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I. Introduction

On a global scale wage differences are enormous across countries ranging from,
for example, 1,10 € per hour in Chinato above 27 € per hour in Denmark, Germany or
Norway (see, e.g. Sinn (2007)). These wage differences constitute a central explanation
for the increasingly significant business practice of international outsourcing. In
countries with strong labour market imperfections large-scale outsourcing is often
considered to pose a significant threat for employment, in particular for the low-skilled
labour force segment. These concerns are often expressed by labour unions, and unions
often accommodate the particular concern for the low-skilled labour force segment by
advocating solidaristic wage policies.

In this study we analyze the effects of international outsourcing to low-wage
countries on equilibrium unemployment in high-wage countries characterized by strong
labour market imperfections. More precisely, we focus on a heterogeneous |abour
market where wages are determined by a monopoly labour union endowed with
solidaristic objectives. We address the following questions: How does outsourcing
affect wage formation, and in particular wage dispersion, in a heterogeneous |abour
market, where the labour union operates with some degree of wage solidarity? What are
the effects of outsourcing on equilibrium unemployment among high-skilled and low-
skilled workers? How are these effects related to the degree of wage solidarity? How
can we characterize the aggregate effects of outsourcing on equilibrium unemployment
in the presence of solidaristic wage policies? What is the optimal production mode
under imperfectly competitive and segmented labour markets?

We find that the own wage elasticity and the cross wage elasticity of the low-
skilled labor demand depend positively on the amount of outsourcing, whereas all these
elasticities are independent of the amount of outsourcing for the demand of the high-
skilled labour. A higher share of outsourced production will decrease the wage set by a

monopoly union for the low-skilled labour, and increase wage for the high-skilled

! See also Stefanova (2006) concerning the East-West dichotomy of outsourcing in the European

union in the context of its 2004 eastward enlargement.



labour. Consequently, outsourcing promotes the wage dispersion between the two
labour force segments. The labour union will magnify, and not dampen, this tendency
by adopting a solidaristic wage policy.

Outsourcing and wage solidarity have opposite employment effects among the
high-skilled and low-skilled workers. Increased outsourcing increases equilibrium
unemployment among the high-skilled workers, whereas it reduces it among the low-
skilled workers. By combining these effects we draw the general conclusion that
outsourcing will reduce economy-wide equilibrium unemployment under the
reasonable condition that the proportion of the high-skilled workers is sufficiently low.
Furthermore, increased wage solidarity reduces equilibrium unemployment for the
high-skilled workers, whereas it increases equilibrium unemployment for the low-
skilled workers. Finally, we characterize the optimal production mode from the firm’s
point of view. We find that when the firm faces a labour union with a higher degree of
wage solidarity this will increase the positive returns from outsourcing through the
effects of solidarity on the wage formation of the low-skilled workers. Overall our
paper adds to the existing literature by analyzing the effects of outsourcing and wage
solidarity between the high-skilled and the low-skilled workers on wage formation and
equilibrium unemployment within the framework of imperfectly competitive labour
markets.

We are not aware of any existing study which would have evauated the
employment consequences of outsourcing in an imperfectly competitive labour market
with a heterogeneous labour force represented by a labour union with solidaristic
preferences. A number of studies have, however, explored some related effects of
outsourcing. Danthine and Hunt (1994) have both theoretically and empirically studied
the effects of international outsourcing and foreign direct investment on wage
formation in the home country. They showed that higher product market integration
implies intensified product market competition, which moderates wage increases in
unionized and homogeneous labour markets. Glass and Saggi (2001) have theoretically
studied the causes of outsourcing and its effects, finding that higher international
outsourcing lowers the relative wage of domestic workers and increases the profits,

creating greater incentives for innovation. Egger and Egger (2003) have empirically



studied the impact of a decline in trade barriers on outsourcing of low-skilled labour
and argued that outsourcing raises the relative wages of high-skilled labour in the home
country, if the low-skilled labour is unionized in the home country. In terms of empirics
Feenstra and Hanson (1999) have studied the impact of foreign outsourcing and
technology on wages using U.S. data over the period 1979-1990. According to their
findings, wages of low-skilled workers have fallen relative to those of high-skilled
workers. Yan (2006) has used Canadian data to show that both foreign outsourcing and
ICT (information and communication technologies) play important roles to increase the
demand for skills independently of whether it is measured by the wage-bill share or
employment share of non-production workers.

Recently, Senses (2006) has argued that an increased probability of outsourcing
associated with a decline in foreign intermediate input prices and an increase in the
elasticity of substitution between foreign and domestic inputs might increase the wage
elasticity of labour demand. He has provided relevant empirical evidence, according to
which a production mode with more outsourcing increases the wage elasticity of labour
demand. As mentioned earlier, in our model we show that both the own wage elasticity

and cross wage el asticity of low-skilled labour depends positively on outsourcing.

Our study proceeds as follows. Section |1 presents the basic structure of the model
as well as the time sequence of the decisions regarding outsourcing, wage setting and
labour demand for the separate segments of high-skilled and low-skilled workers. We
study the segmented labour demand for the heterogeneous labour force in section I,
whereas we focus on wage determination by a monopoly labour union in Section 1V.
Section V explores how the production mode and the union’s degree of wage solidarity
affect equilibrium unemployment. In section VI we characterize the optimal production
mode in the presence of the imperfectly competitive and segmented labour market.

Finally, we present concluding commentsin Section VII.



I1. Basic Framework

We design on a model with heterogeneous workers in an imperfectly competitive
domestic labour market. At stage 1, in the long run, firms commit themselves to the
production mode. Under outsourced production firms acquire the low-skilled Iabour
input at the factor price ¢, which is lower than the wage of the domestic low-skilled
workers. Moreover, there is a sunk cost of establishing capacity for foreign outsourced
production. In order to exploit M units of the outsourced low-skilled labour input firms

have to make the irreversible investment g(M) with the propertiesthat g'(M) >0 and
g''(M)>0. This captures the idea the exploitation of the marginal cost advantages
offered by production in low-wage countries typically aso requires that the firms make

irreversible investments into the establishment of networks of suppliersin the relevant
low-wage countries.

