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abstract

In this paper we investigate to what extent the Maastricht convergence process has
affected labour market performance in the EU. Next we speculate on the possible effects
of introducing a single currency on labour market institutions, wage behaviour and the
natural rates of unemployment in Europe. We conclude that the introduction of EMU as
such will not have favourable effects on European' unemployment unless it is

accompanied by labour market reforms.

JEL Classification no.: 24, F33



1. Introduction

In the United States, at just over 5%, unemployment today is no higher than it was in the
ecarly 1970s. In Japan, although it doubled from 1.5% to 3%, unemployment has never
been a serious problem. By contrast, over the past 25 years, Europe’s unemployment
rate has jumped from 3% to 11% and unemployment has become a major economic
policy problem in Europe. It is therefore very important to have an idea whether and
how EMU mi'ght affect labour market performance in Europe. In this context it is
interesting to note that, according to a public opinion poll, in seven out of the twelve
European countries that constituted the EC in 1994 ‘more unemployment’ was stated as
one of the principal reasons why people fear the single market and EMU (see R.

Hamaui, 1996)",

There 1s a wide diversion of opinion on the likely effects of EMU on unemployment in
Europe. The Commission of fhe European Communities e.g. holds a positive view when
it states that “Jf EMU raises the expectations .of business leaders that future investment
will become more profitable it could initiate a cycle of increasing investment and lower
unemployment’ (Commission of the European Communities, 1990, our italics).
According to Martin Feldstein, on the contrary, ‘an arfificially contrived economic and
monetary union . . . Would almost certainly incfease the average level of unemployment
(M. Feldstein, 1'992). The most clear positioﬁ is held by Rudy Dornbusch. In his view
‘Europe . . . already has mass unemployment (and) EMU will add to it, both on the way
there and once the system is trapped in fixed exchange rates across vastly divergent

countries’ (R. Dornbusch, 1996),

The last view is particularly interesting because it makes a distinction between the
process leading to EMU and the situation once EMU is established. In fact, theoretically
at least, the impact of EMU on European unemployment can be split into two parts, viz.

the effect of the budget cuts and inflation reduction required to meet the Maastricht

! Other reasons cited such as ‘too much immigration’, ‘too much competition’ and ‘an uncertain future’
might be closely related to the fear of more nnemployment.



convergence criteria, on the one hand, and the effect of introducing the single currency,

on the other hand.

In a Phillips-curve framework, the first effect translates into 2 movement along the short-
term Phillips-curve, with a temporary increase of the unemployment rate above the
natural rate of unemployment. The second is concerned with the effect of EMU on the
natural rate itself In the standard aggregate demand - aggregate supply framework the
Maastricht convergence process 1s reflected by a decrease in aggregate demand
(aggregate demand shock), whereas the introduction of the EMU possibly affects the
vertical long-run aggregate supply schedule, shifting it to the left (aggregate supply
shock). Standard macro-economic theory tells us that the former shock leads to a
temporary decrease of the output level below the long-run potential output level, while

the latter implies a change in the long-run output level.

The distinction made by Dornbusch is also used in the present paper. In section 2 we
mvestigate to what extent the Maastricht convergence process has affected
unemployment. In section 3 we speculate on the possible effects of introducing a single
currency on the natural unemployment rate in Europe. We argue that this will depend to
a large extent upon the effect of the new regime on the behaviour of economic agents
(section 4) and stress the role of labour market regulations and institutions in this respect

(section 5).

It should be stressed, however, that a sharp distinction between the transitory effects of
the convergence process and the permanent effects of the new monetary regime is
probably an oversimplification. In reality, both effects may be interrelated, particularly
in Europe where labour markets -are characterised by unerhployment persistence (see
Alogoskoufis and Manning, 1988; Blanchard and Summers, 1986, Elmeskov and
MacFarlan, 1993). -



2. Convergence and unemployment

In the short term, budget cuts and monetary policies to reduce inflation are expected to
depress aggregate demand and temporarily increase the actual unemployment rate above
the natural rate. The extent to which this mechanism has in reality been operating is an
empirical question which is investigated in table 1.

