment rate as a function of y and 6:

1 <1_ e—1 w4 (1—p)o )
(1-75) e—l+ypbl/s+(1—-p)o)’

u= (36)
Thereby, v > 0 holds for any v > 0, while v < 1 requires that 3 is sufficiently low. It
can be shown that § < (¢ —1) /(¢ —14~) is sufficient for u < 1, irrespective of the share
of multinational firms p and the output ratio 6 (see our discussion below (12)).!4 More-
over, since a mass of N producers is active in each economy, aggregate employment equals

2Nz, (11 + (1 — p) @) = (1 — ) L, and the output of a multinational firm is given by

(1—-u)L
2N (p+(1—p) o)

Ty = (37)
Equation (37) expresses a multinational’s plant level scale as a function of overall economic
activity (1 —wu) L, the mass of competitors 2N, the share of multinational producers p and
the output ratio . Ceteris paribus, a higher unemployment rate lowers aggregate employment
and thus output at the firm level. Furthermore, since exporters produce at a lower scale than
MNEs, a higher p fosters competition and, all other things equal, reduces x.,,,. Finally, a higher
0 is associated with lower employment of multinational firms relative to exporters and therefore
reduces x,, for a given rate of unemployment u. The corresponding output of an exporting firm
can be calculated using x,, = 0x,,.

By following the same route as in the previous section, we can solve for the remaining general

equilibrium variables. The capital market clearing condition implies

K=Y +(0+pu(p—1)Nf. (38)

It determines the output of Y as a function of p and N: Y = K — (1 4+ pu(p — 1)) Nf. Again, we

assume a sufficiently small N, such that Y is positive (for any pu), see our discussion below (14)

Y1t can be shown that du/du < 0. Then, noting that 8 < (¢ — 1)/(e — 1 + ) is sufficient for u|,—o < 1, it is
obvious that u < 1 holds for any possible pu. Furthermore, evaluating u at ;. = 1, we can conclude that u > 0 for
any possible p if 1 > 07'/¢(e —1)/(e — 1 + ), which is the case for any v € (0, 1), according to (32). Recall that
I'(#,~) = 0 requires 07/ < (e —=141~)/(e — 1) if v € (0,1). For v = 0, '(9,~) = 0 implies § = 1 and therefore
u = 0. This is the benchmark case of a perfectly competitive labor market.
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and in Footnote 7. The output of the homogeneous good is ceteris paribus decreasing in the
share of multinational firms. All other things being equal, a higher u is associated with higher
fixed input requirements for setting up production facilities and therefore leaves a lower amount
of capital for production in the homogeneous goods industry.

Using Y = (1 — a) E, we can show that income E is given by

(K—=(A+p(p-1))Nf). (39)

Then, revenues of multinational firms can be determined from aF = 2(mpy,Zm+ (N —m)ppxy,) =
Pm@m2N (p+ (1 — p) 91_1/8) jointly with (39):

oo K-(+p(p-1))NS
PmTm = (1—0[)2]\](#—1—(1—,&)0171/6)'

(40)

It is noteworthy that revenues are not directly related to the unemployment rate. The reason
for this is that, for a given u, changes in u do not exhibit an impact on aggregate income. See

(39) and our discussion in section 2. Substituting (37) into (40) and using (6), we obtain

ae—1) (K= (+ulp-1)Nf) pu+1-po
(1-a)e (1—wu)L pA (1= p) o=

Wy, = (41)
for the wage rate paid by a multinational enterprise. The respective factor costs of exporters

are given by w, = w0 '/¢. Finally, the average return to labor is

ae—1)(K—(1+pu(p—1)Nf)

P we 1-wl |

(42)

according to (34) and (41). For a given pu, the average wage is positively related to the unemploy-
ment rate. This confirms the respective insight under autarky. A higher share of multinational
firms reduces the average wage rate, as MNEs pay lower wages.

All of these results have been derived under the assumption that both types of firms coexist
and that the share of multinational enterprises p € (0, 1) is exogenously given. It is now time
to endogenize firm structure variable pu. For this purpose, we determine the profits of exporters
and multinational producers. According to (3), (6), (25) and (40), profits of a multinational

firm are given by
K—(+p(p-1))Nf

N (p+ (1= p)or=1e)

)

where ( = % The respective profits of exporting firms can be calculated using p,x, =
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pmxmelil/gz
(I+pup-1)Nf

n:91 1/e
' CN(;H( p) 61177

- f (44)

Hence, a multinational firm accrues higher operative profits (91*1/ < 1) but at the same time
has to bear higher fixed costs for setting up an additional production facility abroad (p > 1).
For a firm’s decision to service consumers in the foreign market as an exporter or through local
production, the profit differential II = m,,, — m, is important. By virtue of (43) and (44), we

have

K—(+p(p-1))Nf
N(H"’( )91 1/6)

A firm serves the foreign market as a multinational firm if IT > 0 and as an exporting firm if

() = (1-6'71%)¢ +(1-p) S (45)

II < 0. In the case of II = 0, producers are indifferent between the two modes of foreign market
penetration. The most important features and implications of the profit differential in (45) are

summarized in lemma 2:

Lemma 2 Consider 6 € (0,1]. Then, the profit differential 11 (u) is decreasing in p. If I1(0) <
0, then p=0. IfII(1) >0, then p=1. IfI1(0) > 0 > II (1), then pu € (0,1).