At stage 2, conditional on the firm’s commitment to a production mode, the
labour union determines the wages for the high-skilled and low-skilled workers subject
to the labour demands for each type of labour by the firms. At stage 3 firms make
domestic employment decisions with respect to both the high-skilled and low-skilled
workers by taking wage rates and outsourcing as given.

The time sequence of decisions is summarized in Figure 1 and the decisions at

each stage are analyzed by using backward induction.

stage 1 stage 2 stage 3
T > time
outsourcing wage setting high-skilled labour demand H and
decision M w,, and w, low-skilled labour demand L

Figure 1: Time sequence of decisions



This timing structure seems plausible when the implementation of a production
mode with outsourcing requires irreversible investments concerning the establishment
of a network of foreign suppliers. The relative timing of wage formation and
outsourcing could also be reversed. Such areversed timing structure would be relevant
if the firms could flexibly adjust their production mode, and decide whether to initiate
foreign outsourcing, once the domestic wages are determined. Skaksen (2004) has
anadyzed this case using a Cobb-Douglas production function applied to a

homogeneous labour force.

I11. High-Skilled and Low-Skilled Labour Demand

At stage 3 the firm decides about the high-skilled labour demand H and the low-
skilled labour demand L in order to maximize the profit function

Max 7(H,L,M)=F(H,L,M)-w,H —w,L—cM —g(M) (1)

(H.L)

by taking the wage for high-skilled labour, w,,, the wage for low-skilled labour, w,,
and the outsourced low-skilled labour input M as given. We assume a Cobb-Douglas-
type production function”® with decreasing returns to scale according to
F(H,L,M)=[H(L+7 M)*]”, where 0< p <1 and O<a<1. The parameter y >0
captures the productivity of the outsourced low-skilled labour input relative to the
domestic low-skilled labour input. The marginal products of the high-skilled labour and
the low-skilled labour are F, = pX?faH*  (L+y M)*? and

F =pX’'H*1-a)(L+yM)™®, respectively, where X =H?*(L+yM)"™".

Koskela and Stenbacka (2007) have adopted a CES production function to analyze equilibrium
unemployment and optimal outsourcing under labour market imperfections with a homogeneous
labour force.



Concerning the impact of the outsourced low-skilled labour input on the marginal

products of domestic labour inputs one can show that

F, = pX 7 IH YL+ 7 M)ta(l—a)yp > 0 (24)
and
Fuy =—pX 7 HA(L+y M) (1-a)y[1-a@- p)]<O. (2b)

Thus, for this production function the domestic high-skilled labour input and the
outsourced low-skilled labour input are complements, whereas the low-skilled domestic
labour input and the outsourced low-skilled labour input are substitutes. Ethier (2005)
has introduced a partly related production function to analyze the decision between
international outsourcing and in-house production in his analysis of the effect of
globalization on the skill premium.

Given both the outsourcing decision and the wages determined by the monopoly
labour union the first-order conditions characterizing the domestic high-skilled and

low-skilled labour demands are

7, = p[HA(L+y M) aH* (L +y M)** —w,, =0 (33)

7 = p[H L+ AM)2] @-a)H (L+y M) ™ —w, =0 . (3b)

These first-order conditions imply the following relationship between the high-skilled
labour (H ), and the low-skilled labour inclusive of outsourcing (L+y» M)

H= 8 (Liym) . )

w, 1-a

Substituting (4) into (3b) gives (see Appendix A) the low-skilled labour demand, which

can be expressed as follows



L= AW W, —y M (5)

1 w -
where A= [paap @a- a)l‘ap]l—p >0, & = —% = 11ﬂ >1 denotes the own wage
-p
.. . L LWH WH a.p
elasticity of the low-skilled labour and &, =_T=1_> 0 denotes the cross
-p

wage elasticity of the low-skilled labour with respect to the high-skilled wage in the
absence of outsourcing, i.e. when M =0. These elagticities are higher with weaker
decreasing returnsto scale.

According to (5), a more extensive outsourcing activity will decrease the low-
skilled labour demand. This feature is consistent with empirical evidence. For instance,
Diehl (1999) has presented empirical evidence for German manufacturing industries in
support of this hypothesis. Moreover, Gorg and Hanley (2005) have used plant-level
data of the Irish electronic sector to empirically conclude that international outsourcing
reduces plant-level labour demand.

In the presence of outsourcing the wage elasticities of the low-skilled labour can

be written as follows

2= gt(1+ %} (63)
and

AL gt (1+ @j | (6b)

Hence, outsourcing raises both wage elasticities, i.e. a%ét >0 and %é,ﬁ >0. As

we mentioned earlier, Senses (2006) has recently presented empirical evidence
according to which higher outsourcing increases the wage elasticity of labour demand,
which lies in conformity with our analysis of the demand for low-skilled labour.

Moreover, and importantly, the elasticity of low-skilled labour with respect to



L, M ¥ M

outsourcing is & =— U T
lAWL Wt =y M

]>0 meaning that the outsourcing
elasticity of low-skilled labour demand is positive. Differentiating this with respect to

M gives

0 Awtwty
L L 2
aM AW[SL W;‘SH _ }/ M J

>0. @)

This means that higher outsourcing, ceteris paribus, will increase the outsourcing
elasticity of the low-skilled labour.
Substituting (5) into (4) gives the following demand for high-skilled labour

* a. 7£H *EH
H =A—w,"w ", (8)
-a

HuWo _1-p-a) . o_ HuW _pl-a) g

where g/ =- , o= and
H 1-p H 1-p
" H,M I . . .
Ey =— =0. These elagticities are also higher with weaker decreasing returns to

scale, but unlike the case with low-skilled labour both the own wage and cross wage

labor demand elasticities for high-skilled labour are independent of outsourcing.

We can now summarize our findings regarding the properties for heterogeneous labour
demand in the presence of outsourcing as follows.

Proposition 1 In the presence of outsourcing

(a) the own wage elasticity, the cross wage elasticity and the outsourcing
elasticity for the low-skilled labour demand depend positively on the amount of
outsourcing, whereas

(b) the own wage elasticity and the cross wage elasticity for the high-skilled

labour demand are independent of the amount of outsourcing.



IV. Wage Formation by Monopoly Labour Union for High-Skilled
and Low-Skilled Workers

We now proceed to investigate the wage formation and continue to consider the
acquired outsourcing M as given. The monopoly union determines the wages in
anticipation of optimal in-house employment decisions by the firm.

