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Abstract

It is often argued that FDI hurt workers in the home country simply
because jobs are moved abroad. Contrary to that view, businessmen often
argue that FDI benefit home workers because there will be an expansion
in the firm. In this paper, we show that both views may be correct, and
whether home workers end up gaining or losing on FDI depend on which
kinds of activities the firm moves to the host country. If there is a big
degree of substitutability (complementariness) between the activities in
the home country and the host country, it is likely that the workers lose
(gain) on FDI.
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bargaining, trade union
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1 Introduction

One of the most topical issues in economics is labour market effects of global-
ization, and recently the role of multinationals has also come into focus (see e.g.
Lawrence, 1994, Riker and Brainard, 1997, and Brainard and Riker, 1997). In
the public debate there seems to be at least two very different views on what
are the labour market effects in the home country of foreign direct investments
(FDI). Some argue that FDI give rise to a lower demand for certain kinds of
labour, and in Europe and the US in particular unskilled labour. The reason
being that firms move activities involving a lot of unskilled labour to less devel-
oped countries where the wage rate for this kind of labour is lower. The other

*We would like to thank seminar participants at Department of Economics, University of
Aarhus for useful comments and suggestions.
Mette Yde Skaksen gratefully acknowledges financial support from Center for Industrial Eco-
nomics, University of Copenhagen.



view, which is often heard from managers in firms which consider to undertake
FDI, is that these investments will be to the advantage of workers in the home
country. The lower wage costs in the host country make the firm more compet-
itive, and the implied production expansion will be sufficiently large to benefit
workers in the home country. In this paper, we show that both views may be
correct, and it depends on which kinds of activities the firm moves to the host
country. If there is a big degree of complementariness between the activities
which are moved to the host country and the activities which remain in the
home country, it is very likely that the firm and the home workers agree on
whether or not it is preferable to undertake FDI. On the other hand, if there is
a big degree of substitutability between the activities in the host country and
the activities in the home country, it is likely that the firm gains but the workers
lose from FDI. These results are interesting since empirical results indicate that
activities in home and host countries are complements as long as we consider
FDI in developing countries undertaken by firms situated in industrialized coun-
tries (see e.g. Riker and Brainard, 1997)!. On the other hand, if investments
are in countries which are similar to the home country, activities appear to be
substitutes. Hence, it seems as if European and American workers should fear
FDI in Europe and the US much more than FDI in developing countries.

We set up a very simple model of one firm which at the labour market
faces a trade union, and these two parties bargain over the wage rate. Our
way of modelling the wage bargaining is sufficiently general to embrace labour
markets where trade unions are strong as well as competitive labour markets.
The production in the firm can be split up in two kinds of activities, and the firm
has the opportunity to become multinational and move one of the activities to
another country. In the foreign country, the firm also faces a trade union at the
labour market, but this trade union may have less (or more) bargaining power
than the trade union in the home country, and it may also be the case that
the competitive wages in the two countries differ. Our main focus is on when
the firm chooses to become multinational, and whether the trade union in the
home country appreciates that the firm becomes multinational. We find that, in
general, the firm prefers to be multinational if the foreign trade union is weak,
or if the foreign competitive wage is relatively low, implying that foreign wages
are low, but besides that our results turn out to be very sensitive to the degree of
substitutability between the two kinds of activities in the firm. If there is a high
degree of substitutability between the two activities, the firm tends to prefer to
become multinational, but in this case there is always a loss for the trade union
in the home country. With a lower degree of substitutability between the two
kinds of activities, it is more likely that the trade union appreciates that the firm
becomes multinational, and in the special case where the two kinds of activities
are perfect complements, the firm and the home trade union always agree on
whether the firm should become multinational. The reason is that, when the
activities are complements, the firm cannot expand foreign activities at the cost

IKravis and Lipsey (1988) get a related result. They find for US firms that an increase in
production in foreign affiliates tends to give rise to higher average wages (but lower employ-
ment) in parent firms.



of domestic activities if it finds the home wage to be too high. This, combined
with the fact that the relative importance of home wage costs decreases when
the firm becomes multinational, the home trade union exploits to bargain for
a higher wage rate?. This wage increase may dominate an employment loss
so that the trade union becomes better off if the firm becomes multinational.
Moreover, we show that it is possible that not only the home wage but also
employment increases if the firm becomes multinational.