The table shows data on the fiscal consolidation and inflation reduction effort in the EU-
countries, and for comparison also in the US and Japan. Fiscal consolidation is measured
by the average annual change in the structural balance (as a percentage of potential
GDP) from 1993 until 1997°. This variable gives an indication of the discretionary
_change in the stance of fiscal policy after 1992, the year when the Maastricht Treaty was
signed. Tt is clearly seen that all EU—countries, except Ireland® and Austria embarked on
a process of fiscal consolidation after 1992. Fiscal consolidation was especially
pronounced in Greece, Italy, Belgium and Sweden. As is well known, the Maastricht
convergence criteria state that the ratio of the government deficit and government debt
to gross domestic product may not exceed 3% and 60% respectively. We leave,
however, unanswered the question to what extent the process of fiscal consolidation in
the EU was enforced by the convergence criteria or whether it resulted frbm domestic
policy shifts because fiscal positions were judged to be unsustainable. The US e.g. also
experienced a process of fiscal consolidation in the 1990s, more or less comparable to

the average restraint in the EU.

Table 1 further shows data on inflation reduction. This is measured by the difference
between the inflation rate in 1992 .and . 1997. As.is known, the Maastricht Treaty
requires that for eligibility to join Stage 3 a member state’s inflation rate does not exceed
the average of .at most the three best performing members in terms of price stability by
more than 1.5 percentage points. As is the case with fiscal consolidation, inflation
reduction has not been restricted to the EU. Contrary to fiscal consolidation, however,

inflation reduction has been more pronounced in the EU-countries than in the US. All

? We use the OECD previsions for 1997 (see OECD, 1996).
> As a matter of fact, inTIreland a strong fiscal consolidation took place in the 1980s.



EU-countries, except Finland and Sweden experienced some decline of inflation, the

decline being most pronounced in Portugal, Greece, Germany and Spain.

The question to what extent these developments have led to extra unemployment can
tentatively be answered by looking at the cumulative increase in unemployment since
1992, which 1s also reported in table 1. Tt is seen that the EU as a whole and most EU-
countries individually were confronted with a marked rise in their unemployment rates
after 1992. The highest unemployment costs were incurred by Spain, Finland, Italy,
Portugal, Sweden, Belgium and Germany. This might in fact be related to the demand
effects of fiscal consolidation and inflation reduction: Belgium, Ttaly and Sweden
experienced a relatively severe consolidation effort, whereas Portugal, Spain and
Germany were subject to a rather strong dis-inflation process. However, the relationship
is certainly not clear cut. Greece (characterised by a Strong dis-inflation and fiscal
consolidation effort) e.g. was able to pursue her macro-economic policy without
incurring high unemployment costs. - In Denmark, the UK and Ireland (which was not
subject to fiscal consolidation) there were no unemp]oyment.costs at all. The same holds
for the US which were equally able to change the stance of fiscal policy and to reduce

inflation without incurring unemployment costs.

Comparing the unemployment rates in 1997 and 1992 further shows that for countries
with positive unemployment costs, unemployment in 1997 was still higher than in 1992,
suggesting a rather long adjustment period following the shift in macre—econonﬁc policy
that was undertaken. The same information is given by the last column of table 1 which
compares the actual® unemployment rates with the estimated natural ratee: in most EtJ-

countries the actual rates are still well above the equilibrium unemployment rates’.

From the preceding analysis we conclude that after 1992 a majority of EU-countries
embarked on a process of fiscal consolidation and inflation reduction. Fiscal restraint
also took place in the US. Inflation reduction happened in Europe, as well as in the US

and Japan, but was more pronounced in the EU-countries. In most EU-countries this

* Because the estimates for the natural rate are based on the OECD standardised unemployment rates,
the actual rates also refer to this definition. The latest data available for standardised unemployment
rates are for 1995.



went hand in hand with a. period of increased unemployment (compared to the
benchmark year). At the end of the period, unemployment in many European countries
was still higher than at the beginning, and higher than the estimated natural rates of
unemployment. Nevertheless, the unefnployment costs were very different across the
European economies. In a few EU-countries and in the US, unemployment even

declined.

One can only speculate as to the possible explanations for these differences in fiscal
consolidation cum inflation reduction costs. Likely explanations might include:
differences in cyclical position, differences in monétary policy, in the exchange rate
regime, in the degree to which other (importing) countries were pursuing similar policies,
differences in expectations and in the credibility of the fiscal consolidation and inflation
reduction effort as perceived by the financial markets and wage and price setters in the
economy (OECD, 1996). Also unemployment costs of fiscal consolidation may differ
- according to the composition of the fiscal contraction. They may be higher if budget cuts
result from tax increases or decreases in public investment, as compared to cuts in

current government purchases (Giavazzi and Pagano, 1990).