The objective function of the labour union with heterogenous workers as
members is assumed to be U = a(w, —b, )L+ (1-a)(w, —b,)H , where b (b, ) isthe
(exogenous) outside option available to the low-skilled (high-skilled) workers and
a (1- «) describes the trade union’s relative preference for the low-skilled (high-

skilled) workers. In the presence of wage solidarity we have « >1/2, whereas o =1/2
captures that the labour union has no relative preferences differentiation across the two
labour force segments.? Ceteris paribus, a solidaristic (egalitarian) wage policy entails a
balanced wage structure which implies restraint on wage increases for high-paid groups
of employees with above-average productivity with larger percentage rises for low-pad
groups with below-average productivity.* In general, the tradition of solidaristic wage
policy is stronger in Europe than in the USA and consistent with that the wage
dispersion in the USA is clearly greater than in the European countries (for empirics,
see e.g. Schulten (2002)).

Kreickemeier and Nelson (2006) have analyzed the effects of global and national
technological change on employment and relative wages under “fair” wage constraints.
But they assume that the firms are wage setters, but they also emphasize that a fruitful

avenue for further research is to allow for imperfectly competitive labour markets.

3 See dso Cahuc and Zylberberg (2004), p. 401-403 concerning the monopoly labour union
specification.

Agell and Lommerud (1992) have developed and explored the alternative rationales for egalitarian
wage objectives of the labour union. One explanation for egalitarian wage patterns is simply that
the labour union has redistributive preferences. A less formalized way of picturing the same
phenomenon is to rely on arguments concerning union solidarity and ideology. By narrowing
wage differentials between labour union members, it may increase the welfare of risk-averse
workers by providing socia insurance from a long-run perspective. See also Horn and Svensson
(1986) and Rees (1993).
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Egger and Kreickemeier (2005) have used the “fairness’ approach to efficiency wages,
decided by firms when the efficiency wage is derived based on a “fairness’ constraint
(see e.g. Akerlof and Yellen (1990)), in a model of international outsourcing where the
wage inequality and unemployment rate are determined simultaneoudly. In such a
framework they argue that the fairness constraint is binding for the low-skilled workers,
giving rise to unemployment of this group, while high-skilled workers face no
unemployment in equilibrium.

Given the amount of outsourcing, the monopoly labour union sets wages both for
the high-skilled and low-skilled workers so as to maximize the weighted surplus to its
heterogeneous members according to

max U=a(w,_-b )L+-a)(w, -b,)H ©)

(wWH W)

st. 7,=0and 7 =0

The first-order conditions associated with (9) can be written as

Uy, =@-alw, @-al!) +by el |- atw, b)) =0 (108)

U,, =aln @-2t)+b at]-@-a)w, -b,)el (1) =0 (100

Using the first-order conditions characterizing the high-skilled and low-skilled
labour demand we have the following relationships between the high-skilled and low-

silled labour: — == ang Ho @ Wi ) where
H a w L (1-a)w,

m=M/L. Substituting these into equations (10a) and (10b) gives, after some
rearrangements, the following optimal wage set by the monopoly labour union for the
high-skilled labour (see Appendix B)

11



1-a)1+y m)

M) = [ a)e y )+ pal=a)] ™ D

The comparative statics in terms of m (the ratio between outsourcing and low-
skilled labour) and « (the labour union’s relative preference for the low-skilled

workers) can be expressed as

{ op(l-a)y }
oW, (1-a)@+y m)? b > 0

- 2 (129)
om { pa(l—a)}
ap+ -’
@+y m)
and
{_ p(L-2a) }
wy, _ | Q-ay@eym| (120)
Oa { ,00:(1—&)}2
ap+L———2
1+y m)

A higher ratio of outsourcing to low-skilled labour increases the wage for high-skilled

workers. In terms of the effect of expanded outsourcing we have the same qualitative

finding, i.e. % = %Li > 0. Further, from (12b) we see that the wage for the high-

skilled workers depends negatively on the degree of wage solidarity of the monopoly
labour union.

In asimilar way the optimal wage set by the monopoly labour union for the low-
skilled labour can be expressed as (see Appendix B)

a(l+y m)

w (ma) = b, .
(@ + p(L-a)a)(L+y m) - a(l- p(1-a))]

(13)

The comparative statics for the low-skilled wage with respect to m and « isfound to
be

12



{_ y(1- p(1- a))}

oW, _ (A+ym) b < 0 (149)
om 1, PA-a)a _ (1-p(-a)

o (1+ V4 m)
and

i

o, _ a’ b > 0 . (14b)
oa 14 pl-a)a (1-p@l-2))

a (1+ V4 m)

A higher ratio of outsourcing to the low-skilled labour will decrease the wage rate of

low-skilled workers. In terms of the effect of expanded outsourcing we have the same

qualitative finding, i.e. % = %Li < 0. Further, from (14b) we see that the wage for
m

the low-skilled workers depends positively on the degree of wage solidarity of the
monopoly labour union.

In particular, if the labour union operates with no solidaristic objectives (a = %)

we find from (11) and (13) that the wages are given by

(I+ym)

. 1 )
WD pearm )
and
wmdy = —dErm (13)

2 p(l+aym)+ym

Under the plausible assumption b,, > b, we can directly see that w, (m,%) > Wl(m,%) :

13



By combination of (12a) and (14a) we can infer that outsourcing induces an
increase in the wage dispersion between the high-skilled and low-skilled workers.
Similarly, comparing (12b) with (14b) verifies the natural property that increased wage
solidarity will reduce the wage dispersion between the two labour market segments.
These predictions both seem to theoretically confirm common views. Interestingly, by
investigating the derivative of the wage dispersion with respect to the parameter
capturing wage solidarity we find that

216 - (30 - 46 - 9]«

This means that wage solidarity serves as an instrument with the effect of increasing,

and not decreasing, the tendency of outsourcing to increase wage dispersion. In this
respect wage solidarity tends to magnify the dispersion-increasing effect of
outsourcing. This feature can intuitively be explained as follows. A higher degree of
wage solidarity raises the wage for the low-skilled workers. But, under such
circumstances the strengthened discipline imposed by increased outsourcing will have a

stronger wage-reducing effect.

We now summarize our analysis of the wage formation as follows.