Proof. Differentiating (45) with respect to p yields

am o, (p—1)Nf (1—06171)
g TN 0 V) e a e

which is clearly negative, if 6 € (0,1). And it is zero if # = 1. The other results in lemma 2 are
a direct consequence of the definition of IT and the sign of OII/0u. m

If IT(0) < 0 or II(1) > 0, the equilibrium is characterized by a corner solution where
exporting firms and multinational producers do not coexist and marginal changes in II do not
exhibit an impact on the distribution of firms. In contrast, I1(0) > 0 > II(1) gives rise to
coexistence of exporters and multinationals. In this case, there exists a unique and stable

interior solution and the share of multinational firms is determined by condition II (1) = 0:

1 (K — N¥) g1/
C+1) [P(p—1Nf (1-061-1)

/

,u,:

(46)

(Again, a prime refers to a “short run” variable for given entry and exit decisions of firms.) To
obtain explicit solutions for the endogenous variables, we can substitute the equilibrium value of
w into (36)-(39), (41) and (42). This completes the characterization of the short-run equilibrium.

The endogenous determination of how production is organized in a setting with trade unions

gives rise to a novel mechanism through which globalization effects may work. This warrants a
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detailed discussion of the comparative static effects on the firm pattern variable u. Thereby, we
focus on a parameter domain with!® IT (0) > 0 > II (1) and summarize our findings in proposition
1:

Proposition 1 Consider11(0) > 0 > II(1). Then, the share of multinational firms is increasing
in the supply of capital K and decreasing in the fized cost components f,p, and the mass of
competitors N. A marginal increase in v exhibits a positive impact on p' if v < v* and a negative
one if v > v*. Finally, changes in endowment parameter L or replacement ratio parameter (3

do not affect firm structure variable 1.

Proof. If II(0) > 0 > II(1), the followmg partial derivatives can be calculated, according

o ¢ | _ ¢ (KE-N§) o _ ¢ K
0 (46): oK = D) (p-ONF = 0, ap (GNP 1)2Nf <0, 6f = TGN S 0,
o ¢ i . 1 (1-1/e)o~1/¢ _ :
W= e <0 % = e (o <0 % = 0. 95 = 0. Moreover, using

%—‘g < 0 together with lemma 1, we obtain %—‘53—9 > 0if vy < ~* and %’g gz < 0if v > ~*. This

completes the proof of proposition 1. m

A higher K induces higher demand for differentiated goods and renders multinational pro-
duction more attractive (as the fixed cost differential becomes less important). A decline in p or
f reduces the fixed cost differential (p — 1) f and leads to a higher share of MNEs p/. A higher
mass of competitors N reduces output per individual firm z; (i = n,m), according to (37). This
makes it more difficult for MNESs to finance the additional amount of fixed costs that is required
for setting up a second production facility. Thus, ' delines in N. All of these effects are not
new and would just as well arise in a standard international trade model where multinational
activities are based on the traditional proximity-concentration trade-off.

The new mechanisms that this analysis focuses on are related to labor market imperfections
and to the determination of wages in Nash bargaining. Hence, the comparative static effects of
B3, L and « changes are of particular interest here. A change in the replacement ratio 3 exhibits
no effect on firm structure variable p’ (as long as 8 < (¢ — 1) /(¢ — 1 + ) prevails). A higher
[ raises wage costs wj, j = m,n, according to (41). This leads to a proportional increase in
price p; because of the constant markup rule. For a given output level, this raises revenues. But
firm scale declines, according to (37). This counteracts and exactly offsets the aforementioned
positive revenue effect, rendering operative profits independent of 3, according to (43) and (44).
An increase in L reduces the wage rate determined in the Nash bargain, but at the same time
leads to an increase in firm scale, according to (37) and (41). Again, these counteracting effects

cancel out, so that operative profis remain unaffected by changes in L.

15Recall that marginal changes in the exogenous variables do not exhibit any impact on p, if either IT (0) <0
or IT(1) > 0.
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Finally, the role of labor unions, and in particular the role of their bargaining power ~
for the equilibrium firm structure can be best described by recollecting the shape of 6 (7) as
described in lemma 1. On the one hand, if v approaches zero, labor unions are weak and do
not have a considerable impact on the outcome of the Nash bargain. As a consequence, the
wage rate approaches its competitive value and no multinational firm survives due to the fixed
cost disadvantage under two-plant production. On the other hand, if v approaches one, the
bargaining position of firms becomes negligible, and their outside option plays no role in the
determination of the bargaining outcome. Again, multinational enterprises are left with higher
fixed costs, so that exporting is the more attractive alternative. These insights make clear that
two plant production can only be an attractive way to escape high wage claims if the bargaining

power of unions has an intermediate value. Otherwise, the fixed cost disadvantage renders

multinational production unattractive.'®
(1) =0
u 0
1
0.8 ———
0.6
0.4 ———
0.2
0.2 0.4 0.6 0.8 1 7

Figure 2:  The impact of bargaining power parameter
v on firm structure variable u

Figure 2 substantiates our finding that multinational production can only be attractive if the
bargaining power of trade unions + is of intermediate size. Then, given that II(1) < 0 < II(0), a
marginal increase in v has a positive (negative) effect on the firm pattern variable u/ if v < (>)~*.
Also the role of N is illustrated in figure 2. A higher mass of competitors lowers firm scale,

according to (37). This makes foreign investment less attractive.'”

'0This result qualifies the finding by Naylor and Santoni (2003) that the “equilibrium is less likely to be
characterized by reciprocal foreign direct investment (...) the lower is the firm’s bargaining power in either or
both of the two markets” (pp. 10-11). Rather, by accounting for exports as an alternative option to penetrate the
foreign market, we see that the impact of bargaining power  on firm structure variable p is no longer monotonic.
It is non-negative if unions are sufficiently weak and it is non-positive if unions are strong.

