ELINKEINOELAMAN TUTKIMUSLAITOS
THE RESEARCH INSTITUTE OF THE FINNISH ECONOMY

Sarja C 80 Series

VILLE KAITILA

FISCAL POLICY CO-ORDINATION,
IMPERFECT LABOUR MARKETS,
AND MONETARY UNION

Julkaisija: Elinkeinoelamin Tutkimuslaitos
Kustantaja: Taloustieto Oy

Helsinki 2002



KAITILA, Vile, FISCAL POLICY CO-ORDINATION, IM-
PERFECT LABOUR MARKETS, AND MONETARY UNION.
Helsinki: ETLA, Elinkeinoelimin Tutkimuslaitos, The Research Institute
of the Finnish Economy, 2002, 100 p. (C, ISSN 0357-959X; No. 80).
ISBN 951-628-363-2.

ABSTRACT: We analyse fiscal policy co-ordination under imperfect la-
bour markets and monetary union. Fiscal policies may have positive
and/or negative spillovers that may lead to welfare losses. These spill-
overs can be internalised through policy co-ordination.

First, we discuss policy credibility, time-inconsistency, and commit-
ment, and then make a survey of policy co-ordination literature. Finally
we extend an existing model to analyse fiscal policy co-ordination in a
static two-country macro-economic framework. We compare uncoordi-
nated and co-ordinated fiscal policies in a Nash game and two Stackel-
berg games with first the governments and then the labour unions as
leaders. The results are analysed as functions of the governments’ infla-
tion aversion.

We interpret the Nash game and the game with the labour unions as
Stackelberg leaders as regimes in which the governments are unable to
commit to their fiscal policies. The results of these two games differ only
slightly. Also, there is very little difference between the uncoordinated
and co-ordinated cases.

The results are different in the Stackelberg game with the governments
as leaders. Here the governments are able to commit in the eyes of the
labour unions. Compared to the other two games, commitment results in
stricter fiscal policies, lower nominal wages, lower inflation, higher real
wages, lower employment and output, and higher labour union utility.
Also there is a difference between the uncoordinated and co-ordinated
cases. Co-ordination leads to a less strict fiscal stance, higher inflation
and nominal wages, lower real wages, higher employment and output, and
lower labour union utility.

According to the results, governments should either let the labour un-
ions be leaders or co-ordinate their policies if they are leaders themselves.
Meanwhile, the labour unions gain from letting the governments act as
leaders, especially if the latter do not co-ordinate their fiscal policies. The
best case is therefore not the same for governments and labour unions.

We emphasise the benefits from fiscal policy co-ordination when the
fiscal authorities are able to make a commitment to their policies. Lack of
commitment neutralises any effects from fiscal policy co-ordination.

KEY WORDS: Fiscal policy, Policy co-ordination, Monetary union, Im-
perfect labour markets, Commitment



KAITILA, Ville, FISCAL POLICY CO-ORDINATION, IM-
PERFECT LABOUR MARKETS, AND MONETARY UNION.
Helsinki: ETLA, Elinkeinoelamin Tutkimuslaitos, The Research Institute
of the Finnish Economy, 2002, 100 s. (C, ISSN 0357-959X; nro 80).
ISBN 951-628-363-2.

TIIVISTELMA: Tutkimuksessa analysoidaan finanssipolitiikan koordi-
naatiota epatdydellisten tyomarkkinoiden ja rahaliiton oloissa. Finanssi-
politikalla voi olla positiivisia ja/tai negatiivisia ulkoisvaikutuksia, jotka
saattavat johtaa hyvinvointitappioihin. Namé ulkoisvaikutukset voidaan
sisdistdd padtksenteossa politilkkakoordinaation avulla.

Tarkastelemme aluksi politilkan uskottavuutta, aikaepikonsistentti-
suutta ja sitoutumista. Tdtd seuraa politiikkakoordinaation kirjallisuuskat-
saus. Lopuksi laajennamme eristdi olemassa olevaa mallia analysoidak-
semme finanssipolititkan koordinaatiota staattisessa kahden maan mak-
romallissa. Vertaamme koordinoimatonta ja koordinoitua finanssipolitiik-
kaa Nash-pelissd ja kahdessa Stackelberg-pelissi, joissa ensin hallitukset ja
sen jilkeen ammattiyhdistysliikkeet toimivat johtajina. Tulokset on analy-
soitu hallitusten inflaatioaversiivisuuden funktiona.

Tulkitsemme Nash-pelin ja ay-liilkkeiden johtaman Stackelberg-pelin
tilanteiksi, joissa hallitukset eivdt pysty sitoutumaan harjoittamaansa fi-
nanssipolitiikkaan. Niiden kahden pelin tulokset eroavat vain vihin toi-
sistaan. Lisdksi koordinaatiolla on hyvin vihidn vaikutusta tuloksiin.