Proposition 2 In the presence of outsourcing

(@) a higher share of outsourced production will decrease the wage for the low-
skilled labour and increase it for the high-skilled labour, thereby inducing
increased wage dispersion, whereas

(b) a higher degree of wage solidarity will increase the wage for the low-skilled
labour and decrease it for the high-skilled labour, thereby reducing the wage
dispersion.

(c) a higher degree of wage solidarity magnifies the dispersion-enhancing effects

of outsourcing.

14



Proposition 2 (c) has interesting implications for labour unions concerned with
threats imposed by outsourcing. From Proposition 2 (c) we can conclude that the labour
union would actually promote, not dampen, the wage dispersion induced by
outsourcing if it increased the degree of wage solidarity in face of this threat.

A large spectrum of empirical studies offers evidence in support of the hypothesis
that outsourcing increases wage dispersion. Feenstra and Hanson (1999, 2001) have
empirically studied the impact of foreign outsourcing on wages. According to their
findings, based on datafrom U.S. and other countries, wages of the low-skilled workers
have fallen relative to those of the high-skilled workers as a consequence of foreign
outsourcing. Also Wood's (1998) review about developed countries argues that the
evidence isin fact mostly consistent with the hypothesis that the main cause of the rise
in labour market inequality is globalization. Hijzen et.al (2005) have provided evidence
from UK data that international outsourcing is an important component in explaining
changes in the skill structure of manufacturing industries. Geishecker and Gorg (2004)
have found evidence that outsourcing has reduced real wages for workers in the lowest
skill categories, while it has increased real wages for the high-skilled workers by using
data from Germany. Hijzen et a (2003) have aso found evidence, using data from UK,
that outsourcing plays an important role in explaining UK wage inequality. They argue
that outsourcing accounts for approximately half of the increase in domestic wage
inequality. Munch and Skaksen (2005) have used data from Denmark to provide
evidence that foreign outsourcing tends to reduce wages for the low and medium-
skilled workers, while it raises wages for the high-skilled workers. Recently, Dreher
and Gaston (2006) have used panel data over the period 1970-2000 to study, for
example, the effects of globalization on wage inequality. They have found that the
economic dimension has exacerbated industrial wage inequality in developed countries,
but the impact of globalization on inequality in less-developed countries has been quite

small.

15



V. Effects of Outsourcing and Wage Solidarity on Equilibrium
Unemployment

So far we have studied wage formation within a partial equilibrium framework.
We now extend our analysis to a general equilibrium setting, where the labour force is
mobile across industries, in order to characterize the effects of outsourcing and wage
solidarity across labour market segments on equilibrium unemployment.
Consider a representative industry. According to (11) and (13) the labour union
sets the wages according to
w, = A; b, (15)

for labour market segment i (i=H,L), where the mark-up factors are

A - (1-a)(L+ym)
[pa(- )@+ ym) + pa(l-a)]

and

A - a(l+ ym) |
(@ + pL- @)a)(L+ym) - a(1- p(1-a))]

respectively. We assume that all industries are identical and for that reason neglect
industry-specific indices. In ageneral equilibrium context with labour mobility across
identical industries, but no mobility across different labour market segments, the

endogenous outside option for the labour union representing segment i, b, is now

interpreted to be

b = (@-u)w + uB, (16)

where u; denotes the unemployment rate in segment i, B, denotes the unemployment

16



benefit for workers of type i and w, denotes the wage determined by the union for

workers of typei.®

From (16) we can immediately infer that outsourcing and wage solidarity will
impact on the outside option available to the labour union in a general equilibrium
context through several mechanisms. In the subsequent analysis we will analyze these
effectsin order to evaluate the overall employment consequences.

In line with the literature we restrict ourselves to a benefit-replacement ratio

q = B, /w,, which is constant across the two labour market segments. Combining (15)
and (16) the equilibrium unemployment u, in labour market segment i can be found

to be given by

1
u = —A‘ . an
q

According to (17) the equilibrium unemployment in each segment depends positively
both on the benefit-replacement ratio (q) and on the wage mark-up in the labour
market.® By substituting the wage mark-ups from (11) and (13) into (17) we can
explicitly characterize the equilibrium unemployment in each of the segments, given
outsourcing.”

For the high-skilled labour force we find that the equilibrium unemployment is
given by

For a standard justification of this interpretation with a homogeneous labour force, see e.g. Nickell
and Layard (1999) p. 3048-3049 for a further discussion.

The unemployment rate satisfies O < U, <1 if and only if g < 1 , which we assume to hold
I

throughout the analysis.

Egger and Egger (2006) have presented first insights on the role of international outsourcing
(international fragmentation of the value-added chain) for the productivity of low-skilled workers
in EU manufacturing. Their short-run evidence exerts a negative marginal effect on real value
added per low-skilled worker, while their long-run parameter estimates reveal a positive impact of
outsourcing on real value added per low-skilled worker.

17



_ 1 B B pa(l-a)
u,(me) = 1 {1 pa —(1_a) (1+;/m)} : (18)

From (18) we can directly conclude that outsourcing the low-skilled tasks tends to

increase equilibrium unemployment ( (zﬂ > 0) in the segment of high-skilled workers.
m

Intuitively, this follows from the wage-increasing effect of outsourcing for the high-
skilled workers, which was established in (12a). Moreover, straightforward calculations
establish that increased wage solidarity reduces equilibrium unemployment for high-
duy,

illed workers (2
oa

< 0). This follows from the wage-decreasing effect on high-

skilled workers of a higher degree of wage solidarity, which was established in (12b).
For the low-skilled labour force we can calculate the equilibrium unemployment

to be

u (Ma) = 1 1-pQ@-23) — M (19)
L 1-q 1+ym a '

From (19) we can directly characterize the effects of outsourcing and wage solidarity
on equilibrium unemployment among the low-skilled workers. By (14a) outsourcing
was found to impose wage discipline and thereby to have a wage-moderating effect for
low-skilled workers. Consistent with this argument, (19) formally verifies that
outsourcing reduces equilibrium unemployment in the segment for low-skilled workers
ou_
om

( < 0). Further, increased wage solidarity, and thereby a higher relative preference

for the wages of low-skilled workers, increases the equilibrium unemployment among

low-skilled workers (% > 0). This holds true because an increased degree of wage
a

solidarity induces an increase in the wage for the low-skilled workers, which was
established in (14b). Thus, we can see that outsourcing and wage-solidarity affect

18



employment among low-skilled workers in a way which is completely opposite to the
effects on high-skilled workers.

