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In this paper we conduct a theoretical analysis of the implications of a union which can exploit 
the existence of firm labour adjustment costs. We consider a model involving a large number of 
identical firms facing a single, economy-wide union. We solve (i) for the Markov perfect equilibria 
with no commitment, under the assumption that the union chooses wages each period and firms 
react by choosing employment, and (ii) for the commitment equilibria where the union can 
precommit to the entire (infinite) sequence of wages. 
 We conclude that the speed of adjustment of employment, that is higher in the no-
commitment case, decreases with adjustment costs in both models. Moreover adjustment costs 
affect the long run values of employment and wages only in the no-commitment case, i.e., the 
higher the relevance of adjustment costs the higher the wage and therefore the smaller the level 
of employment in the long run. Commitment on the part of the union leads to lower wages, and 
moreover is beneficial to firms as well as to the union. Given that the union would like to commit 
to a lower path of wages we consider whether reputation building is desirable. 
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ì @tt�4i @ t�?}*ic *@h}i �?�L? ���U� ti|t �@}it �?�*@|ih@**) �? i@U� Tih�L_
| ' fc �c 2c � � � � A�ihi @hi @ *@h}i ?�4Mih Lu �_i?|�U@* E@|L4�t|�U� �h4t ���U�
|�i? U�LLti i4T*L)4i?| @| |�iti �@}it� Oi?Ui i@U� �h4 �}?Lhit @?) igiU|
Lu �|t L�? _iU�t�L? L? �@}it�
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�? |�i *L?}�h�? |�i i �t|i?Ui Lu @ UL44�|4i?| |iU�?L*L}) *i@_t |L ��}�ih
T@)Lgt |L @** T@h|�it�

AL @?@*)ti ��i|�ih |�iti hit�*|t t|�** �L*_ L�| Lu |�i t|i@_)�t|@|i �i
TihuLh4i_ ?�4ih�U@* t�4�*@|�L?t� ��h �?_�?}t @hi |�@|c ML|� �? |�i UL4�
4�|4i?| @?_ ?L�UL44�|4i?| U@titc �h4t< _�tUL�?|i_ ThL�|t _iUhi@ti ��|�
@_��t|4i?| ULt|t� �LhiL�ihc i UiT| ��i? B ' f Lh 4 ' fc ML|� �h4t< _�t�
UL�?|i_ ThL�|t @?_ �?�L? �|�*�|) @hi ��}�ih ��|� UL44�|4i?| E|�i *@||ih Mi�
�?} |h���@**) |h�ic @t hi4@h!i_ i@h*�ih�� A��t t�L�t |�i �@*�i Lu @ UL44�|4i?|
|iU�?L*L})G |�i �|�*�|) Lu |�i �?�L? 4�t| Mi ��}�ih MiU@�ti ThiUL44�|4i?|
�t �i*Tu�*c @?_ @UULh_�?} |L L�h t�4�*@|�L?tc |�i ThiUL44�|4i?| Lu |�i �?�L?
hit�*|t �? *L�ih �@}it L? @�ih@}ic ���U� �t Mi?i�U�@* |L �h4t�

D�� �hi_�M�*�|)

W? |�i Thi��L�t tiU|�L? �i t�L�i_ |�@| |�i @M�*�|) Lu @ �?�L? |L M�?_ �|�
ti*u |L UL44�|4i?|t hi}@h_�?} u�|�hi �@}it *i@_t |L @ �@hi|L �4ThL�i4i?|�
��|c �? |�i �Lh_t Lu ��@h�c ki�Li @?_ �hitUL|| E�bHb� ��? ?L ti?ti U@? tLU��
i|�it U�LLti Mi|�ii? UL44�|4i?| Lh |�4i UL?t�t|i?| i^��*�Mh�@� �L44�|4i?|
|iU�?L*L}�it @hi *�!i |iU�?L*L}�it uLh 4@!�?} t�Lit �? @ �hhL��#iMhi� 4L_i* �
|�i) @hi i�|�ih @�@�*@M*i Lh ?L|�E���� OL�i�ihc E���� @U|�@* U�L�Uit 4�t| ?iUit�

�S



t@h�*) Mi _i*i}@|i_ |L tTiU��U �?t|�|�|�L?t Lh �?_���_�@*t� 5LU�i|)<t ThLM*i4c
|�i? E���� �t h@|�ih _it�}?�?} |�i ThLUitt M) ���U� TL*�U�it @hi U�Lti?��

�iU@�ti �@}i�ti||�?} �?�L*�it hiTi@|i_ �?|ih@U|�L?t Mi|�ii? |�i �?�L?
@?_ �h4tc hiT�|@|�L?@* UL?t�_ih@|�L?t U@? 4�|�}@|i Lh i�i? i*�4�?@|i |�i
|�4i UL?t�t|i?U) ThLM*i4� OL�i�ihc �| hi4@�?t |h�i |�@|c tL4i �?t|�|�|�L?t
|�@| @hi �? T*@Ui �? tL4i UL�?|h�itc @?_ �@�i Mii? |�i LM�iU| Lu T@t| tLU�i|)<t
U�L�Uit U@? Mi tii? @t hitTL?t�M*i uLh |�i i �t|i?Ui Lh ?L| Lu @ UL44�|4i?|
|iU�?L*L})� 6Lh i @4T*ic �? L�h ��i�c |�i ULhTLh@|�t| �@}i M@h}@�?�?} t|h�U�
|�hi Lu |�i 5U@?_�?@��@? UL�?|h�itc ��ihi tLU�@* UL?|h@U|t @hi 4Lhi *�!i*)c
hi�?uLhUit |�i TLtt�M�*�|) Lu |�i i4ih}i?Ui Lu *L?} h�? �@}i UL?|h@U|t @?_
|�ihiuLhi Lu |�i UL44�|4i?| i^��*�Mh�@� �*tL |�i i4T*L)4i?| TihuLh4@?Ui
Lu |�iti UL�?|h�it UL?�h4t |�i Thi_�U|�L?t Lu L�h 4L_i*� �LhiL�ihc L?i U@?
@*tL @h}�i |�@| ML|� �? |�i U@ti Lu �Lh|�}@* @?_ �? |�i U@ti Lu |�i �i|�ih�
*@?_t @ Uhi_�M*i �@}i 4L_ih@|�L? uLh ti�ih@* )i@ht �@t hitTL?t�M*i uLh |�i
LMtih�i_ h@T�_ }hL�|� �? i4T*L)4i?|���

�? |�i UL?|h@h)c �? L|�ih UL�?|h�itc uLh i @4T*i �? W|@*) @?_ 5T@�?c hi@*
�@}it @?_ �?�| *@ML�h ULt|t _iUhi@ti_ t�Mt|@?|�@**) �? |�i �bbf<t ��|�L�|
hi*i�@?| TLt�|��i igiU|t L? i4T*L)4i?|c i�i? �? |�i hiUi?| hiUL�ih) Tih�L_�
W| �t �?|ihit|�?} |L tii |�@| �ih|L*@ @?_ WU��?L E�bbD� i T*@�? |��t t�|�@|�L?
ThiU�ti*) M) @ *@U! Lu Uhi_�M�*�|) Lu |�i *@ML�h 4@h!i| �i �M�*�|) hiuLh4t �?�
|hL_�Ui_ �? ML|� UL�?|h�it�
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frqglwlrq lv vdwlv�hg lq rxu frqwh{w1
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|�ihiuLhi @ �?�^�i i^��*�Mh��4 ��|� ws }��i? M) E���� �LhiL�ih uhL4 EeD� �i
LM|@�?G

w� '
B
k
	
t
�� 4w2s � E�� 4w2s �

l
4w2s

� Ee.�

OL�i�ihc L?*) |�i TLt�|��i tL*�|�L? uLh w� t@|�t�it |�i UL?_�|�L? wsnZw� 	 ��

48Qrwh wkdw iru erwk urrwv �i4dqg �i5 lw fdq eh vkrzq wkdw �i . ��x lv dozd|v srvlwlyh1

2D



6�?@**) i*�4�?@|�?} ws �i LM|@�? |�i uL**L��?} i Thitt�L? uLh w�G

w� '
S4B2 � ^2 n ^

s
^2 � �4B2

b4B
� EeH�

��2 A�i t|i@_)�t|@|i Lu |�i ?L�UL44�|4i?| 4L_i*
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