Tulokset eroavat kuitenkin niistd, kun hallitukset toimivat Stackelberg-
johtajina, jolloin ne pystyvit sitoutumaan finanssipolitiikkaansa. Verrattu-
na kahteen muuhun peliin, sitoutuminen johtaa tiukempaan finanssipoli-
titkkaan, alhaisempiin nimellispalkkoihin ja inflaatioon, korkeampiin reaa-
lipalkkoihin, alhaisempaan ty6llisyyteen ja tuotantoon sekd korkeampaan
ay-liikkkeiden hyotytasoon. Lisiksi koordinoitu ratkaisu eroaa koordinoi-
mattomasta. Verrattuna koordinoimattomaan ratkaisuun, koordinointi
johtaa kevyempiin finanssipolititkkaan, korkeampaan inflaatioon ja ni-
mellispalkkoihin, alhaisempiin reaalipalkkoihin, korkeampaan ty6llisyy-
teen ja tuotantoon seki alhaisempaan ay-liikkkeiden hyotytasoon.

Tulosten mukaan hallitusten pitdisi joko antaa ay-litkkeiden toimia
Stackelberg-johtajina tai koordinoida finanssipolitiikkaansa, jos ne toimi-
vat itse johtajina. Sen sijaan ay-liikkeen kannattaa antaa hallitusten toimia
johtajina erityisesti, jos ne eivit koordinoi finanssipolitiikkaansa. Paras
tilanne on siten eri hallituksille ja ay-liikkeille.

Korostavamme finanssipolititkan koordinoinnin hyotyid, kun politiikan
harjoittajat pystyvit sitoutumaan harjoittamaansa polititkkaan. Sitoutumi-
sen puuttuminen neutraloi finanssipolititkan koordinaation vaikutukset.

ASTASANAT: Finanssipolitiikka, polititkkakoordinaatio, rahaliitto, epi-
tiydelliset tydmarkkinat, sitoutuminen



CONTENTS

1 INTRODUCTION

1.1
1.2
1.3

Economic and Monetary Union in Europe
Motivating the Study
Structure of the Study

2 RELEVANT ISSUES IN POLICY CO-ORDINATION

2.1
2.2

2.3

2.4

Economic Interdependence and Co-ordination
Fiscal and Monetary Policy, International
Spillovers, and EMU

Incentive Constraints, Credibility and

Time Inconsistency

Commitment and Policy Co-ordination

3 POLICY CO-ORDINATION IN LITERATURE

3.1
3.2
3.3
3.4
3.5

Introduction

The Alesina and Tabellini (1987) Model

A Closed Monetary Union

An Open Monetary Union With a Third Country
Concluding Remarks From the Literature

in Relation to Chapter 4

4  FISCAL POLICY CO-ORDINATION IN A MODEL
WITH IMPERFECT LABOUR MARKETS

4.1
4.2

Introduction
The Model
4.2.1 Consumers and Demand
4.2.2  Supply Side and Prices
4.2.3 Labour Market and Wages
4.2.4 Comparative Static Effects of a Rise in Wages
4.2.5 The Government
4.2.6 Comparative Static Effects
of Expansionary Fiscal Policy

W = =

g

14
18

21
21
22
27
34

35

39
39
42
42
46
49
52
54

56



4.3 The Game
4.3.1 Nash Equilibria and Reaction Functions
4.3.2 Governments as Stackelberg Leaders
4.3.3 Labour Unions as Stackelberg Leaders
4.3.4 A Comparison of the Nash and
Stackelberg Games
4.4 Conclusions

5 CONCLUDING REMARKS

REFERENCES

60
61
72
76

80
84

89

93



CONCLUDING REMARKS

Fiscal policy co-ordination is an important theme within the con-
text of a monetary union when there is no fiscal federalism. How
deep co-ordination will go and what forms of co-ordination will
eventually be used in the Economic and Monetary Union in Europe
remains under political moulding. Models help to analyse reality
and perhaps shed some valuable insights into the broader issues of
policy co-ordination. The Treaty on European Union states that the
member states of the European Union “shall regard their economic
policies as a matter of common concern and shall coordinate them
within the Council”. The co-ordination of economic policies is
therefore not really an alternative in the EU, only the extent to
which it is implemented and the forms co-ordination assumes.

This study was in two main parts. First, in Chapters 2 and 3, we
discussed relevant issues in policy co-ordination and surveyed ex-
isting literature. Economic interdependency and spillovers between
countries may result in a need to co-ordinate fiscal policies. These
externalities can be internalised through the co-ordination of poli-
cies, and a higher level of utility may be reached. We discussed the
types of economic interdependency and the objectives co-
ordination may have. We also discussed economic incentive con-
straints, credibility, time inconsistency, and commitment. We then
surveyed some of the literature that analyses policy co-ordination.

