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Tiivistelmä-Referat-Abstract
The thesis investigates the effects of the formation of a monetary union on equilibrium employment and inflation. The model framework used in
the analysis is a simple two-country monetary model with national labor unions and open-economy spillovers, which operate through the real
exchange rate. Due to these spillovers, monetary regime will in general affect the real wage--employment trade-off faced by the labor union. This
implies that equilibrium employment is endogenous in the model. All results are derived assuming that labor unions are only interested in
employment and real wages (not directly inflation) and that all structural parameters of the model remain unchanged when a monetary union is
established.
A switch from a floating exchange rate regime to a monetary union improves equilibrium employment, provided that the degree of central bank
conservatism is sufficiently high, whereas with low degrees of conservatism employment falls. The inflexibility of the common central bank of
the monetary union in responding to a country specific wage increase is good news in terms of employment if the central bank is conservative,
whereas it is bad news if the central bank is fairly liberal. This result indicates that the choice of a monetary regime and the way monetary policy
is conducted may be important factors in determining labor market outcomes in countries with highly centralized wage setting.
Relative inflation performance will not depend on central bank conservatism, inflation increases (or remains unchanged) when a monetary union
is established. In a floating exchange rate regime monetary policies are constrained by fears of inflationary real exchange rate depreciation. In a
monetary union the common central bank can't affect the real exchange rate and thus monetary policy will in general be more accommodating
and thereby inflation higher.
The real effects of the establishment of a monetary union don't depend on the inflation bias brought about by an over-ambitious employment
target of the central bank. When the central banks are ultra-conservative (i.e. have a strict inflation target) the inflation bias disappears and
inflation is at the target level. It is shown that in this case employment will always increase when a monetary union is established.
In addition, we consider an asymmetric fixed exchange rate regime, where one country has unilaterally committed to a fixed exchange rate
vis-à-vis the other country before the monetary union is established. We show that in this asymmetric fix case employment will fall in the leader
country and increase in the follower country when a monetary union is established. Inflation decreases in the follower country and remains
unchanged in the leader country.
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