Monetary policy e.g. was on average more expansive in the US than in the EU, which
might have been helpful in the fiscal consolidation process (through 1its effect on the
interest rate), mitigating the unemployment costs. The timing of monetary ease may also
have been important. Assuming consolidation is credible, an early easing of monetary
policy as in the US, by offering the prospect of a rapid decline in real short- and long-
term interest rates, might to a large extent offset the short-run negative domestic demand
impact of budget deficit cuts (OECD, 1996, p. 17). In the EU monetary policy was not
eased before 1995, whereas in the US monetary policy was already expansive in the

. period 1992-94.

Differences in the exchange rate regime may also explain the observed differences in
" unemployment costs. According to the Mundell-Fleming model in a system of flexible

exchange rates a restrictive fiscal policy is likely to lead to a depreciation of the currency,

® We assume that equilibrium unemployment rates have not changed during the 1990s.



which might stimulate net exports and hence depress the negative effects on
unemployment (export crowding in effect of fiscal consolidation). Under fixed exchange
rates, on the contrary, fiscal restraint may' lead to a deficit on the balance of payments
and consequently to a loss of exchange reserves. The resulting decline in the domestic
money supply may further depress economic activity. These different theoretical effects
of fiscal consolidation under fixed and flexible exchange rates may to some extent explaiﬁ
the favourable outcome of the UK, after she suspended her participation in the ERM in
September 1992

3. Monetary union and unemployment

The second question, dealing with the potential effects of EMU on the level of European
unemployment after 1999 is much more difficult to answer. As a matter of fact, this
question boils down to asking whether the EU is an optimal currency area (OCA), ie.
whether the potential benefits of introducing a single currency in the 15 currént member
states outweighs the potential costs. The benefits of EMU are usually seen as the
elimination of exchange-rate-related transaction costs and of uncertainty about exchange
rate developments. This should normally lead to more investment, higher economic
growth and more employment. The costs of EMU is that it deprives the member states
of the exchange rate and the interest rate as domestic instruments for national economic
a&justment. This should normally lead to more unemployment in the case of a nation-
specific shock. The OCA-literature points to a number of criteria which have to be met in
order for the benefits to outweigh the costs, such as symmetry of shocks, mobility of
production factors, real wage flexibility and intensity of trade linkages among the

potential EMU-members (see e.g, G Tavlas, 1993, for a recent survey).

It 1s now generally accepted that the EU as a whole is not an optimal currency area, and
less an optimal currency area than e.g the US. First, aggregate demand and supply
shocks are significantly more idiosyncratic across EU countries than across US regions ,

which may indicate that the EU countries will find it more difficult to operate a monetary



union (Bayoumi & Eichengreen, 1993)°. This can be explained to some extent by the
large differences that exist in the mix of products that they produce, in their dependence
on imported oil and in the foreign markets to which they sell (M. Feldstein, 1992).
Second, Europe has lower interregional labour mobility than the US (Bayoumi and
Eichengreen, 1993; De Grauwe and Van Haverbeke, 1993) and with the exception of the
new Nordic members a low degree of real wage flexibility, (Alogoskoufis and Manning,
1988). Third, Europe has no federal fiscal system comparable to the US so that the fiscal

stabilisers in case of asymmetric shocks are weaker (Sala-I-Martin and Sachs, 1992).

It is more likely that a smaller subset of EU-countries (made up of Germany and her
immediate neighbours and perhaps Sweden) more closely approaches an optimal
currency area, not so much because they are characterised by more labour mobility or .
real wage flexibility, but because they experience more symmetric shocks (Bayoumi and

Eichengreen 1993; De Grauwe, 1996).

Consequently, assuming that EMU would consist of a large group of EU-countries this
will affect the natural rates of unemployment in the member countries differently” the
‘core’ countries whose economic structure is more or less similar might not suffer from -
an increase in the natural rate, but rather benefit from a decline in it. For these countries
the efficiency gains from lower transaction costs and less exchange rate uncertainty
would likely outweigh the costs of less macro-economic flexibility. The ‘peripheral®
countries, with economic structures that are very different from the ‘core’ countries,
might suffer from an increase in their natural unemployment rates. This implies that the
labour market disparities between the EU—couhtn’es might actually increase in the case
of a large monetary union. The fact that some of the greatest enthusiasm for EMU can
be found in those countries which-according to-the- OCA-criteria are the least suited for
it, raises doubt about their true motivation. According to T. Peters (1995) this might be
explained by their fear to receive less financial suppoﬁ from EUV structural funds in the
case that they are not included in the EMU or by their worries to be excluded from

participation in further steps toward European integration.