In the second major part of the study we constructed a static
two-country macro-economic model with imperfect labour markets
to analyse fiscal policy co-ordination. The model is an extension of
a model by Agell, Calmfors and Jonsson (1996). We analysed three
games, a Nash game and two Stackelberg games with first the gov-
ernments and then labour unions acting as leaders. Within each of
the games we analysed an uncoordinated and a co-ordinated case.
Usually models establish one time sequence and do not compare
the results to those reached if the time sequence were different. In
the model in Chapter 4, leadership has an impact on the effects of
co-ordination.



We analysed the results as a function of the governments’ infla-
tion aversion. As this aversion increases, governments will run
stricter fiscal policies. The results of the model are discussed more
in Section 4.4.

We have stressed the importance of credibility and commitment
for policy co-ordination to be useful. If a policy authority is able to
make a credible commitment to some policy target, the authority in
question will typically not suffer from time-inconsistency problems
when it faces rational market forces.

Our results are broadly in line with the results in Barro and
Gordon (1983b) and the results in the policy co-ordination models
based on Alesina and Tabellini (1987), where the set up is, however,
quite different from that used in the model in Chapter 4.

Barro and Gordon (1983b) argued that commitment will create
an environment with a lower growth rate of money and thus a
lower rate of inflation. Our results in Chapter 4 are in accordance
with this. In the Alesina-Tabellini (1987) framework the central
bank acts as a Stackelberg leader with respect to the labour union.
Inflation, output and public spending are lower and taxes are higher
in the committed regime than in the discretionary one. In our
model, having the government as the Stackelberg leader with re-
spect to the labour unions results in more restrain in fiscal policy,
lower inflation, higher real wages and lower employment and out-
put than the regimes, where the fiscal authority is unable to commit
to that extent.

According to Alesina and Tabellini (1987), the more independent
the central bank is, the lower are inflation, output and public
spending, and the higher is the tax rate. Despite the loss in output
and public spending, the fiscal authority is made better off by hav-
ing a more independent central bank. Again comparing to our
model in Chapter 4, where there is no central bank however, higher
government inflation aversion results in lower inflation, lower out-
put and less public spending. Regardless, the labour union is made
better off. Jensen’s (1992b) results from a model based on the Ale-
sina-Tabellini framework indicate that international co-operation
creates higher employment than not co-operating. The results in
Chapter 4 are in line with this.

This study has stressed the importance of credibility and com-
mitment for policy co-ordination to be useful. If a policy authority



is able to make a credible commitment to some policy target, the
authority in question will typically not suffer from time-
inconsistency problems when it faces rational market forces. This is
also the case when policies are co-ordinated. Only when the gov-
ernments act as Stackelberg leaders, which we interpret here as a
situation where the governments are able to commit before the la-
bour unions, co-ordination of fiscal policies has noticeable effects.

According to Currie and Levine (1993), one should have both
reputation (interpreted here as commitment) and co-operation in
order to benefit from policies. Without one or the other, the bene-
fits either do not exist or they may become negative. Our results
from the model we constructed and analysed in Chapter 4 are in
line with this. If we calculate the value of the governments’ loss
function at a single point of their inflation aversion, we find that
when the governments are leaders the co-ordination of fiscal poli-
cies results in a smaller loss. On the other hand, there is hardly any
difference in the other two games. At the margin, the difference
actually becomes negative when the labour unions are leaders.

According to our results, the governments should either co-
ordinate their policies if they are leaders themselves or they should
let the labour unions be leaders. On the other hand, the labour un-
ions gain from letting the governments act as leaders, especially if
the latter do not co-ordinate their fiscal policies. Indeed, the labour
unions lose from the co-ordination of fiscal policies when the gov-
ernments are Stackelberg leaders. Consequently, even though co-
ordination may benefit some it does not necessarily benefit all the
actors in this model. Our results emphasised the benefits from fis-
cal policy co-ordination in an environment of policy commitment.

Even though the structure of our model differs somewhat from
many other models used in analysing the co-ordination of fiscal
policies, we are able to draw fairly similar results. What is interest-
ing in our results, is that what maximises the utility of the govern-
ments is not necessarily optimal from the point of view of the la-
bour unions. The importance of commitment by the policy author-
ity — the chosen time sequence of decision making — is empha-
sised as having a significant impact on whether or not policy co-
ordination is beneficial.



	Fiscal Policy Co-ordination,
	Imperfect Labour Markets,
	and Monetary Union