17"To establish figure 2, the following parameter values have been considered: o = 0.75, ¢ = 2, p = 1.08,
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With the determinants of the firm pattern at hand, we can study the impact of changes
in the economic fundamentals on wages and unemployment, when the mode of foreign market
penetration is endogenously adjusted. Our focus is still on the short-run equilibrium, while a
detailed discussion of the long-run equilibrium with free entry is relegated to section 4.

By virtue of (36) and (42), we can separate three channels of influence, through which
economic fundamentals affect the labor market outcome: First, there is a direct effect, which
refers to changes in u and w for given p and 6 levels. The respective comparative static results
are in total analogy to those identified in the autarky scenario and, therefore, need no further
discussion.'® Second, there is an indirect effect working through adjustments in firm structure
variable p. The comparative static effects on p are summarized in proposition 1. Equations (36)
and (42) then allow us to identify the role of the firm pattern variable p for the labor market
outcome. A higher share of multinational enterprises reduces the average wage rate (and the
relative factor return w/r). The reason for this wage depressing effect is that multinational firms
have a better bargaining position because of their outside option to produce abroad. Hence, they
can negotiate lower wages than exporters and the average wage in the economy is falling in the
share of multinational producers. However, a higher share of multinational firms also reduces the
rate of unemployment. Because multinational firms pay lower wages, they produce at a larger
scale. As a consequence, aggregate employment is increasing in the share of multinationals and
unemployment is falling in p.'® Third, there is an additional indirect effect working through
changes in the output ratio 6. Keeping ¢ constant, 8 changes can only be triggered by « variation.
From lemma 1 we know that df/dy < 0 if v < ~*, while df/d~y > 0 if v > v*. Furthermore, it
follows from (36) and (42) that, for a given p > 0, a higher 6 exhibits a positive impact on v and
.20 Together, these two effects determine the y-implication working through the adjustment

of 6 for a given firm pattern u.

Proposition 2 The comparative static effects on unemployment rate u and wage rate W are

f =1000, L = 1000 and K = 100L.

18 An exception is the p-effect, which has not been analyzed in section 2. However, it follows immediately from
(36) and (42) that, for a given p and 6, an increase in p has no effect on the unemployment rate v and reduces
wage rate w if > 0. (Compare the impact of fixed cost parameter f as discussed in section 2).

—2
19For a formal derivation of the p-effects, use Z—Z = —ﬁ Ef;iy@ (1 - 01/5) (u@l/g +(1- pﬂ)) < 0. More-
over, note t}_lat % = %‘;’ + %’fg—z. Then, g—‘i = —% < 0, g—f = ﬁ > 0, together with Z—Z <0,
guarantee ‘Z—‘: <0.

20Differentiating u with respect to 6 gives, according to (36),

du . 1 (57 1) :U'{(l _/L) [91/6 (E— 1)/5_ 1] _ (/L/E)@l/s_l}
a0~ (=P E—1+7) 67 T (1= 8] .

Due to 61/ (e — 1) /e < 1, du/df is non-negative, and it is strictly positive if g > 0. Furthermore, dip/df =
dw/du x du/df > 0 follows from (42).
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summarized in tables 1 and 2 below.

Proof. A detailed proof of the results in tables 1 and 2 has been relegated to a Supplement,
which is available from the authros upon request. m

Two results in tables 1 and 2 require further discussion. First, for a given firm pattern pu,
an increase in N, f or p does not affect unemployment rate u and leads to a lower wage rate
w. But if the respective parameter changes trigger an adjustment in the firm pattern and lower
1, the unemployment rate increases. In addition, the wage rate effect becomes ambiguous if N
or f increases, while wages increase with p. Second, while a decline in the replacement ratio,
i.e. a reduction of (3, always leads to lower unemployment and lower wages, the consequences
of changes in the bargaining power of unions are more complicated. On the one hand, there is
a direct effect of a v reduction, which leads to a decline in both wages and unemployment. On
the other hand, there are indirect effects, arising from changes in firm pattern variable p and
output ratio 8. If unions are strong and v > ~*, the indirect effects reinforce the direct one
and weakening unions becomes particularly effective in reducing the unemployment problem.
Of course, this positive employment effect comes at the costs of lower wage payments to those
who are employed, as w declines. In contrast, if unions are already weak, i.e. if v < ~*, a further
reduction of their bargaining power leads to counteracting effects. In this case, it cannot be
ruled out that weakening unions may aggrevate the unemployment problem.?!

Summing up, tables 1 and 2 show that both product and labor market characteristics are
important determinants of how unemployment rates and wages adjust to econmic integration.
The particular pattern of these adjustments also depends on whether incumbent producers
change their mode of firm organization (from single-plant towards two-plant production). This
should be taken into account by policy makers, when deciding upon economic integration or upon
product and labor market reforms to stimulate employment in a global economy. However, a
precise policy recommendation is beyond the scope of this paper, as countries are assumed to

be identical in all respects. This precludes a rigorous analysis of reforms at a national level.

4 The long-run equilibrium under openness

In the long run, there are no barriers to entry or exit of firms and the mass of active producers

adjusts until zero profits are realized. A stable long run equilibrium is therefore characterized

21The existence of such an effect has been verified in a numerical simulation exercise (with the respective results
available from the authors upon request). Of course, if v becomes low enough multinational firms vanish (see
figure 2). Then, only the direct effect survives and reducing the bargaining power of unions definitely reduces the
unemployment rate. In the borderline case of v = 0, we end up with full employment and v = 0.
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by
max {7y, Ty, } = 0. (47)

Three cases can be distinguished: First, we speak of a pure exporter equilibrium if 7, = 0 and
Tm < 0. Second, 7, < 0 and m,, = 0 implies that exporting is unattractive and a pure multi-
national equilibrium arises. Finally, exporting firms and multinational producers can coexist if
T = Ty = 0.