We summarize these findings in the following Proposition.

Proposition 3 Outsourcing and wage solidarity have opposite employment effects
among the high-skilled and low-skilled workers.

(a) Higher outsourcing increases equilibrium unemployment among the high-
skilled workers, whereas it reduces it among the low-skilled workers.

(b) Higher wage solidarity reduces equilibrium unemployment for the high-skilled
workers, whereas it increases equilibrium unemployment for the low-skilled

workers.

In Proposition 3 we formulate conclusions which seem to be contrary to common
views regarding the effects of outsourcing. Namely, in the public debate outsourcing is
often seen to impose a particular threat for the low-skilled workers. As our analysis
establishes, such a view fail to take account of how a rational labour union with
bargaining power would respond to a firm’s commitment to outsourcing. Since
outsourced production and in-house production with domestic low-skilled workers are
substitutes outsourcing induces a wage-moderating effect on the wage for low-skilled
workers, which promotes employment in this segment of the labour force. The opposite
employment effect of outsourcing on high-skilled workers can be explained by the fact
that outsourcing has an opposite effect on the wage formation for the high-skilled
workers.

Union leaders often justify policies with wage solidarity by reference to particular
concerns for the low-skilled workers. In light of our analysis it seems highly
guestionable whether low-skilled workers would benefit from wage solidarity, at least
in the presence of outsourcing. As we have demonstrated, an increased degree of wage
solidarity would tend to burden the employment opportunities for low-skilled workers
by increasing the equilibrium unemployment in this labour force segment.

Our model is designed in such a way that the equilibrium unemployment would

be equal in the two labour force segments in the absence of outsourcing (m=0) and
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under circumstances with no relative labour union preferences across the two labour
force segments (a = % ). More precisely, by substituting m=0 and « = % into (18) and
(19) we find that

uH(o,é) - uL(o,g) - 1o (20)

We next separate both the effects of wage solidarity in the absence of outsourcing
and the effects of outsourcing with no wage solidarity. For that reason we initially focus
on a configuration with wage solidarity but no outsourcing, i.e. where m=0.
Substitution of m=0 into (18) and (19) shows that

0, 00) -u Oa)= L|1 - 2a + 2dza) _ el=a)} (1)
1- a 1-a)
which is strictly decreasing as a function of « for « z% . Thus, in combination with

(20) we can conclude

Corollary 1 The equilibrium unemployment is higher among the low-skilled
workers than among the high-skilled workers in the absence of outsourcing.
Furthermore, this effect is stronger the stronger is the union’s relative preference

in favour of the low-skilled workers.

Essentialy, in the absence of outsourcing wage solidarity leads the labour
union to increase the wage for the low-skilled workers to such an extent that
employment in this category of workers suffers. However, the presence of

outsourcing imposes discipline on wage formation for low-skilled workers. For

the case with no wage solidarity, i.e. with o = % , we find that

1 ym
1-9g1 + ym

1 1
uH(m’E) - uL(m!E): (22)
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which isastrictly increasing function of m . Thus, we can conclude

Corollary 2 The presence of outsourcing without wage solidarity imposes so
much negative pressure on the wages of the low-skilled workers that the
equilibrium unemployment is higher for the high-skilled workers. This effect is

stronger the higher is the amount of outsourcing.

So far we have explored separately the effects of outsourcing and wage solidarity
on equilibrium unemployment in the two labour force segments. In particular, we have
found that these effects are opposite in the two segments. We will next evaluate the
total effects of outsourcing and wage solidarity on equilibrium unemployment in an

economy consisting of both labour force segments.

Assume that the proportion v,, of the labour force belong to the high-skilled
segment, whereas the complementary proportion v, =1-v,, are low-skilled workers.
In such an economy the equilibrium unemployment for the economy with

heterogeneous workers is the weighted average of the unemployment rates in the two

different labour force segments according to

uimea) = vyu,(Mmea) + A-vy)u (mea) . (23)

In the next proposition we establish that the total effects of outsourcing and wage
solidarity are crucially determined by the relative proportions of the two labour force
segments.

Proposition 4

(@) Increased outsourcing reduces equilibrium unemployment if and only if the
proportion of the high-skilled workers is sufficiently low. Formally,
ou - 1-a)1-pd-a))

— < O ifandonlyif v, < v, =
om pl-a)(2a-1) + (1-«a)

The threshold v, is a decreasing function of the degree of wage solidarity.
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(b) A higher degree of wage solidarity raises equilibrium unemployment if and
only if the proportion of the high-skilled workers is sufficiently low. Formally,

ou g if andonlyif v, < v, = 2 :
oa 1 . ¢ (@-a)d-al-p))

a(l-a)® (1+ym)

The threshold v, is a decreasing function of the degree of outsourcing.

Proof: See Appendix C.

Proposition 4(a) essentialy states that outsourcing will reduce equilibrium

unemployment under the reasonable condition that the proportion of high-skilled

(-a)A-p@-3)  yow
p(l-a)2a-1)+(1-a)

workers is sufficiently low. The threshold v,

which this conclusion holds true, depends on the degree of wage solidarity in important
ways. Based on straightforward calculations it can be verified that this threshold is
strictly decreasing as a function of the degree of wage solidarity. Consequently, the
effect of outsourcing on equilibrium unemployment depends monotonically on the
degree of wage solidarity. For outsourcing to promote employment the upper threshold
for the proportion of high-skilled workers is reduced if the degree of wage solidarity is
increased.

From Proposition 4(b) we can conclude that a higher degree of wage solidarity
burdens employment when the proportion of the high-skilled workers is sufficiently
low. For this to happen the threshold is given by

vy = 1 . The effects on equilibrium unemployment of

a’(l-a)(l-a(l-p)
a(l-a)® @+ym)

an increasing degree of wage solidarity exhibit a systematic relationship with
outsourcing. More precisely, increased outsourcing lowers the threshold below which

an increased degree of wage solidarity raises equilibrium unemployment.