There are a few papers in the literature which analyze the implications of
FDI when labour markets are unionized. Two examples are Zhao (1995,1998),
but the set up and focus in these papers are very different from ours. Specifically,
Zhao considers the effects of intra-industrial FDI. There is one domestic firm
and one foreign firm, and the symmetric equilibrium where both the foreign and
the home firm become multinational is compared to the equilibrium with intra-
industrial trade without FDI?. On the contrary, we only consider the incentives
of a single firm to undertake FDI. Another central difference is that Zhao only
considers the case where domestic and foreign activities are perfect substitutes
whereas a central aspect in our analysis is to uncover the importance of the
degree of substitutability/complementariness between home and foreign activ-
ities. A third difference is that Zhao considers the case of symmetric labour
markets, whereas a central element in our analysis is a potential asymmetry
between foreign and home labour markets. Fourth, Zhao assumes efficient bar-
gaining whereas we assume wage bargaining. Finally, we get different results.
Zhao finds that FDI give rise to lower wages to trade union members, whereas
we find that it depends on the degree of substitutability between foreign and
domestic activities.

Similar to Zhao (1995,1998), Naylor and Santoni (1998) look at the impli-
cations of reciprocal FDI. In specific, they consider a game where two firms of
different nationality can choose between the two strategies: undertake FDI or
not. They consider the importance of the degree of substitutability between
goods produced by the domestic firm and goods produced by the foreign firm.
A higher degree of substitution tends to make it less likely that there are FDI
in equilibrium. Similarly for the bargaining power of the union: the stronger
trade unions the less likely it is that firms will choose the FDI strategy.

Finally, Bughin and Vannini (1995) consider the implications of unions for
the incentives to undertake FDI. However, there perspective is also very different
from ours as they consider the incentives of a foreign multinational to invest in
the domestic (unionized) country. Moreover, a central aspect in Bughin and
Vannini is, as in Zhao (1995,1998), that there are firms of different nationality
producing the same good.

The rest of the paper is organized as follows. In section 2, we set up the

2T his result is related to what is found in Horn and Wolinsky (1988) concerning the patterns
of unionisation. They find that, if two different kinds of labour are sufficienly close substitutes
in production, it is optimal for the two kinds of workers to go together in a single trade union.
On the other hand, if the two kinds of labour are sufficiently complementary, it is optimal to
form two trade unions with separate bargaining.

3Zhao (1995) also considers the case where only one of the two firms undertakes FDI.



basic model, and in section 3 we analyze the implications of FDI. Finally, we
conclude in section 4.

2 The Model

We consider a two country partial equilibrium model where a single monopolistic
firm faces the following inverse demand function?:

p=Cx*xQ°0<b<1, (1)

where p is the price and C' and b are positive parameters. @ is total world de-
mand, and we assume that there are no transport or other costs of international
trade.

In order to start up production, the firm has to pay a cost G. This can
represent a cost to research and development or it can be interpreted as a
wage cost to (skilled) workers whose relationship to the firm is based on a long
term contract. We assume that the whole firm cannot be moved abroad, and
one reason for this may be that the firm needs skilled workers who cannot be
found abroad. Therefore, either the firm chooses to be a local firm with all
production in the home country, or the firm chooses to be multinational with
some production abroad and some production in the home country.