From (43) and (44), we can derive the following relationship between the profits of exporters

and MNEs:
L VL (1 . 91—1/5;)) 3 (48)

Proposition 3 The firm structure in the long-run equilibrium under openness depends on the
relationship between 61/ and p. While gl/e—1 < p gives rise to a pure exporter (EXP) equi-
librium, 0Y=1 > p implies a pure multinational (MNE) equilibrium. Finally, coezistence of

exporters and multinational producers is only possible in the borderline case of 01/°~1 = p.

Proof. From (48) we obtain

7Tm|7rn:0 = (91/6—1 B p) f 7Tn|7rm:0 _ (p - 91/5—1) 91—1/5]0’

which establishes the results in proposition 3. =

17 X ' = 5

0.8
0.6 MNE
equilibrium
0.4
EXP
0.2 equilibrium
1.05 11 115 127

Figure 3:  Long-run MNE- and EXP-equilibria

The economic intuition behind the results in proposition 3 becomes obvious, when noting
(i) that 61/5=1 gives the revenue differential in favor of multinationals and (ii) that p measures
the fixed cost disadvantage of two-plant production in relative terms. If the advantage of two-

plant activities due to higher revenues dominates the disadvantage from higher fixed costs, it is
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optimal for producers to choose an MNE strategy, while exporting is the more attractive choice
if p is high and 6'/¢~! is sufficiently low. Finally, if p = 8%/¢=1, both types of firms can coexist,
with the equilibrium firm structure g being undetermined.

The revenue differential itself depends on the bargaining power of unions (7). Thus, the
long run mode of foreign market penetration is ultimately determined by two factors: ~ and
p. This result is substantiated by figure 3, where the p = 0'/==1locus separates the parameter
domain which leads to a pure MNE-equilibrium from the parameter domain for which a pure
EXP-equilibrium arises in the long run.??

In a next step, we can solve for the key endogenous variables in the long-run equilibrium.

They are conditional on the firm structure (u = 0 or ;4 = 1), as made clear in the following

table:23

Table 3: The long-run equilibrium under openness

EXP-equilibrium MNE-equilibrium
(0> 051 5 u=0) | (p< 0Vt = p=1)
number of firms N//:a+€(a1_a) % N”:m%
unemployment rate u”:(liﬁ) 1-— 85;}_7) u":(liﬁ) (1 — 551.41_70_1/€>
output per firm x%zw_eg_a) (1_";_;/)fi xgl:a‘*‘és—a) (1—1;;'_()9)”Z
wage rate wﬁ—ai;@i)&) (15//)E wﬁz:ai(f(i)a) (1,§/)Z
aggregate income E”zmk E”:mk

A comparison of the first and the second column in table 3 shows that the mass of producers
is lower in the MNE-equilibrium, because multinational production requires higher fixed costs.
Also wages are lower in the MNE-equilibrium. This is intuitive, as we know from section 3 that
multinational producers pay a lower factor return. However, the higher wage income of workers
in the exporter equilibrium comes at the cost of a higher unemployment rate. Again, this is
consistent with our insights in the last section.

In the long run, fixed cost parameter f has no impact on wages or the unemployment rate.
The same holds for p as long as the firm pattern variable y is unchanged. However, a sufficiently

pronounced increase in p may trigger a switch from an MNE-equilibrium to an EXP-equilibrium,

2270 establish figure 3, ¢ = 2 has been considered.

23Use (43) and (44), to calculate the mass of producers for 4 = 0 and p = 1, according to the zero profit
conditions. This gives the two values of N in the first row of table 3. Moreover, use # = 0 and pu = 1,
respectively, in (36) to obtain the equilibrium unemployment rate u”. The values of gq;,, w;,, and E’ in the left
column of the table follow from substituting g = 0 and the respective N”’-value in (37), (39) and (42). In analogy,
the values of q,/,, wi, and E’ in the right column of the table follow from substituting p = 1 and the respective
N"-value in (37), (39) and (42).
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with severe wage and unemployment implications. The effects of f and p point to an important
difference between the short and the long run. In the short run, fixed cost variation exhibits a
direct effect on w and u (even for a constant p). An increase in f and p (if © > 0) lowers aggregate
income and profits. Since the factor return to labor is linked to profits through wage bargaining,
w declines for a given mass of producers and a constant p. This effect is counteracted by firm
exit in the long run. Firm exit raises profits of incumbent producers and therefore augments
wages (for a given type of equilibrium, i.e. a given p). In sum, the two opposing effects cancel
out in the long run, so that the direct effect of f and p on the wage rate vanishes.

The impact of § and ~ variation on wages and unemployment in the long run follows im-
mediately from proposition 1 and tables 1 and 2. A higher replacement ratio § aggravates the
unemployment problem and leads to higher wages. The same holds true for a higher bargaining
power of unions -y, as long as the type of the long-run equilibrium remains unchanged. However,
if a y variation triggers a change in the type of long-run equilibium (from MNE to EXP, or vice
versa), a monotonic relatinship between v and unemployment rate u is no longer guaranteed. A
~ increase, that leads from an MNE-equilibrium to an EXP-equilibrium definitely has adverse
unemployment effects, while a v reduction that leads from an MNE-equilibrium to an EXP-
equilibrium may increase or reduce the employment level. The unemployment and the wage

effects go into the same direction, according to table 3.

