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Monetary Policy in a centralized labor market Ásgeir Jónsson The Institute of Economic Studies University of Iceland



Centralization



n



11/12/2002



In seminal contribution, Calmfors and Driffill (1988) argued for a hump shaped relationship between labor market flexibility and centralization of the wage bargaining process.
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Centralization and flexibility n



n



n



n



Centralization and flexibility



Flexibility refers to the ability to of the labor market to adjust to changes without prolonged excess supply. When no unions are present, wage bargaining will be decentralized and flexible.This is in line with Japan, US and Switzerland. However, flexibility is also retained if the unions are large enough to internalize the externalities of their demands on employment and inflation. This is in line with the Scandinavian labor market. The worst case is when the labor market is dominated by a number of medium sized unions, perhaps organized by professions or sectors, which is in line with continental Europe.
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Medium size unions large enough to have an impact on the labor market, though not large enough to internalize the external effects of their demands. (Insider/outsider problems etc.) Cooperation, e.g. In form of a nominal wage freeze, is therefore essential to lower the real wage after an anticipated depreciation or keep inflation at bay. However, when labor market is centralized, the effectiveness of policy interventions become contingent on the union leadership response. The Calmfors-Driffill claim has held up pretty well in statistical research.
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A New Policy Lever n
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The role of the government



Labor market centralization therefore creates a new policy lever, which can be pulled in order to reach policy goals. (Visser (1998)) This lever can be pulled with tripartite negotiations between the unions, the employers’ federation and the state, to reach a national consensus on fixed nominal wages, tax cuts, welfare reforms etc. This strategy was e.g. successful in lowering unemployment in the Netherlands in the early 1980 ´s (Wassenaar accord), lowering inflation in Iceland in the early nineties ( Þjóðarsátt). Faced with a lost monetary autonomy, national governments will seek a new leverage on the labor market by other means. (Pochet 1999, Calmfors 2001)
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Sveigjanleiki á vinnumarkaði



The question that will be asked here is twofold. Firstly, how contingent is monetary policy success on labor cooperation from a theoretical perspective when the labor market is indeed unionized. Secondly, are there any side effects of the full employment guarantee implicit in a consensus wage bargaining ensuring full employment. A simple perfect foresight model will be used to analyze the interplay of monetary interventions, wage bargaining and public expectations. Rather than investigating the effects of a single shock in isolation, a shock sequence is mapped out. Thus the response to each shock becomes contingent on what has happened before, and will happen after. 6
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Model specification n



n



Production



A small, completely specialized economy, which produces one tradable good for export, QX, imports another type of tradable good for domestic consumption, QM..... All foreign variables are assumed to be fixed, except the price of foreign exports



n



P = Pnγ n + Pmγ m n



Px = ePx* n



The price of the imported good is normalized to unity. P =e



n n



m



n



The general price level, P, is constructed as an geometric average, with the respective consumption shares summing up to unity. γn+γm =1



The supply elasticity of export production is assumed to be zero.Therefore the use of inputs in that sector is fixed. Capital stock is taken to be fixed and sector specific. Both sectors tap into the same pool of labor, and the same wage, w, applies to both sectors.



The country also produces a non-tradable good, QN, for domestic consumption.
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Utility Maximization n



Monetary policy



Decisions about consumption are taken by a representative agent with homothetic preferences and an infinite lifetime.



Max ∫ [V (e, P , E ) + φ ( )]e M P



n



E, S



n



n



−ρt



dt



n



E = Px Qx + Pn Qn



n



.



M =S
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Monetary rule n



Wage adjustment



Given the inelastic export supply and competive environment, changes in labor cost in the export sector must mirror changes in the export price in domestic currency ∧



∧



Px = θlx w n



θ lx =



n



wL x Qx



∧



.



∧



e = θlx w− Px*



n



This is a typical response function for a monetary policy aimed at short-term stabilization. The authorities respond to foreign shocks as well as domestic cost increases.



.



Which can be rewritten in terms of the real wage and g is parameter defining the adjustment speed. .



ϖ = g (lx + ln − 1) ϖ 11



Sveigjanleiki á vinnumarkaði



In the long run, real wages are constant and a natural rate of unemployment prevails. Labor supply is inelastic and normalized to unity. However, in the short run nominal wage adjustment is delayed, and unemployment can deviate from the natural rate.



w P = + g(lx + ln − 1) w P



Which can be rewritten as ∧



n



Money is the only asset in the economy, whose quantity is determined exogenously with a specieflow mechanism. The only transmission channel is through exchange rate interventions. The trade balance directly affects the savings rate in economy, which is zero in an equilibrium A short-term stabilization policy will be formalized with a simple instrumental rule, aimed at insulating the economy from terms of trade shocks. The only source of disturbance comes from the export sector, which becomes the focus of attention for the authorities.
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Wage adjustment n



The simple first order condition resulting from profit maximization in the tradable sector, can be used to derive an expression for changes in labor demand. ∧ ∧ ∧ ∧  l n = −κ n ϖ + γ m (e− Pn )  



n



Wage adjustment



κn = −



n



∧



dln w dw ln



ln =



Where k n is the wage elasticity of labor demand. We moreover have an expression for the change in nominal wage. ∧