We assume that the production process as such can be split into two kinds
of activities, and an intermediate good is produced in each activity. The two
activities need the same kind of labour as input (for instance unskilled labour).
There is some substitution possibilities between the two intermediate goods in
final production which are captured by the following CES production function®:

q = a1y} + azy8)? ay +az = 1,p € [~00,1]. (2)

yi:li; i:1,2 (3)

where y; is production of the intermediate good 4, [; is labour input in activity i,
and ¢ is final output. The elasticity of substitution between the two intermediate
goods in production of final output is given as o = 1% € [0, 00]. We will assume
that activity 1 needs the input of the skilled labour which is only present in the
home country. Therefore, activity 1 must take place in the home country, but
the firm can choose to become multinational and move activity 2 to a foreign
country (from now on, the host country). We further assume that plant-specific
fixed costs associated with activity 2 are the same in the home and in the host

4The model can also be set up as a two sector general equilibrium model with quasi-linear
preferences and perfect competition in the sector which we do not focus on. However, for
simplicity we restrict attention to partial equilibrium.

5For simplicity we assume that production of the final output only requires the two inter-
mediate goods as input.



country (and they are included in G)°, and we assume that the extra fixed costs
when activity 2 is taking place in both countries are sufficiently high that the
firm will never choose to split up activity 2. I.e. the firm will only produce
intermediate good 2 in either the home or the host country”.

The variable cost function is

c(wy, wa,q) = [(wi/a1)" + (wa/az)"]"" x q, (4)

where r = p/(p — 1). By Shephard’s lemma we get the following conditional
factor demands:

h(wi,wz,q) = g x ag "wi ™ (wr/ar)” + (wa/az) T4, (5)

la(wi,wa, q) = q * a3 "wh M(wi/ay)” + (we/az)"] /T (6)

The firm maximizes the following profit function wrt. g:
m=Cxq""" —[(wi/a)” + (wa/az)"]V" % ¢ = G, (7)
which leads to the first order condition:
q = [(wi/ar)" + (wa/az)"| 7V % Ky, (8)
where K; = [(1—b)C]'/°,
Substituting for q in (7) yields:
T =Ko x [(wi/ar)” + (wefaz)"| O -G, 9)

where Ky = CK{ °—K;.
The workers in the home country as well as in the host country are orga-
nized in trade unions which seek to maximize an objective function of the form:

where f and h denote foreign (host) and home country, respectively. w; is the
competitive wage in country i, and it is implicitly assumed that trade union
members who do not get a job in the firm in focus get the competitive wage
in some alternative job. L; is total employment in activity 1 as well as 2 in
country ¢. Hence, we assume that workers in the two activities, in the same
country, get the same wage. We make this assumption in order to simplify the

6We do not deny the importance of extra fixed costs associated with becoming multinational
as well as the importance of trade costs. But the importance of these costs have been analyzed
intensively elsewhere (see e.g. Markusen et.al., 1996).

"In section 3.3 we consider the case where intermediate goods 1 and 2 are perfect substitutes
in production of final output. Hence, our analysis is sufficiently general to embrace cases where
the firm chooses to have the same activity in the home as well as in the host country.



analysis, and it have no qualitative implications for our results®. One way to
defend the assumption may be that it is the same kind of labour in the two
activities. Therefore, within the same country, the firm is able to move workers
between the two activities making it impossible for the trade union to sustain
different wages in the two activities.

Wages are determined in negotiations between the firm and the trade unions.
If the firm is local, there is only bargaining with the home trade union, and the
outcome is assumed to be given by the asymmetric Nash bargaining solution
(see e.g. Binmore, Rubinstein and Wolinsky, 1986). The bargaining power of
the trade union (firm) is assumed to be sp, (1 — sp). In case of disagreement,
the firm has to pay the fixed costs (G), implying that the fall back profit is —G.
Under a conflict, the trade union members are assumed to get the competitive
wage (W) which implies that the fall back pay off to the trade union is 0.