® For a diverging view, pointing to similarities between the EU economies business cycles, and hence a
more positive opinion on the chances for a successful operation of the EMU as far as business cycles are
concerned, see Christodoulakis et al. (1995).



Apart from the effect on the natural rates of unemployment of the member countries,
EMU might also affect the cyclical volatility of output and employment in the member
states. The statutes of the new European Centfall Bank specify its independence and
preservation of the value of the currency as the primary goal of monetary policy. The
promotion of full employment and growth is only permitted to the extent that this does
not conflict with the goal of price stability. As shown by Rogoff (1985 ) an independent
(conservative) central bank will lead to a smaller inflationary bias and less variance of
inflation at the cost of increased variability in output and unemployment. In this respect
it is important to note that the European Central Bank governors will not be accountable
to any national authority and that the new central bank attempt to establish inflation-
fighting credenttals may introduce a deflationary bias in the system, especially at the
beginning. On the other hand, a European Central Bank would act more in the interest of
the whole union than the Bundesbank currently does’. 1In practice, it is to be expected
that an EMU encdmpassing partners with unequal economic gfowth will be subject to
much conflict about the stance of monetary policy to be pursued by the Union’s central
bank (Heylen and Van Poeck, 1995). Further, fiscal policy in the member states will be
subject to the restrictions laid down in the Stability Pact. All this implies that monetary

and fiscal policy might be less geared towards output and employment stabilisation.

4. Endogenous effects

In the previous section it was argued that the EU consisting of a large group of EU-
countries is unlikely to meet the criteria for an optimal currency area and that this might
lead to more d_i,s_paritjgs,__\ in: European unemployment rates. - The traditional OCA-
approach however is static emphasising criteria that have to be satisfied ex ante. It does
not take into account the possible feedback-effects on the behaviour of economic agents

of the new monetary regime created by formation of a common currency area.

" Barrell and Pain (1996) e. g. show that a monetary policy run by a European Central Bank would have
responded better to German unification so that the output loss for the UK would have been much
reduced. '
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One important question here is the effect that EMU might have on the regional location
of activities and the likelihood of asymmetric shocks. According to P. Krugman (1991),
regional disparities are more likely to grow than to diminish. He emphasises the
existence of locational economies of scale, resulting from the concentration of specialised
suppliers, a highly skilled labour force, know-how spill-over from neighbouring
enterprises or proximity of customers in certain geographical areas. In this view growth
poles become self-reinforcing increasing regional disparities and the probability of
asymmetric shocks. Another view, however holds that the increased trade between
European countries after EMU will take the form of increased intra-industry trade;
increasing the likelihood of symmetric shocks. This was confirmed for the case of
Austria and Germany. Hochreiter and Winckler (1993) demonstrated that the number of
asymmetric shocks that hit Austria, decreased, partly as a consequence of an increase in

intra—industry trade with Germany.

Another question is the effect the EMU might have on wage behaviour and real wage
flexibility in the member states. In the current exchange rate system, the effects of
excessive wage increases on international competitiveness and employment can be
mitigated ex post by exchange rate adjustments. This, together with the fact that unions
may expect to exert some influence on national monetary policy, may introduce a bias for
excessive wage demands. With EMU, however, nominal exchange rates and domestic
interest rates can no longer be adjusted between member states. Further, the ECB will
be completely independent from national governments or interest groups. One can only
| speculate to whaf extent, if any, this new environment will affect union behaviour and
wage or price growth in the EMU-member states. An indication of the influence can be
found in Austria. According to Hochreiter and Winckler (1993) real wage flexibility
increased in the late eighties as a result-of the:central bank’s hard currency policy. In this
respect it is interesting to note that there is little empirical evidence for ERM-related
effects on wage behaviour, expressed by structural breaks in the wage equations of those
countries that entered the ERM (see Egebo and Englander, 1992). But of course, the
EMU may be perceived by the social partners as a much more binding constraint than the

ERM.
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Theoretically, several scenarios are possible (T. Peters, 1995). E.g. if EMU leads to
more real wage flexibility this will probably have a lowering effect on the natural rate of
unemployment. However this is by no means the only possible scenario. The
transparency resulting from the single currency will make wage comparisons within the
EMU-area easier. National unions may aim at preserving their relative wage position by
aligning -their wage demands with the highest wage increases in the EMU. Another
possibility 1s that unions in low wage countries seek to match the wage levels of the high
wage countries, whether or not this is supported by increases in labour productivity.
Finally, one might conceive of a scenarioc of wage dumping in order to achieve
employment gains at the expense of the others. All these scenarios imply different

outcomes for labour market performance in Europe.