5 From autarky to economic integration: A tale of globalization

In sections 2-4 we have analyzed the role of wage bargaining under autarky and under openness.
In this section, we use our theoretical insights to draw a comprehensive picture of how economic
integration affects wages and unemployment if labor markets are unionized. Starting point is a
long-run autarky equilibrium, as characterized in section 2. After the fall of trade and investment
barriers from infinity to zero, the two economies find themselves in a short-run environment, in
which firms can choose their mode of foreign market penetration but producers do not adjust
their entry/exit decisions. In the long run, market forces reestablish a zero-profit equilibrium.
Table 4 summarizes the possible scenarios.?* If p > g1/e—1 gives rise to a pure exporter
equilibrium in the long run, exporting will also be the more attractive mode of foreign market
penetration in the short run. Indeed, if a long-run autarky equilibrium is the starting point, it
follows from (18) and (44) that 7, = 0 if © = 0. Then, (48) implies 7|z, =0 < 0 if = 0 and
p > 0'/5=1 (see proposition 3). In this case, labor market variables remain constant during the

process of globalization: u, = v/ = v” = 0.1 and w) = @' = @” = 7.11. And we can formulate

24The following parameter va_lues h_ave been used to establish the results in table 4: o = 0.75, e = 4, 3 = 0.6,
v =0.12, f = 1000, L = 1000, K = 5L.
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Table 4: Wage and unemployment effects of globalization

short-run free trade equilibrium
H=0 O<u<l u=1
(p=11)
% ? 01 not not
o = 3. wen=s possible possible
= w=w"=711
& 3
gg _ t (p=1.09) (p=1.08)
= no
© ! . u’=0.05, u”=0.02 u' =u"=0.02
o 3. possible
= w=6.54, W' =6.56 w=6.16, W' =6.56

the following conclusion: If the fixed cost disadvantage of two-plant production is sufficiently
high, both wages and unemployment remain unaffected by economic integration.

Things are different if p < 61/=1. In this case, two-plant production becomes attractive
after the fall in trade and investment barriers. If p is of intermediate size, there is coexistence
of exporters and MNEs in the short run, while a pure MNE equilibrium is the outcome if p is
close to one and the additional fixed cost for setting up a foreign production facility, (p — 1) f,
are negligible. In the long run, when firms adjust their entry/exit decisions and a zero-profit
free trade equilibrium is realized, local affiliate production is the preferred mode of foreign
market penetration (given that p < 1/ ¢=1). Whenever economic integration leads to evolution
of multinational producers, it is a cure for high unemployment rates.

The finding that economic integration is a stimulus for employment may be surprising at a
first glance. Of course, going multinational lowers domestic production and raises unemploy-
ment, all other things equal. This effect has been emphasized by Lommerud, Meland and Sgrgard
(2003) who conclude that “strong unions and trade liberalisation do not sit well together” (p.
799). However, our focus is on economic integration between two fully identical countries. This
gives rise to two-way investment flows, with the positive effect of incoming investment domi-
nating the negative effect of outgoing investment. Hence, economic integration between similar
economies is beneficial if it leads to the evolution of multinational firms. The reduction in the
unemployment rate comes at the cost of lower wage payments. This explains a conflict between
employed and unemployed workers, when economic integration is at the political agenda. While

the unemployed should advocate the decline in trade and investment barriers, those who have a
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job should be more sceptical.??
The results in table 4 also contribute to the recent discussion on the evolution of within-
group wage inequality.?® While the existing literature primarily points to the role of technological

2T our model shows that

progress and/or organizational change for explaining this phenomenon
multinational activities can explain the time pattern in the evolution of within-group wage
inequality.?® However, as indicated by table 4, within-group wage inequality may be a temporary

phenomenon, which vanishes when market forces reestablish a zero-profit equilibrium.

6 Concluding remarks

This paper has shed light on the role of trade union activities for the decision of firms to penetrate
a foreign market through exports or through production of a local subsidiary. As outlined above,
a second production facility abroad improves the outside option of a multinational enterprise in
its wage bargain with a domestic union. This leads to lower wage payments (as compared to
exporters) and renders foreign investment more attractive. In addition, it has been shown how
the endogeneous change in the firm pattern affects the labor market adjustments to economic
integration. As multinational enterprises negotiate lower wages, a decline in the ratio of MNEs
relative to exporters ceteris paribus leads to higher wage payments. However, this comes at
the cost of a higher unemployment rate, as multinational firms produce at a higher scale than
exporters.

Throughout our analysis, we have rigorously distinguished between short-run and long-run
consequences to separate temporary firm pattern effects from permanent firm entry/exit impli-
cations. In particular, we have shown that within-group wage inequality can be explained by the
evolution of multinational enterprises after the fall in trade and investment barriers. However,
our results indicate that within-group wage inequality is a temporary phenomenon, which is
eliminated in the long run, when market forces reestablish a zero-profit equilibrium.

Finally, this paper also provides insights into the role of policy variables, like the bargaining
power of unions or the replacement ratio for the unemployed. While a reduction in the replace-

ment ratio has the expected positive employment effect, the consequences of a reduction in the

25Qur simple framework neglects any intertemporal aspects. In a dynamic setting with an exogenous quit rate
(cf. Layard and Nickell, 1990; Beissinger and Egger, 2004), a lower unemployment rate is associated with a
higher reemployment probability, which raises the expected lifetime income of any worker. Such a positive effect
is eliminated in our static analysis.

26Recall that all workers are assumed to be fully identical in all their individual characterisitics.

2"See Egger and Grossmann ( 2005) for an overview of the relevant literature

28Interestingly, the evolution and increase of within-group wage inequality was almost parallel to the surge
of foreign direct investment and multinational activities in the last thirty years. Furthermore, the increase in
within-group wage inequality was — in contrast to between-group wage inequality — not confined to the US (Katz
and Autor, 1999; Fitzenberger, Hujer, McCurdy and Schnabel, 2001; Barth, Lucifora and Tsakloglou, 2005).
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bargaining power of unions are less clear if firms adjust their mode of foreign market penetration.
Hence, governments should be cautious when changing the bargaining position of unions (e.g.,
through legislative interventions). Of course, these policy recommendations are rather vague
and they are derived under the caveat that economic integration of two fully identical economies
has been studied. To draw stronger conclusions, clearly requires a less restrictive framework,
in which asymmetries in the economic and political fundamentals of countries are allowed for.
Such an extension is beyond the scope of the present paper, but it may be a worthwhile task for

a future project.