If the firm is multinational, there are simultaneous bargaining with the home
and the foreign trade union. We assume Nash behaviour in the sense that the
foreign wage is assumed to be given when solving the bargaining problem in
the home country, and the home wage is assumed to be given when solving
the bargaining problem in the foreign country. The bargaining power of the
domestic trade union is assumed to be the same as when the firm is local (i.e.
sp), and the bargaining power of the foreign trade union is assumed to be sy.
The fall back profit of the firm in the bargaining with the home trade union is
the maximum profit of the firm, given that there is no employment in the home
country. The fall back profit of the firm in the bargaining with the foreign firm
is defined in a similar way.

To be more precise, the outcome of the bargaining in country i is given as

w; = argmax U (1 —7;)' ™% i = h, f. (11)
where 7, = —G if the firm is local. If the firm is multinational, it is easily
shown that

™ = —G, if o<1, i=h,f (12)
1—b b—1
™ = KQG'kijT 7G7 Zf o> 17 Z:j :h7 f7
i # j,k=1lfori=f k=2fori=nh (13)

The intuition is that, in the case of a conflict at one of the plants, the firm is
still able to produce at the plant where there is no conflict if the two activities
are sufficiently close substitutes (i.e. ¢ > 1). On the other hand, if the activities
are sufficiently close complements (o < 1), the firm closes down all production
in case of a conflict.

8We have looked at an alternative specification of the utility of the trade union. In this
specification the utility is U = 11 * (w1 — Wp) + l2 * (w2 — @Wp,). Le. the union and the firm
bargain over both a wage to workers in activity 1 and a wage to workers in activity 2. With
this specification we get similar results to what we find below.



2.1 No FDI

In this section, we assume that the firm remains local implying that w; = wg =
wp. The profit can then be written as:

b—1

™= I?;th -G, (14)
where Kp = K» (1/a} +1/aj)™ .
Since the home trade union supplies workers to both activities in the firm,

total employment which the union takes into account is Ly = l; 4 lo.This leads
to the following payoff function:

U = Kyw, """ (wy, — ), (15)
where K; = K; (1/a} +1/a5)™
By inserting (14) and (15) into (11), the first-order condition to the maxi-
mization problem implies that

Shb

—)
1-0
We get the intuitive results that the wage is increasing in the bargaining power
of the trade union (i.e. s3) and it is increasing in the alternative wage of trade
union members (i.e. Wy).

wy, =wR(1 + (16)

2.2 FDI

We now turn to the case where the firm chooses to move activity 2 to the host
country. The firm’s profit is given by (9) where wy = wp, and wy = wy. The
payoff to the home union and foreign union are respectively:

b(l—r)—1

Up = Kiay "wy, ™ [(wn/a1)" + (wyfaz)"] ™ 7 (wn —Wg), (17)
Uy = Kray"w;  [(wnfar) + (wp/a) 1™ (wy —w7).  (18)

By inserting into (11) and maximizing wrt. wp, we get the following first-order
condition

(r — (r — 1) wy 'T5 + %wg*a;”) K%) + (ﬂy] B (wp, —Wx) +

K2 (1 — Sh) b;blal—r




For the foreign country an equivalent expression can be obtained. We can now
in principle solve for the Nash equilibrium in wj, and wy, but the complexity of
the two first-order conditions implies that we cannot get closed form solutions.

3 The Effects of FDI

Since we cannot get closed form solutions to the bargained wages in the general
case with FDI, we turn to consider some special cases. In order to analyze the
importance of the elasticity of substitution between the two intermediate goods
in production of final output, we look at the two extreme cases of perfect sub-
stitutes (i.e. ¢ — 00) and the Leontief case of perfect complements (i.e. o — 0).
Note that the former case corresponds to a horizontal multinational enterprise
while the latter case corresponds to a vertically integrated multinational enter-
prise. However, before we turn to look at these two extreme cases, we consider
the Cobb-Douglas case (0 = 1) which can be interpreted as the intermediate
case.