∧



w=



n



∧



∧



By using the exchange rate rule earlier derived, and the the simple expression for the real wage we obtain an expression for changes in labor demand in the non-tradable sector



ϖ + γ n Pn − γ m Px* 1 − γ mθ lx



−κ n 1 − γ mθ lx



∧ ∧ ∧ x * ϖ − (1 − γ mθ l )γ m Pn − Px   



Notice that a higher export price will, through an expected exchange rate intervention, directly affect the labor demand in the non-tradable sector. This is an additional transmission channel for monetary policy.
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General solution n



The optimization problem



H =e n



General solution



−ρt



[V (e, P , P Q n



x



x



n



+ PnQn − S ) + φ ( ) − µS M P



]



A three dimensional dynamic system is obtained (S=0 in steady state):



First order conditions



.  S    C1 C2 C3   S  .    *  ϖ  =  C4 C5 0  ϖ − ϖ   .   1 0 0 M − M *   M    



VE = µ .



µ = ρµ + φ ( MP ) n



1 P



Assume unitary income elasticity of demand and linearize around a steady state equilibrium 15



Permanent, unexpected shock n
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The current account



The CPI
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If the terms of trade shock is permanent and unexpected, the resulting dynamics becomes simple and straightforward. Assume 10% negative export price shock. An exchange rate intervention will clear the labor market, improve the current account and create a small burst of inflation, compared with unemployment, current account deficits and deflation as would occur under exchange rate stability. Solid line characterizes the path for the economy if the exchange rate intervention is in effect. Dotted line characterizes a fixed exchange rate.
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Expectations n



n



Cooperation



However if the shock become expected and temporary, the dynamics become much more complicated. In a new policy experiment the path of the export price is mapped out 10 years into the future.
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n
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1.2



1.1



n n



1



0.9



n



The unions know of the shock and proposed policy response. Will they agree on nominal wage freeze, a downward jump in the real wage, as devaluation occurs? Or will they prevent the real wage from falling by demanding instant nominal wage increases? Thus the solution path can be programmed according to three possible options; devaluation on a non-cooperative or a cooperative labor market, or entering a perfectly credible fixed exchange rate arrangement. Punctuated line characterizes the path under non-cooperation. In the graphical examples shown the values for intertemporal substitution t = 0.8 and cross rate of substitution between tradables and non-tradables, e = 0.15. However, the main dynamic pattern of the results holds true for a much wider range of valsur for the two above parameters.
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Calibration



The real wage n



Labor market cooperation is a necessary condition for a devaluation to reduce the real wage. The real wage 10% 5% 0% 0
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Inflation bias n



Unemployment



Under non-cooperation, the devaluation will create a runaway inflation.



n



Cooperation will prevent unemployment, though inviting the risk of overheating in the recovery process because of an excess labor demand.
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First conclusion



Consumption externality



In a unionized labor market, a centralized and cooperative labor unions will enhance monetary policy performance if the advantage of surprise is not enjoyed. Lower inflation and unemployment will result if the labor market response is negotiated beforehand with a union that internalizes the effect of its wage demands on macroeconomic variables. In a small open economy subjected to frequent terms of trade changes, and subsequent policy measures aimed at short-run stabilization, the elements of surprise will be quickly lost. Monetary independence and labor market centralization must thus go hand in hand, given that environment. However, there is a drawback...
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Full employment guarantee and the sharp drop in purchasing power, creates an externality on the consumption decisions. Private agents will, by virtue of perfect foresight, ponder the question of whether to accumulate monetary assets in anticipation of the temporary slump in purchasing power or to simply substitute consumption across time.
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n



Since the devaluation will significantly reduce the real value of monetary assets, especially in terms of imported consumer goods, savings incentives are reversed.



n



Thus, an excess procyclical volatility is created in private consumption.
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Current account dynamics



Business Cycle Dynamics



Current account deficits can be observed in the wake of a transitory and positive export shock. n



The representative consumer will be tempted to use the opportunity provided by a temporary high purchasing power to dissave and spend, even in excess of the windfall that is received. n



The Current Account



The Current Account
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Changes in the trade balance should be countercyclical in order to smooth consumption and counteract the business cycle. n Current account deficits and a negative savings rate after a short-term windfall in the terms of trade, though prior to an adverse shock, reduce welfare and increase economic volatility. n Therefore, private consumption becomes more volatile. n Thus, the policy measures needed to reach a new equilibrium, such as exchange rate alignments, have to be more drastic. n A circle can be created, where expectations of future policy measures lead excess consumption. n In other words, national consensus wage bargaining is subject to the Lucas´ critique. n
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Second conclusion n
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Application to Iceland



The implicit social contract aimed at preserving employment will reduce the incentive to save in anticipation of a temporary income shortfall. This suggests that actions that might seem as prudent, such as organized labor market cooperation to preserve employment, might actually have imprudent effects on the spending and saving decisions of private agents. Moreover, a policy shift such as an entry into a monetary union, might endogenously change the real wage dynamics of in countries. The pending problem of cyclical unemployment in a monetary union might therefore over -estimated.
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