Appendix

The wage-setting curve under autarky

To solve the maximization problem in (7), we can use the following Lagrangian function
L (w(i),x(i), A) = { (i) [w (i) — @)} {w (i) = 7} 77 = A (i) /da (i) (A1)

Substituting (4), the three first-order conditions for the maximization problem are given by

oL v (=) _
dw(i) [w(z’) o )= } +A=0, (A2)
oL B ~ (1 —~)dm(3)/dz(7) B dgw(i) B
el L(i) M- ] Al Y (A3)
oL  dm(i)
ox T dai) (A4)
We can now use (4) and (5) to calculate
a 1/e
w(i) — (i) = <PE> 2(i) Y — w(@i)z(i)
o 1/e
- é (Jf) z(i)' Ve, (A5)

0 (@)

Substituting (A5) and (A6) into (A2)-(A4), the following expression can be derived from the

three first-order conditions:

1M;_w—[€f1+l;ﬂ
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Rearranging terms gives the wage-setting curve in (8). QFED

The wage-setting curve under exporting

Under openness, we have to use country indices to distinguish the local from the foreign market.
Then, to solve the maximization problem of a firm-union bargaining pair in country j # k, we

can write down the following Lagrangian function

£ (wh(@), @), w50, M\ = { [ () + 2h 0)] [w] () — @]} {mh6) = 7}
— Ndmi (i) /dal (i) — Nedrd (i) /dxk (i), (A8)

Then, the five first-order conditions for the maximization problem are given by

oL il v Q=@+ G 9
Own (i) | wn (i) — w Th(i) — n
L T ) . AU VL 1) BN (O BN
O, (1) _x%(z) + k(1) (1) — T dai (i)
k(; ki(: 2 G-
3kt = ErrET - 1)6?7) (—Z);jxn(l)] NG
0L _ dmi(i) _ 0 oL _dmii) _ o

N dad (i)

In the case of two symmetric countries and no transport costs, we can set B/ = EF = E, PJ =
Pk = P and M = A¥. This implies a7, (i) = #¥ (i) and #,(i) — 7, = 73,(i) + f. Then, accounting
for (A5) and (A6), we can derive the following expression from the first-oder conditions in

(A9)-(A12)
-1

E <Of> Y (z’)_l/E] | (A13)

€

1 € 11—
I 1T
wy, (1) — Wy, €— Y

Rearranging terms, the wage-setting curve in (26) immediately follows. QFED

The wage-setting curve under multinational activity

In the case of a multinational producer, the plant-union bargaining pair in country j takes
foreign wages and outside options w/, 7, as exogenously given. To solve the Nash problem for

this case, we can write down the following Lagrangian function:

£ (wh, (i), 23, (1), A) = {af, (i) [wh, (i) = @?] }" {xd, (i) = 78, } " = Admd, (i) /dac], (7). (A14)
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Substituting (25), the first-order conditions for the maximization problem under multinational

production are given by??

oL _ J’[ 7 (1=)en) +A=0, (A15)
Owiy, (1) wih (1) —wd  w(i) — 7
oL _ i [ I i (§)/den(@) | Erin(i) _ (A16)
Al (i) (i) (i) — 7, ded ()2
L  dmh(i)
D ad ) 0. (A17)

Before we can explicitly solve for the wage-setting curve, we have to specify the outside
option of the multinational producer in the Nash bargain. Under perfect foresight, the foreign
delegates anticipate the bargaining outcome in 7, in their own wage negotiations. The maximum
attainable profits of the foreign plant, if an agreement in the domestic bargain is not reached,
is therefore given by m*. This implies 7 = 7% — (p —1)f. In the case of symmetric countries,
we can omit country indices, so that multinational firm ¢’s contribution to the Nash product in

country j is given by

l\3

l/a
{( 17— ()] = ) ) mm}

g ( . > )1 1/e _wn(i)lfl/s} ’ (A18)

according to (24) and (25). Denoting output shares by § = z,,/z,, and substituting (A6) and
(A18) into (A15)-(Al 7), we can derive the following expression
-1

é (O}f)m xm@?)‘”E] : (A19)

which ultimately determines the wage-setting curve in (27). QED

1 _ € n 1—
Wiy (1) — W e—1 2y(1—-061-Ve)

Proof of lemma 1

The proof is organized in three steps: In step (i), we show that I'(f,y) = 0 determines a
continuous and twice differentiable function 6(v) on interval [0, 1), which has the following two
properties: A(0) = 1 and 6(v) € (0,1) Vv € [0,1). In step (i), we prove existence of lim.,_1 6(7)
and demonstrate that 0(v) — 1 if v — 1. Finally, in step (iii), we confirm that 6(v) has a unique

2%Note the similarity to the first-order conditions under autarky.
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minimum at some * € (0,1), so that df(y)/dy < 0 for any v € [0,7*) and df(v)/dy > 0 for
any v € (7v*,1). Throughout the proof we consider ¢ > 2.