3.1 The Cobb-Douglas case

In the special case of o = 1(p =r = 0), we have the Cobb-Douglas production
function. The demand of labour for the two kinds of activities becomes:

—1ltan(l—=b) —ag(1—b)
3

L = I/(\lwl 0 w, , (20)

. —aj(1=b) —l+ay(1—b)
lg = K2w1 b Woy b y (21)
— 1 a2z — 1 —ai _ _
where Ky = K K—% (%), K = KK~ %) ,and K = a7%ay®.
Hence, we see that, even though labour in the two kinds of activities are sub-
stitutes, total labour demand in both activities are decreasing in w; as well as
n ws.
Without FDI, the home wage is given by (16), and in the case of FDI by
(19) which in the Cobb-Douglas case becomes

wh:w_h<1+%bb)>. (22)

Similarly, the foreign wage becomes:
_ s¢b
= 14— 23
wg wf< Jrag(l—b)) (23)
By comparing (16) to (22), we see immediately that

Wk |FDIZ> Wh |noFDI - (24)



The reason for this is that, when workers are split up in two groups, the size of
the home wage becomes less important for the firm and the demand elasticity
for home labour decreases. This, the home trade union exploits in the wage
bargaining to get a higher wage”. .
The profit of the firm, if it remains local, is given by (14), where Ky =

K (a‘l“agz)#. By using (22) and (23), the profit of the firm, if it becomes

multinational (i.e. (9)), turns out to be:
= spb - Sfb - o _
E&((mmm)m) () ) ¢
(25)

The firm chooses to become multinational if the profit in this case is higher than
if it remains local. By comparing (14) and (25), and using (16), this implies
that the firm becomes multinational if the following condition is satisfied:

—ay(1—=b) —ag(1-0b)

<E>a2 > (1+zttn) (14 #ib))a (26)

wy 14 5248

The right hand side of this inequality is decreasing in s; and increasing in sy.
In other words, the higher the bargaining power of the domestic trade union,
and the lower the bargaining power of the foreign trade union, the more likely
it is that the firm becomes multinational. Similarly, it follows that a high wy
and a low Wy make it more likely that the firm becomes multinational. These
results are quite intuitive since the firm only chooses to become multinational if
such a move implies lower wage costs. It is also easily seen that, if Wy, = w; and
sy = s, the above condition will not be satisfied. Hence, a necessary condition
for FDI is that wy < wy or sy < sp. If this condition is not satisfied, the firm
gets higher wage costs in both activities and obviously lower profit if it becomes
multinational.

Next we turn to consider how the home trade union will be affected by FDI.
By inserting (16) into (15), the utility of the trade union when the firm is local
becomes:

Shb >% Shb b—1

Uh:(ﬁ-‘v—fa) <1+1b Bl (27)

Similarly, when the firm is multinational, the trade union pay off turns out to
be:

—1ltan(1—b)
3

T Shb Shb _ (—-Va Sfb _
U"J“(”al(lb)) mdny ((”azub) i

(28)

9The equality arises when the bargaining power of the union, s, is zero.

—ap(1—b)
3



By comparing (27) and (28), we find that the trade union prefers the firm to be
multinational if:

1—ap(1-b)

T—0 a2

<@>a2 - (1 + a](l b)) (1 + ﬁlif_b)) (29)

j— 1
wf <1+ spb )l—b

First of all, we see that it is possible that the domestic trade union prefers that
the firm becomes multinational. The reason for this is that the domestic trade
union then succeeds in getting a higher wage. This may be at the cost of some
employment (see below), but the wage effect may dominate the employment
effect. Second, we see that the above condition is more likely to be satisfied
if wy is low relatively to wy. The reason for this is that employment in the
home country is decreasing in the wage in the host country (see (20)). Hence,
if wy is low, the employment loss for domestic workers, if the firm becomes
multinational, is smaller. For the same reason, the condition is more likely to
be satisfied if the bargaining power of the foreign trade union is low (i.e. sy
is low). Fourth, it is easily shown that a high s makes it less likely that the
home trade union prefers that the firm becomes multinational (i.e. the right
hand side in the above inequality is increasing in sp). In other words, it is more
likely that a relatively weak domestic trade union prefers that the firm becomes
multinational.