22



V1. Optimal Committed Outsourcing: The Long-run Perspective

So far we have restricted ourselves to a medium- or short-run perspective, where
the firms have committed to the magnitude of their outsourcing activities. We now turn
to explore the initial stage, where the firm commits itself to the outsourcing activity.
We characterize how the labour market imperfections affect the equilibrium production
mode. It is assumed that the long-run production modes decision internalizes the effects
of the share of outsourced production on the wages of the high-skilled and low-skilled
workers.

In the long run the firm determines the magnitude of outsourcing so as to
maximize profit. The firm has rational expectations regarding the subsequent outcomes
with respect to the high-skilled and low-skilled wages and employment so that the
production mode internalizes the effects of the share of outsourced production on
wages and employments. The long-run production mode is determined by the following

optimization problem

Max 7= z(H,L,M)=F(H,LM)-w,H-wL-cM-g(M) (24)
(M)

st U, =0U, =0,7,=0and 7, =0,

where the constraints capture that the production mode is set in anticipation of
subsequent wage formation and employment in terms of both the high-skilled and low-
skilled workers.

By applying the envelope theorem we get the following first order condition for
the optimal amount of committed outsourcing associated with the optimization problem
(24)

aﬂ *a * 1— p-1 _ 8\N* * aW* *
G - H L +y MYy (L M)y =DMyt (o1 gi(M)) =0
M pl-a)yH (L +y M) (L +y M) M = 3 (c+g'(M))

RS O
(25
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where _ oW, H =—aWH H—*<O and —%L* :—%>O. Hence, in addition to the
oM om L oM om

direct margina cost c¢+g'(M), and the direct margina profit

pL-a)y[H (L +7 MY"2 |7 (L +7 MY = plL—a)y H B P%(L 4y M) & o)

introducing outsourcing will increase the wage cost of the high-skilled labour, while it
will decrease the wage cost of the low-skilled labour. These findings lie in conformity
with empirics, as we have mentioned earlier. If the ratio between the optimal high-
skilled labour and the optimal low-skilled labour is small enough (large enough), then
the presence of labour market imperfections increases (decreases) the returns from M

because outsourcing has wage cost-moderating (wage cost-raising) effect, i.e

We can now characterize how the labour union’s relative focus on low-skilled workers

affects optimal outsourcing by reporting the following comparative statics result.

Proposition 5

A higher relative focus by the monopoly labour union on low-skilled workers will
(a) increase the returns from outsourcing via the wage-moderating effect for low-
skilled workers, and

(b) decrease the returns from outsourcing via the wage-increasing effect for high-

skilled workers.

Proof: See Appendix D.

VII. Conclusions

We have studied the consequences of outsourcing and wage solidarity on labour

demand, wage dispersion, equilibrium unemployment as well as the incentives
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associated with the introduction of outsourcing. We have shown that both the own
wage elasticity and the cross wage elasticity as well as the outsourcing elasticity of the
low-skilled labour demand depend positively on the amount of outsourcing, while both
the own wage elasticity and the cross wage elasticity as well as the outsourcing
elagticity of the high-skilled labour demand are independent of the amount of
outsourcing. In terms of wage formation by the monopoly labour union a higher share
of outsourced production will decrease the wage rate by the low-skilled labour, and
increase the wage rate by the high-skilled labour so that the home wage difference
becomes higher. The monopoly labour union’s higher wage solidarity for the low-
skilled labour will increase (decrease) the wage rate of the low-skilled (high-skilled)
labour.

Higher outsourcing increases equilibrium unemployment among the high-
skilled workers, whereas it reduces it among the low-skilled workers. Increased wage
solidarity reduces equilibrium unemployment for the high-skilled workers, whereas it
increases equilibrium unemployment for the low-skilled workers. Increased wage
solidarity reduces equilibrium unemployment for the high-skilled workers, whereas it
increases equilibrium unemployment for the low-skilled workers. Increased outsourcing
increases equilibrium unemployment among the high-skilled workers, whereas it
reduces it among the low-skilled workers. Increased wage solidarity reduces
equilibrium unemployment for the high-skilled workers, whereas it increases
equilibrium unemployment for the low-skilled workers. Finadly, in terms of optimal
production mode a higher relative focus by the monopoly labor union on low-skilled
workers will decrease the returns from outsourcing via the wage-increasing effects for
low-skilled workers.

We have anayzed the effects of outsourcing and wage solidarity on wage
formation and equilibrium unemployment. Likewise we have characterized the effect of
wage solidarity on the optimal production mode with heterogeneous workers in the
encompassing labour union. An important further research topic is to ask: What are the
incentives of heterogeneous labour force segments to merge and negotiate the wage

agreement as a unified labour union rather than as separate unions if the firms have
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access to production though international outsourcing? Horn and Wolinsky (1988) have

earlier studied thisissuein adifferent model without outsourcing,
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Appendix A: Optimal low-skilled labour demand
Substituting the RHS of (4) for H in (3b) gives
p{(ﬂﬂif(u y M) (L+y M )} (- a)(b) () (L+y M)*(L+7 M)
w,  1l-a w,  1l-a
=W,

(A1)
s0 that
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p{(ﬂ)a(imw M)} (l-a) b)) =w, < (A2)
Wy 1-a w,  1l-a

Ly M) - a)(&)ap = pw, (A3)

which gives (5). QED.

Appendix B: Wage formation by monopoly labour union

Substituting L:@W—“(lﬂxm)’1 and H__2 ﬂ(1+;/m) into equations
H a w, L (1-a)w,

(10a) and (10b) gives

(L= a)w, (- )+ A-a)b el —FL=¥ 2ty m)l(l— %j ~0 (B1)
L
oW (L-&)+ab & — (L-a)a wel @+y m)(l— \k/)v_H) =0 (B2)
- H

Equation (B2) can be re-expressed as follows

[1_b_LJ _ %{1— L=2)a iy, m)[l—b—”J} (B3)
w, &L a(l-a) Wy

Substituting the right hand side of (B3) for (1—b—L) in (B1) gives after some
w

L
rearrangements the following optima monopoly labour union wage for the high-skilled
labor
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elel—¢gle] b (B4)

W, = H
H  q\al Al H a(l-a)
|:(8H De —én (el (- a)a(l+y m))}

Using the wage elasticities, presented earlier, we have

_l-ap(l-p(l-a) ap’(l-a)_ 1
1-p  1-p 1-p)? 1-p

H L H

0 that

L
H

ellel—gl'el = Arym) 0. Now equation (B4) can be expressed in equation (11) of

1-p
the text.