5. Labour market regulations and institutions

In the economic literature a lot of attention has been paid to the role of labour market
regulations and labour market institutions for wage setting and wage flexibility (see e.g.
Bruno and Sachs, 1985, Calmfors and Driffill, 1988). These models suggest the existence
of a relationship between wage formation and unemployment on the one hand and certain
labour market institutions, such as the expenditures on active labour market poliéy, the
generosity of the unemployment benefit system (coverage, level and duration of the
benefit), employment protection legislation, the degree of unionisation, the degree of co-
ordination among social partners and the level of centralisation of wage bargaining on
the other hand, (see Scarpetta, 1996, for a recent empirical examination conﬁrmiﬁg the
~ role of these labour market characteristics for labour market performance). It is well
known that the EU countnes:display marked-differences in labour market institutions and
labour market policies. These differences in labour market institutions give rise to
differences in wage formation, in the natural rates of unemployment and the vulnerability
to unemployment persistence (Barrell, Pain and Young, 1994; Heylen & Van Poeck,
1995).

As is the case with wage formation, it remains open to question to what extent the new

environment created by the EMU will affect the development and eventual convergence
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of labour market institutions and policies - particularly collective bargaining processes -
in the EU Member States. Take e.g. the degree of centralisation of wage bargaining.
According to J. Freyssinet (1996) if EMU-level negotiations should emerge they are
likely to take place at the sectoral level (implying the lowest degree of real wage
flexibility) because the obstacles to EMU-wide negotiations, although still considerable,
are the fewest at this level. In most member states, sectoral bargaining is the current
practice. Moreover, at this level there may be a clear common interest on the part of the
employees and the trade unions to make the conditions for competition uniform in terms
of labour costs. Related issues are whether institutional convergence is needed at all for
the smooth working of the EMU and whether there is a need for EU initiatives in this

arca.

As Eichengreen (1990) has shown for the US, a certain degree of institutional divergence
is compatible with the working of an EMU. However, the US economic and monetary
union might be more compatible with institutional divergence than the European,
because inter-state migration and automatic redistribution through federal income taxes
and unemployment insurance benefits are more extended in the US (Ehrenberg, 1994).
This being said, a umque set of institutions that minimise the equilibrium rate of
unemployment or the unemployment increase after a demand shock probably does not
exist. This leaves room for a set of multiple equilibria, each of them leading to the same
total labour costs and labour market results which are in some sense optimal or at least
satisfactory for society. Next, as put forward by Freeman (1988) there is no guarantee
that labour market institutions developed in one country can, with success, be transferred

to another.

Further, 1t remains an 'open-question whether-labour-market harmonisation should be the
outcome of a voluntary process on the bzitsis of national choices, or whether it should be
set by community legislation. For example, Padoa-Schioppa et al. (1987) argue that -
there is a strong case for national experimentation in labour policy areas in the EU,
combined with increased dissemination of information and exchange of experience. It is
hoped that demonstration -effects will gradually produce convergence on the best
practices. A similar idea is found in Flanagan et al. (1992) who argue that once a

country is open to international competition and possibly also to unhindered mobility of
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people and capital, there is no way an inefficient system of rules and regulations can
survive for a long time. To use the words of Britton and Mayes (1992), ‘convergence of

institutions may . . . occur as the natural counterpart of closer economic integration’.

Yet, most economists recognise that institutional changes in voluntary organisations like
trade unions or employers’ organisations and in wage bargaining systems are very
difficult to achieve, institutions having an innate tendency to continuity (vested interests,
high social, economic and political costs of change). A long transition period may thus
be required, possibly resulting in high unemployment costs for a number of member

countries.

6. Concluding rémarks

The above analysis demonstrates that it is very difficult to establish with any degree of
certainty the tmpact that the introduction of EMU will have on wage formation, labour
market institutions and European unemployment. The citations given in the introduction

largely reflect personal opinions which are not based on firm analytical ground.

A tentative conclusion might be that the setting up of EMU by itself will not have
significant effects on European unemployment. However, EMU does contribute to the
competitive environment in which European firms have to operate and consequently puts

additional pressure on labour market systems.

In this respect, we agree with Ph. De Villé (1996) that the debate should not be one for
or against EMU, but:should rather deal with-the necessary institutional and regulatory
reforms within EMU in order to maximise its indirect contribution to the fight against

European unemployment.
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