The conditions (26) and (29) look quite similar, but by comparison it follows
that the right hand side in (29) is always larger than the right hand side in (26).
Hence, it is always more likely that the firm prefers to become multinational
than that the trade union appreciates that the firm becomes multinational.
This implies that, if there is only a small advantage for the firm to become
multinational, the trade union will always be against it.

Finally, let us turn to employment. By using (16), (22), (20) and (21), we
find that domestic employment is higher when the firm is multinational than
when it is local if

1—ay(1-b)

<E>a2>(1+““ 7) <1+l - “)2. (30)
I7 (14 42)7

wy
We see that it is possible that FDI give rise to higher domestic employment.
It is more likely if wy is low relatively to wy and if sy is relatively low. The
reason for this is that domestic employment is increasing in foreign employment.
Moreover, it is easily shown that the right hand side is increasing in s;. Hence,
it is more likely that domestic employment increases if the bargaining power of
the domestic trade union is relatively low.

10



3.2 The Leontief case

If c — 0 (p — —oco0 and r — 1), we have the Leontief production function. By
using (19), we find that, if the firm is multinational, the domestic wage becomes:

1 _ spb ai; spb spb \ __
= 1 — 1 . 31
o 1—%<wh<+1_b>+a21—b<+l—b v (31)

There is a similar expression for the foreign wage. By comparing (16) and (31),
it is easily seen that

Wh|FDI 2 Wh|noFDI- (32)

The cost associated with production in the home country is, relatively speaking,
less important for the firm when it is multinational than when it is local, and
the trade union exploits that to get a higher wage in the multinational firm.
By following the same procedure as in the Cobb-Douglas case, we find that
the firm prefers to be multinational if
(o' ag )R 1415

R p— 11— 2
ay wy + ay Wy 1_%

(33)

The left hand side of this inequality is increasing in Wy, and decreasing in wy,
and the right hand side is increasing in sy as well as s,. Hence, as in the
Cobb-Douglas case, it is more likely that the firm prefers to be multinational
if wy, is high relatively to wy and if sy is low. This is so because the foreign
wage costs are then relatively low. However, contrary to the Cobb-Douglas
case, a strong domestic trade union makes it less likely that the firm prefers
to be multinational. This counter intuitive result arises because of the Leontief
production function. There is no substitution possibility between the two kinds
of activities, and when the firm moves activity 2 to the host country, a strong
domestic trade union is able to increase the wage a lot in the wage negotiations
without the firm being able to move a bigger fraction of the production activities
to the host country.

Again, following the same procedure as in the Cobb-Douglas case, we find
that the home trade union prefers the firm to be multinational if (33) is sat-
isfied. Hence, the trade union always agrees with the firm concerning when it
is preferable that the firm is multinational. The reason for this result is that,
whenever the foreign wage costs are sufficiently low so that the firm prefers to
be multinational, the domestic trade union is able to get a much higher wage
without a big employment decrease as described above.

Finally, let us turn to employment. Home employment is higher with FDI
than without FDI if

(a7t + a3 ) wn a\’ 1+
lo_+ap )W (1 ; —) (34)

as 1— spspb?

R p— N —
a, " w, oy "W -
L =y

11



The only difference between this expression and (33) is that the right hand
side is multiplied by a number larger than one. Hence, we see that it is possi-
ble that domestic employment increases if the firm becomes multinational, but
the advantage for the firm (and the union) to become multinational has to be
sufficiently large (i.e. foreign wage costs have to be sufficiently low).