Equation (B1) can be re-expressed as follows

(1— b—HJ - i{l— e(=8) 2y, m)‘l(l— \?V—Lj} (B5)

w, ) &t a(l-a) L

Substituting the right hand side of (B3) for (1—b—”] into (B2) gives after some
W

H

rearrangements the following optimal wage for the low-skilled labour

érell —énel b (86)

W = L
(6 -l e 25 - B2y m))}
a(l-a)

Using the wage elasticities, presented earlier, (B6) it can be also expressed in equation
(13) of the text. QED.
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Appendix C: Proof of Proposition 4

In order to explore the effects of outsourcing on the economy-wide unemployment rate

we make use of straightforward calculations to form the derivative

ouma) 7 ) ) i o
om  (1-q) @+m) (1-a) Vipa@-a) + @-v,)Q-a)(p(l-a)-D ]

from (23). Thus, we find that

ou < 0 ifandonlyif v, < v, = (l-a)@-p-2a))
om pl-a)2a-1) + (1-a)

(C1)
It should be emphasized that the threshold V,, [0 .

Further, in order to characterize the effects of an increased degree of wage solidarity on

economy-wide unemployment we observe that

ou(m,a) _ [GUH(m,a) B auL(m,a)} N ou, (m,a)

oa oa oa oa
(C2)
where
ouy(ma) _ _ p(-a) (L+m) A-al-p) 3
oa (@-a)® @+m)* (1-q)
and
ou, (m, ) _ pa . (C4)
oa (1-q) a®
Substituting (C3) and (C4) into (C2) we can conclude that
2—; > 0 ifandonlyif v, < v, = . az(l—i)(l—a(l—p))'(CEs)

a(l-a)® +ym)
Again it can directly be seen from (C5) that V,, < [0,1] .QED.
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Appendix D: Proof of Proposition 5

The first-order condition (25) for the optimal production mode can be characterized by

0T p-a)y Oy My oo SL OB By g My =0 oY)

M om om L
(+) =)

What is the effect of the labour union’s relative preference for the low-skilled workers
on the firm’s optimal outsourcing? Differentiating (14a) with respect to a gives

{y(l—p(l—a»}

* 2 2
0 oWy _ Lty m)a b, >0 (D2)
daom™ | pl-a)a_(1-p(-a)
o @+ y m)
o, ow, . . L
Hence, 8_(_ o ) <0 so that higher o will decrease the returns from outsourcing via
o

the wage formation of low-skilled workers. Differentiating (12a) with respect to « and

denoting X =ap + pall=2) gives
1+ m)

{ apl-a)y 2(p(1—a))2ay}
b

ai(awH )= l-a)@+ym) : I+Am’(l-«) ) (D3)
o om X
After some rearrangements (D3) can be written as
p’(l-a)y a_ al-a)  20(1-a)
i(ﬁwH )= 1+y mP(l-a)| (1-a) (]3-,+/1 m(1-a) @A+ym) b, (D4)
o om X
The expression a-8) _20(=23) . pewritten as
1-a) @A+im)(l-a) @+ym)
a ,  al-a) 2o(-a)_a@+im)+a(l- a)[2a 1] (D5)
A-a) @+im@l-a) @+ym) 1+ m)(1-a)
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A sufficient, but not necessary condition for g(%bo is a>1/2. In this case
m

ow,,
om
formation of high-skilled workers. QED.

ai(— ) < 0 so that higher a will increase the cost from outsourcing via the wage
a

33



CESifo Working Paper Series

(for full list see www.cesifo-group.de)

1924 Adrian Pagan and M. Hashem Pesaran, On Econometric Analysis of Structural Systems
with Permanent and Transitory Shocks and Exogenous Variables, February 2007

1925 Hans-Werner Sinn, The Welfare State and the Forces of Globalization, February 2007
1926 Michael Smart, Raising Taxes through Equalization, February 2007

1927 Qystein Foros, Kare P. Hagen and Hans Jarle Kind, Price-Dependent Profit Sharing as
an Escape from the Bertrand Paradox, February 2007

1928 Balazs Egert, Kirsten Lommatzsch and Amina Lahréche-Révil, Real Exchange Rates in
Small Open OECD and Transition Economies: Comparing Apples with Oranges?,
February 2007

1929 Aleksander Berentsen and Cyril Monnet, Monetary Policy in a Channel System,
February 2007

1930 Wolfgang Ochel, The Free Movement of Inactive Citizens in the EU — A Challenge for
the European Welfare State?, February 2007

1931 James K. Hammitt and Nicolas Treich, Statistical vs. Identified Lives in Benefit-Cost
Analysis, February 2007

1932 Wilhelm Kohler, The Bazaar Effect, Unbundling of Comparative Advantage, and
Migration, February 2007

1933 Karsten Staehr, Fiscal Policies and Business Cycles in an Enlarged Euro Area, February
2007

1934 Michele Bernasconi and Paola Profeta, Redistribution or Education? The Political
Economy of the Social Race, March 2007

1935 Axel Dreher, Martin Gassebner and Lars-H. R. Siemers, Does Terror Threaten Human
Rights? Evidence from Panel Data, March 2007

1936 Naércio Aquino Menezes Filho and Marc-Andreas Muendler, Labor Reallocation in
Response to Trade Reform, March 2007

1937 Gebhard Flaig and Timo Wollmershaeuser, Does the Euro-zone Diverge? A Stress
Indicator for Analyzing Trends and Cycles in Real GDP and Inflation, March 2007

1938 Michael Funke and Michael Paetz, Environmental Policy Under Model Uncertainty: A
Robust Optimal Control Approach, March 2007



1939 Byeongchan Seong, Sung K. Ahn and Peter A. Zadrozny, Cointegration Analysis with
Mixed-Frequency Data, March 2007

1940 Monika Biitler and Michel André Maréchal, Framing Effects in Political Decision
Making: Evidence from a Natural Voting Experiment, March 2007

1941 Giacomo Corneo and Olivier Jeanne, A Theory of Tolerance, March 2007

1942 Qing Hong and Michael Smart, In Praise of Tax Havens: International Tax Planning and
Foreign Direct Investment, March 2007