Step (i): First, setting v = 0, § = 1 follows immediately from (32). Second, differentiating I'(-)
with respect to 0, gives
29071/ (1 — ) (e — 1)? e—1

= — _ —1-1/e
Lo 6,7) e[2ey (1—0'-12) 4 (1—7) (e —1))? ele—1+ 7)9 ’ (A20)

which is negative for any v € [0,1). Then, noting I'(0,7) = co and I'(1,7v) = —v/(e — 1 +7), it
follows that, for any v € [0,1), I'(#,7) = 0 has a unique solution in # on interval (0, 1].3° Third,
differentiating I'(-) with respect to v, we obtain

2(e — 1) (1 - 0171%) e—1

o _ —1/e
Py (6:7) = [2ey (1—61-1e) 4 (1—7y) (e —1)]* -1+ SEA (A21)

Since T'y exists for any v € [0,1) and 6 € (0, 1], we can apply the implicit function theorem to
(32). This gives a continuous and twice differentiable function (), with the following first and

second derivatives: N

do(y) _— Ih()
dy — Te()’ (A22)
dizi(;) - [Pw +T9df(y)/ dv} - [Fﬁz + Todd(v)/ d’Y] df(v)/ dv. a2

Step (ii): The results in step (i) imply that there exists a unique 8* € [0, 1), such that I'(6,v) = 0
has a solution in vy € (0,1) if § € [6*,1), while it has no solution in v € (0,1) if § € [0, 6*). Since
evaluating (32) at § = 0.5/~ gives

P(0.5/E1), 9y = =1

=T [0.5—1/@—1) - 1} >0, (A24)

it follows from T’y < 0 that 6* > 0.55/(€=1_ This implies that

T, (0,0) = 5%1 20— 017 077 <0 (A25)
holds for any 6 € [0*,1].

Next, we determine the sign of T (0, 1). Therefore, consider that T'(§,0) = 6~/ —1 > 0 and

39Solutions with # > 1 are not considered.
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I'(0,1) = [(e — 1)/e](6~/¢ — 1) > 0 for any § € (0,1). Noting further that, for any 6 € [6*,1),
I' = 0 has a solution on interval (0,1), it is straightforward that, for any relevant 6, I'(6, v) has
a local minimum at some v¢() € (0, 1), with I',(6,~°(f)) = 0 and

e—1 [1—2(1—0YVe] (e —1)e
e =147 267(1 = 0'"V) + (1 =) (e~ D] [e — 1 +7]

D (6,4°(0)) = >0, (A2)
Since I'y, > 0 holds for any v¢(6) € (0, 1), which fulfills I", = 0, two conclusions are immediate.
First, for any given 6 € [0*,1), I'(6,~) has a unique local minimum on interval (0, 1) and, second,
I’y must be positive for any v € (7*,1). Furthermore, it follows from I'y < 0 that I'(f,y) = 0
has a unique solution at v = v¢(6*) = v*, while it has two solutions if § € (6*,1): one in interval
(0,7*) and one in interval (v*,1). Hence, we can safely conclude that for any n € (6*,1), there
exists a y € (v*,1), so that (y) > 7." This is sufficient for existence of lim.,_1 f(v) and, due
to #(0) = 1 and the continuity of f(v) on interval [0,1), it implies that 6(y) — 1 if y — 1.

Step (iii): From step (ii), we know that df(v)/dy < 0 if v € [0,7*) and that df(v)/dy > 0
for any v € (v*,1). Furthermore, noting df(v*)/dy = 0 it follows from (A22) and (A23) that
d*0(y*)/dy* = —T., /Ty > 0.32 This confirms that 4* is a unique local minimizer of (y) on
interval [0, 1).

Putting together, steps (i)-(iii) establish the proof for lemma 1. QED
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Supplement to

Wage Bargaining and Multinational Firms in General Equilibrium

Proof of proposition 2

Throughout this proof, we consider 8 < (¢ — 1)/(¢ — 1 4+ 7). Then, the effects of a marginal
change in parameter ¢, » = K, L, N, f, p,7, 3, on the two labor market variables u and @ are

determined by

du _Ou  Oudp  Dudo
dp ¢ Oudep 00de’
dio 0w  Owdu = Owdu
a6~ 99 opds " uds’

(S1)

(S2)

respectively, according to (36) and (42). These comparative static effects are analyzed in detail

below.

The impact of a marginal K change: A marginal increase of K does not have a direct
impact on u (for a given u), according to (36). This explains the respective effects for the two
scenarios II(0) < 0 and II(1) > 0 in table 1. However, there is an indirect effect through p
adjustment if IT(0) > 0 > TI(1). In this case, we have du’'/dK > 0, according to proposition 1.
Together with

ou 1 e—-1 6(1 — /%)

ou T T—fe— 1+t (- (59

this implies du/dK < 0. With respect to the wage effects, we see from (42) that 9w /9K > 0.
Hence, if I1(0) < 0 or II(1) > 0, so that both p and w remain unaffected by marginal changes in
K, we obtain di/dK > 0. For a parameter domain with II(0) > 0 > II(1), K also exhibits an
indirect effect through p adjustments. A marginal increase in u exhibits, for a given u, a negative
effect on 1 and leads to lower unemployment, i.e. du/du < 0. Noting du/dK > 0, according to
proposition 1, it turns out that the indirect effects counteract the direct one, thereby rendering
the overall impact of a marginal K variation ambiguous if I1(0) > 0 > II(1). We apply numerical
simulation techniques to illustrate this result. The respective findings are illustrated in figure
S1.! For sufficiently low K a marginal increase in the capital endowment exhibits a negative

effect on @, while the impact becomes positive if K sufficiently high.

1To establish figure S1, the following parameter values have been considered: o = 0.75, ¢ = 2, = 0.01, p = 4,

f=1,v=08, L =1000 and N = 75.
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Figure S1: Ambiguous impact of K on w(K)

The impact of a marginal L change: According to (32), (36) and (46), Ou/OL = du/dL =
df/dL = 0. This implies that an increase of endowment parameter L does not exhibit an impact
on unemployment rate u, according to (S1). Furthermore, it follows from (42) that a higher L

exhibits a direct negative effect on 1, so that dw/dL < 0, according to (S2).