3.3 The case of perfect substitutes

Ifo — oo (p— 1, r - —0), the two intermediate goods are perfect substitutes
in production of the final good. In this case it seems most reasonable to assume
that the marginal product of the intermediate goods are equal (i.e. a; = ag =

%), and the production function becomes

q= % (y1 +2). (35)

To make the case interesting, let us also assume that the competitive wage
in the host country is lower than the bargained wage in the home country when
the firm is local, i.e.

— spb
1
wf<wh<+1b>, (36)
and similarly we assume that
b
w—h<w—f<1+1sib>. (37)

These two conditions make sure that the firm will not simply behave as a local
firm when it is multinational.

If the firm is multinational, the trade unions in the two countries will be in
a Bertrand competition where the two kinds of labor are perfect substitutes. If
the home trade union accepts a wage which is an ¢ lower than the foreign wage,
all employment will be placed in the home country. Similarly, if the foreign trade
union accepts a wage which is an € lower than the home wage, all employment
will be in the foreign country. However, the home trade union will never accept
a wage below Wy, and the foreign trade union will never accept a wage below
wy. Therefore, we get the following equilibrium:

If wy > wy, then

wp = Wy, (38)
b—1 1

ln = K277 wy °, (39)

Iy = 0. (40)

If wy < wy, then

12



wy = Wy, (41)

I, = 0, (42)
b—1 1

lj = K27 wy b, (43)

If wy =wy, then

wp, = wy =T, (44)
1 ,

I, = lfzaKlw—h—%. (45)

All employment will be in the country where the competitive wage is lowest, and
the trade union in this country accepts a wage equal to the competitive wage
in the other country. If the competitive wage is the same in the two countries,
we assume that employment is shared equally among the two activities. All
workers employed in the firm get the same wage, and by using (36) and (37), it
follows that

Wrpr < WnoFDI- (46)

In the case where the firm is local as well as in the case where the firm is
multinational, the profit is given by (14). Therefore, since the wage is lowest
in the multinational case, the firm always prefers to be multinational. For the
same reason, it is easily seen that the trade union always becomes worse off if
the firm chooses to be multinational. If w; < Wy, there will be no employment
in the home country. If wy > wy, all employment will be in the home country,
exactly as in the case where the firm is local, but the wage will be lower than
the bargained wage when the firm is local. Finally, if w; = wy, the pay off
to the domestic trade union will be zero. Therefore, we can conclude that in
this case where the two activities are perfect substitutes, the firm and the trade
union always disagree on whether FDI are preferable.

The effect of FDI on domestic employment is ambiguous. If Wy < wy, FDI
give rise to lower home employment. If wy > wy, FDI give rise to higher home
employment, and if wy = wy, the effect is ambiguous.

4 Conclusion

In this paper we have shown that it is possible that a firm and a local trade
union agree on whether the firm should become multinational and move a part
of the production abroad. They will always agree if the activities which are
moved abroad are perfect complements to the activities which remain in the
home country. If the elasticity of substitution between the two activities placed
in the home and host country is higher than in the case of perfect complements,
it is still possible that the trade union agrees with the firm concerning whether
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the firm should become multinational, but it is more likely that the firm finds
it attractive to become multinational than that the trade union appreciates
that the firm becomes multinational. If the activities in the host and the home
country are perfect substitutes in the production of the final good, the firm
and the local trade union always disagree on whether the firm should become
multinational.

The reason why it is possible that the local trade union may find it attrac-
tive that the firm becomes multinational is that the total wage cost of the home
workers is becoming less important for the firm. The trade union in the home
country exploits that to get a higher wage in the bargaining with the firm. Al-
though employment in the home country may decrease, the higher wage may
compensate for the employment loss. Moreover, a high degree of complementar-
ity reduces the employment loss in the home country when the firm expands the
activities in the foreign country. Finally, if the wage costs in the host country
are sufficiently low, employment in the home country may actually increase if
the firm becomes multinational.
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