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The Interaction of Monetary Policy and Wage Bargaining in the EMU

Determination of Employment and Output in an Endogenous Money System

Question and Relevance

I am going to research how monetary policy and wage bargaining structures interact and
jointly determine employment, output and inflation. This question is significant in three ways.
First, the answer might help to explain why the USA experienced an extraordinary, basically
inflation-free expansion during the late 90s (which was often attributed to monetary policy)
while growth in Europe remained subdued. As a consequence, my results might hint how
monetary policy should be conducted to maximise growth without endangering price stability.
Second, understanding the interaction between monetary policy and wage bargainers could
help to foresee consequences labour market deregulation might have on output, growth and
inflation when it changes wage bargaining structures. This question is important as there is a
strong push for labour market reform in the EU. Third, understanding the macroeconomic role
of both monetary policy and wage bargaining structures might help to make the EMU macro-

economic policy dialogue aviable policy instrument.

The traditional textbook view

Standard macroeconomic textbook models such as the AS-AD or the New Classical model
picture a monetary economy as a system that attains full employment equilibrium as long as
frictions are absent. In this world, unions and collective bargaining agreements are imperfec-
tions which lead to real wages higher than in full employment equilibrium. These excessive
real wages are the main cause of unemployment and loss in output. The higher union power,
the more excessive is the real wage — and the higher the equilibrium rate of unemployment
(See e.g. Burda/Wyplosz 1997, p. 150). The rate of inflation, on the other hand, is solely de-
termined by the central bank’s monetary policy. The higher the rate of monetary expansion,
the higher inflation. As an independent central bank is less prone to inflate the economy in
order to push unemployment down during election times, the more independent a central
bank, the lower the rate of inflation. Since individuals in the textbook models rationally an-
ticipate the rate of monetary expansion, the rate of inflation does not have any influence on
unemployment. A more independent central bank thus provides more macroeeconomic stabil-
ity without any further costs (Grilli et al. 1991).

Recent approaches

With the advent of EMU and the large adjustment costs (especially unemployment) European
countries experienced during the convergence process, research focused more on the interde-
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pendence of central bank independence, wage bargaining structures, inflation and unemploy-
ment. Hall and Franzese (1998) found empirically that the more coordinated wage bargaining,
the lower the costs of disinflation and thus of an independent central bank. They argue that
only if wage bargaining is sufficiently coordinated, unions and employers are able to receive
and process signals sent out by the central bank concerning the monetary policy rule used.
Moreover, only in a coordinated wage setting process, single unions are protected that the

other unions' wage demands lead to inflation and aloss in purchasing power.

Iversen (1999) shifts the focus from coordination to the number and weight of unions bargain-
ing independently for sector-wages. He argues that sufficiently large wage bargainers have a
perceivable influence on the aggregate price level. As with non-accommodative monetary
policy the nominal stock of money is fixed, unions can effect the real money supply and thus
aggregate demand. When unions are sufficiently large, they might try to increase employment
in their sector by lowering their wage demands and thus increasing demand for their sectors
products. This argument has been formalised in Soskice/lversen (1998) and later
(Soskice/lversen 2000) in a complete macro model of monopolistic competition based on the
Blanchard/Kiyotaki (1987).

Critique of modern approaches

This new literature adds a lot of intuitive understanding to the role of wage bargainers and
central banks. However, there are some shortcomings. The argument of Hall/Franzese would
imply that under EMU (with an independent, non-accomodating central bank) countries with
strong coordination should do best. However, after the first yearsin EMU France, a country in
which wage bargaining is only lightly coordinated outperformed its neighbor Germany in
terms of growth and employment. On the other hand, Soskice/lversen’s argument would im-
ply that with switching from an accommodating to a non-accommodating monetary policy,
unemployment in countries with intermediate centralisation of wage bargaining (such as Bel-
gium or Italy) should decrease. This is not what was observed when Belgium and Italy joined
the ERM and thereby ended accommodating policy. In addition, following the So-
skice/lversen argument, the increased wage restraint of German workers from the mid-90s on
(unit labour costs began falling in Germany early in 1996) should have led to an increase in
employment. Instead, unemployment increased until late 1998. Finaly, neither the
Hall/Franzese nor the Soskice/lversen argument is able to explain the USA’s impressive
growth performance in the 90s.