1943 Yin-Wong Cheung, Dickson Tam and Matthew S. Yiu, Does the Chinese Interest Rate
Follow the US Interest Rate?, March 2007

1944 Panu Poutvaara and Mikael Priks, Unemployment and Gang Crime: Could Prosperity
Backfire?, March 2007

1945 Burkhard Heer, On the Modeling of the Income Distribution Business Cycle Dynamics,
March 2007

1946 Christoph A. Schaltegger and Lars P. Feld, Are Fiscal Adjustments less Successful in
Decentralized Governments?, March 2007

1947 Giovanni Facchini, Marcelo Olarreaga, Peri Silva and Gerald Willmann, Substitutability

and Protectionism: Latin America’s Trade Policy and Imports from China and India,
March 2007

1948 C. Mirjam van Praag and Bernard M. S. van Praag, The Benefits of Being Economics
Professor A (and not Z), March 2007

1949 Astrid Hopfensitz and Frans van Winden, Dynamic Choice, Independence and
Emotions, March 2007

1950 Guglielmo Maria Caporale and Luis A. Gil-Alana, A Multivariate Long-Memory Model
with Structural Breaks, March 2007

1951 Mattias Ganslandt and Keith E. Maskus, Wholesale Price Discrimination and Parallel
Imports, March 2007

1952 Michela Redoano, Fiscal Interactions Among European Countries. Does the EU
Matter?, March 2007

1953 Stefan C. Wolter, Rémy Hiibschi and Matthias Miiller, Push or Pull? An Empirical
Analysis of the Demand for Individual Project Grants from the Swiss National Science
Foundation, March 2007

1954 Scott Alan Carson, African-American and White Inequality in the American South:
Evidence from the 19™ Century Missouri State Prison, March 2007



1955 Peter Egger, Marko Koethenbuerger and Michael Smart, Do Fiscal Transfers Alleviate
Business Tax Competition? Evidence from Germany, March 2007

1956 Panu Poutvaara and Lars-H. R. Siemers, Smoking and Social Interaction, March 2007

1957 Stephan Danninger and Fred Joutz, What Explains Germany’s Rebounding Export
Market Share?, March 2007

1958 Stefan Krasa and Mattias Polborn, Majority-efficiency and Competition-efficiency in a
Binary Policy Model, March 2007

1959 Thiess Buettner and Georg Wamser, Intercompany Loans and Profit Shifting —
Evidence from Company-Level Data, March 2007

1960 Per Pettersson-Lidbom and Mikael Priks, Behavior under Social Pressure: Empty Italian
Stadiums and Referee Bias, April 2007

1961 Balazs Egert and Carol S. Leonard, Dutch Disease Scare in Kazakhstan: Is it real?,
April 2007

1962 Paul De Grauwe and Pablo Rovira Kaltwasser, Modeling Optimism and Pessimism in
the Foreign Exchange Market, April 2007

1963 Volker Grossmann and Thomas M. Steger, Anti-Competitive Conduct, In-House R&D,
and Growth, April 2007

1964 Steven Brakman and Charles van Marrewijk, It’s a Big World After All, April 2007

1965 Mauro Ghinamo, Paolo M. Panteghini and Federico Revelli, FDI Determination and
Corporate Tax Competition in a Volatile World, April 2007

1966 Inés Macho-Stadler and David Pérez-Castrillo, Optimal Monitoring to Implement Clean
Technologies when Pollution is Random, April 2007

1967 Thomas Eichner and Ruediger Pethig, Efficient CO, Emissions Control with National
Emissions Taxes and International Emissions Trading, April 2007

1968 Michela Redoano, Does Centralization Affect the Number and Size of Lobbies?, April
2007

1969 Christian Gollier, Intergenerational Risk-Sharing and Risk-Taking of a Pension Fund,
April 2007

1970 Swapan K. Bhattacharya and Biswa N. Bhattacharyay, Gains and Losses of India-China
Trade Cooperation — a Gravity Model Impact Analysis, April 2007

1971 Gerhard Illing, Financial Stability and Monetary Policy — A Framework, April 2007

1972 Rainald Borck and Matthias Wrede, Commuting Subsidies with two Transport Modes,
April 2007



1973 Frederick van der Ploeg, Prudent Budgetary Policy: Political Economy of Precautionary
Taxation, April 2007

1974 Ben J. Heijdra and Ward E. Romp, Retirement, Pensions, and Ageing, April 2007

1975 Scott Alan Carson, Health during Industrialization: Evidence from the 19" Century
Pennsylvania State Prison System, April 2007

1976 Andreas Haufler and Ian Wooton, Competition for Firms in an Oligopolistic Industry:
Do Firms or Countries Have to Pay?, April 2007

1977 Eckhard Janeba, Exports, Unemployment and the Welfare State, April 2007
1978 Gernot Doppelhofer and Melvyn Weeks, Jointness of Growth Determinants, April 2007

1979 Edith Sand and Assaf Razin, The Role of Immigration in Sustaining the Social Security
System: A Political Economy Approach, April 2007

1980 Marco Pagano and Giovanni Immordino, Optimal Regulation of Auditing, May 2007

1981 Ludger Woessmann, Fundamental Determinants of School Efficiency and Equity:
German States as a Microcosm for OECD Countries, May 2007

1982 Bas Jacobs, Real Options and Human Capital Investment, May 2007
1983 Steinar Holden and Fredrik Wulfsberg, Are Real Wages Rigid Downwards?, May 2007

1984 Cheng Hsiao, M. Hashem Pesaran and Andreas Pick, Diagnostic Tests of Cross Section
Independence for Nonlinear Panel Data Models, May 2007

1985 Luis Otavio Faganha and Marcelo Resende, Hierarchical Structure in Brazilian
Industrial Firms: An Econometric Study, May 2007

1986 Ondiej Schneider, The EU Budget Dispute — A Blessing in Disguise?, May2007

1987 Sascha O. Becker and Ludger Woessmann, Was Weber Wrong? A Human Capital
Theory of Protestant Economic History, May 2007

1988 Erkki Koskela and Rune Stenbacka, Equilibrium Unemployment with Outsourcing and
Wage Solidarity under Labour Market Imperfections, May 2007