The impact of a marginal change in N or f: Since N and f enter as a product in (36) and
(42), we can discuss their effects simultaneously, i.e. we focus on the role of N f. Noting that
changes in N f do not have a direct effect on u and recollecting dyp’/d(N f) < 0 from proposition
1, the respective results in table 1 follow from our formal insights above. Furthermore, for
a given pu, the direct effect of a marginal N f increase on w is negative, according to (42).
However, if a parameter domain with II(0) > 0 > II(1) prevails, there are indirect effects
through p adjustments, which counteract the negative direct one. Again, the overall outcome of
a marginal N f variation turns out to be ambiguous in this case. This finding is substantiated
by figure S2, which illustrates the impact of N f on w.? Again, we identify a negative impact
on w if Nf is sufficiently low and a positive one if N f is sufficiently high.?

The impact of a marginal p change: Again, p does not exhibit a direct impact on unem-

ployment rate u. However, a higher p leads to a lower y' if I1(0) > 0 > TI(1). In this case, we

2To establish figure S2, the following parameter values have been considered: a = 0.75, ¢ = 2, 8 = 0.01,
p=1.008, v =0.5, L = 1000 and K = 10L.
3Note that diw/d(N f) is positive if p > §*/571. This follows from equation (S4) below.
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find du/dp > 0, according to (S1). In a next step, we can differentiate @ with respect to p, this
gives 0w/dp = 0 if pn = 0 and it gives 0w/dp < 0 if p > 0, according to (42). This proves the
respective results for the two scenarios II(0) < 0 and II(1) > 0. If a parameter domain with
I1(0) > 0 > II(1) prevails, there are indirect effects through p adjustment, which counteract the
aforementioned direct one. At this stage of our analysis, it is useful to substitute (46) for p in
(42). This gives

(e—1)C[K=Nf+(p—1)Nfo=1e/(1—0'"1%)]

U= 1—wiL ' (54)

Differentiating (S4) with respect to p and noting Ow/du > 0, du/dp > 0 , it is straightforward
that w increases in p if p € (0,1). This proves the respective finding in table 2.

The impact of a marginal v change: It is well-known from the autarky case that + exhibits a
positive direct effect on u. We can use (36) to confirm this result under openness. This explains
du/dy > 0 if II(0) < 0. If II(1) > 0 leads to p = 1, there is an indirect effect through changes
in #. Noting

ou_ 1 e-1 1
90 (1—p) (e —1+47)eol+l/e

0, (95)

it follows from (36) that the overall  effect in a parameter domain with II(1) > 0 is determined
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du 1 (e—1)FYe
dy 1-pe—1+9]

el dy (S6)

5—1+’yd9~(7)] .

This implies that du/dy >,=, < 0 if [(e — 1 +~)/(e0)]dA(v)/dy >,=, < —1. To decide upon the
sign of du/dvy, we recollect equations (A20)-(A22) and calculate
df(v) e 2e—1)(1 0" )(e—1+7) —x(6,7)

- S7
by -1ty 21—y -DP+x(B) (57)

with

X(0,7) = [2(6 = Dy(1 =07 + (1 =) = D] [2291 =07 + (1 =)= 1)] . (89)

It is straightforward that the right-hand side of (S7) is larger than —e6/(e — 1+ ). This implies
du/dvy > 0 if II(1) > 0 and confirms the respective result in table 1.
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Figure S3: Ambiguous impact of ¥ on u

In an intermediate parameter domain with II(0) > 0 > II(1), there is an additional indirect
effect working through changes in p. According to (S3), we know that du/0u < 0. Together with
du/df < 0, this implies that the two indirect effects go into the same direction. If v € (v*,1) this
leads to du/dy > 0, according to lemma 1. In contrast, if v € (0,~*), the two indirect effects

counteract the direct one, rendering the overall impact of a marginal v variation ambiguous.
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The ambiguity of the ~ effect is illustrated in figure S3.*

Let us now turn to the wage effects. According to (42), a v change has no impact on w if p
and v remain unchanged, i.e. 0w/dy = 0 in (S2). This confirms the result for II(0) < 0. The
respective result for II(1) > 0 directly follows from 0w/0u > 0 and the unemployment effects
outlined above. The firm structure variable does not change in this case. In contrast, if II(0) >
0 > TI(1), there is an additional effect through p adjustment. Noting 0w/du < 0, according to
(42), and Ju/Ou < 0, according to (S3), and recollecting du/df < 0 from proposition 1, it follows
from lemma 1 and the unemployment effects outlined above that dw/dy > 0 if v € (v*,1).
Finally, if v € (0,~*) its impact on @ turns out to be ambiguous. This ambiguity has been

confirmed in a numerical simulation analysis, with the main results summarized in figure S4.5
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Figure S4: Ambiguous impact of  on w

The impact of a marginal § change: Variation in the replacement ration § has no impact
on p or #. Noting further du/08 > 0, Ow/9f = 0 and dw/Jdu > 0, according to (36) and
(42), the (3 effects in tables 1 and 2 directly follow. This completes the formal discussion in this

supplement.

4To establish figure S3, the following parameter values have been considered: o = 0.75, ¢ = 2, 3 = 0.40,
p=1.08, f=1000, N =71, L = 1000 and K = 100L.

5To establish figure S4, the following parameter values have been considered: o« = 0.75, ¢ = 2, 8 = 0.1,
p=1.08, f=1000, N =73, L = 1000 and K = 100L.
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