In my opinion, the models' failure to explain these real-world puzzles stem from questionable

(though in standard textbook models common) assumptions about the nature of money. Not
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only is money’s role in financing investment and production neglected, but the money stock
serves as the mechanism which always balances demand and supply (via the so-called real
balance effect). With a lower aggregate price level, aggregate demand in these models in-
creases precisely because the individuals' real wealth has now increased (real wealth is de-
fined as the nominal money stock divided by the price level). However, alook at the empiri-
cal facts suggest that (a) the nominal money stock cannot be exogeneously controlled by the
central bank and (b) that even an increase in the real money stock does not produce the pre-

dicted increases in aggregate demand.

In addition, the distinction between “accommodating” and “non-accommodating” monetary
policy seems to be insufficient to distinguish between the different ways in which monetary
policy in industrialised countries is conducted today. In fact, no large country presently has an
“accommodating” policy. Nevertheless, most economists would agree that there are definite
and decisive differences between the ECB’ s and the Fed' s policy stance.

Alternative model proposed

To point to these differences in policy stances and the consequences for the economy is one of
my aims. To do so, | will model the economy without relying on the real balance effect, but
with endogenous money™. Using a theory of endogenous money has the advantage to be able
to explain why countries with a higher rate of inflation in general experienced lower growth
and why there is a consensus among modern central banks to run a non-accommodating
monetary policy. As endogenous money finances capital, people have to be willing to hold
money (in fact, money is the counterpart of a part of real capital in the macroeconomic bal-
ance sheet) in order for capital to accumulate quickly. Only if money is reasonably stable,
people will be willing to hold it in their portfolio. Thus, price stability leads to more capital

accumul ation.

I will use models common for monetary policy evaluation such as Taylor (1993),
Clarida/Gali/Gertler (1999) or McCallum (2001) and will try to extend them with elements
from Post Keynesian theory such as Betz (1993), Moore (1988), Riese (1986) and Wray
(1990). In the model thus constructed, monetary policy is responsible for the equilibrium rate
of interest, which influences investment and the equilibrium capital stock. As output is afunc-

tion of the capital stock employed, the central bank has a direct responsibility for growth.

! The term endogenous money here describes a money which is a) not net wealth to the private sector as it is
created by private agents being willing to enter into credit contracts and b) the stock of which cannot be exoge-
nously determined by the central bank without the co-operation of the private and banking sector.
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However, in setting the rate of interest, the central bank is constrained by nominal wage de-
velopments as well as financial markets. Against this background, | will then analyse which
kind of wage behaviour and which kind of monetary policy leads to the best outcomes in
terms of output and employment. These results will be in the form of some parameters which
depict how strongly for example the central bank reacts to shocks to the price level or wages

react to unemployment.

My working hypothesis is that trade unions not creating wage pressure and the central bank
not reacting to one-time-price hikes would be the ideal solution as in this setting, a low and
stable interest rate could be maintained without endangering medium-term price stability. A
consequence of this low interest rate would be a higher rate of investment and thus higher

output.

Quantitative and Qualitative application

After estimating wage functions and monetary policy rules for some OECD countries | will
finally pick two to four countries which exhibit a mix of a monetary policy setting and wage
bargaining structures which is — from my theoretical analysis - either extremely favorable or
extremely unfavorable to growth. For these countries, | will describe the specifics of the wage
bargaining system and how they lead to the described outcome in short case studies not ex-

ceeding 5 to 10 pages.

From the results thus obtained | will finally try to draw a conclusion on: a) how the Euro-area
has to be seen with its mix of wage bargaining and monetary policy rule and b) what could be

done to improve this setting.

Data

For the estimation of wage equation and monetary policy rules | will rely on data from the
national accounts either obtained from the OECD, from Eurostat or from the national statistic
offices. Qualitative data on wage bargaining systems in the countries will be obtained from
recent literature on that topic, and from interviews with journalists or union economists work-

ing on those specific countries.
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