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Introduction1 
The institutional set-up of European Monetary Union (EMU) is 
unique. Monetary policy is centralised at the supranational level, but 
many other policies with macroeconomic impact remain at the 
national level. This decentralised decision-making produces 
externalities, which are not correctly internalised in the decision-
making procedures. The problem is not new and has received some 
attention with respect to fiscal policy.2 It is much less regarded in the 
field of wage bargaining, presumably because markets are supposed 
to work efficiently. But experience reported in this paper shows that 
labour markets remain local markets and wage bargainers behave as 

                                                 
1 I thank my colleagues at CER, notably Francesca Pancotto and Filippo Pericoli for 
research assistance and Ulrich Fritsche for useful comments. All mistakes are mine. 
2 S. Collignon, ‘Is Europe Going Far Enough? Reflections on the EU's Economic 
Governance’, (2004) 11(5) Journal of European Public Policy, pp. 909-925; id., ‘Fiscal 
Policy and Democracy’, paper presented at the Monetary Workshop, Österreichische 
Nationalbank, Vienna, 2004, published as ÖNB Discussion paper No. 4, November 
2004; id., ‘The European Republic. Reflections on the Political Economy of a Future 
Constitution’, The Federal Trust for Education and Research, London, 2003. 
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if they are unaware of the fundamental regime change that took place 
with the introduction of the euro. In 1999 the German EU presidency 
set up the Macroeconomic Dialogue (MED), also called the Cologne 
Process, which was an attempt to focus policy maker’s minds on the 
issue of wage bargaining externalities. But, I argue, it has failed, 
because it has remained an exclusive, secretive and confidential elite 
process. In order to prevent the risk of unsustainable tensions in the 
Monetary Union, wage bargaining must become part of the European 
public sphere. 
 
Judged against the initial promise, the first decade of EMU has been a 
success: price stability has been maintained, the aggregate budget 
deficit reduced, and even if economic growth has been lower than in 
the previous decade, over 18 million new jobs have been created with 
unemployment falling from 10 per cent to 7.1 per cent. However, 
these favourable developments stand on weak foundations. In June 
and July 2008, inflation rose to four per cent. Subsequently, the 
world-wide financial crisis has pushed EMU into its first recession 
and inflation was down to 1.6 per cent in December. But the effects of 
the recession have hit member state economies unequally because of 
different positions of competitiveness and relative unit labour costs. 
High public debt and current account deficits, which are re-enforced 
by low competitiveness, restrain the margins for discretionary 
macroeconomic policies. Wage increases in the euro area have been 
moderate overall, but national divergences in unit labour costs (ULC) 
remain an important and underestimated factor for the long-term 
success of Europe’s single currency.  
 
The ECB is rightly concerned with aggregate wage and price 
developments in the euro area. It has frequently warned that 
temporary price shocks must not spill over into higher wages. The 
peak organisations of European social partners have agreed with the 
ECB on this point, but they have also insisted that the central bank 
must respond to voluntary wage restraint with growth-
accommodating monetary policies.3 Yet, wages are not negotiated by 

                                                 
3 European Trade Union Confederation (ETUC), ‘Europe Needs a Better Monetary 
Policy Regime’, Resolution adopted by the ETUC Executive Committee in their 
meeting held in Brussels on 06-07 June 2006. Available at 
<http://www.etuc.org/a/2460 >. 
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peak organisations, but in firms or industries at the national level and 
actual wage bargains pay attention not to European guidelines but to 
local economic conditions. Some countries – primarily Germany – 
exercise competitive wage restraint, others increase salaries to 
compensate for national inflation. As a consequence, unit labour cost 
levels diverge, and competition is distorted in the single market.4 The 
European Central Bank (ECB) cannot prevent these developments, as 
it has a mandate to maintain price stability for the euro area as a 
whole. High-cost countries are, therefore, able to free-ride on the 
wage restraint of others, because monetary policy cannot sanction 
them. But enduring divergences in ULC are unsustainable. In a non-
cooperative environment, adjustment will ultimately take place 
through loss of market share, de-localisations and higher regional 
unemployment, although it will take a long time until these effects 
will have corrected existing distortions.5 In a cooperative framework, 
these welfare costs could be reduced by making agreements that keep 
national wages in line with the ECB’s inflation target and taking into 
account initial disparities. In order to correct distortions in the euro 
area, these agreements ought to be symmetrical between member 
states: countries with excessive wage restraint must raise nominal 
wages, while high wage cost countries must bring them down.  
 
The evidence for such nominal adjustment will be closer examined. 
Section one will cover the ‘vertical’ interaction between aggregate 
wage costs with monetary policy. Section two deals with the 
‘horizontal’ developments in relative unit labour costs with respect to 
different member states. Section three seeks to find evidence for a 
long run tendency of unit labour cost convergence to the European 
inflation target. Finally, a discussion of policy issues is presented. A 
loose framework for coordinating wage bargaining and monetary 
policy exists at the European level in the form of the MED. It is based 
on the principle that macroeconomic policy makers (finance ministers 
and ECB), and those responsible for wage formation (employers and 
trade unions) should have a proper understanding of each others 

                                                 
4 The European Commission expressed concern about unsustainable divergences in 
competitiveness and current account balances, see European Commission, 
‘Competitiveness Developments within the Euro Area’, Quarterly Report on the Euro 
Area (2009) 8 (1). 
5 O. Blanchard, ‘Adjustment Within the Euro. The Difficult Case of Portugal’, 11 
November 2006. Available at <http://econ-www.mit.edu/files/740>.  
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positions and constraints, so that the interaction between wage 
developments, fiscal and monetary policies are conducive to non-
inflationary growth.6 But has it worked? In section four, I will discuss 
the problems of the European wage bargaining system and draw 
some conclusions for the necessary reform of the MED. 
 

The interaction between aggregate unit labour 
costs and monetary policy 
The golden rule of wage bargaining 
The EMU is founded on the principle that good money reflects stable 
prices. The ECB has redefined price stability in 2002 as a rate of 
inflation measured by the Harmonised Index of Consumer Prices 
(HICP) ‘below but close to two per cent over the medium term’.7 The 
HICP combines data from national consumer price indices. Above-
average price increases in one country must therefore be mirrored by 
below-average inflation elsewhere.  
 
Price stability implies stable unit labour costs. One of the most widely 
accepted models for explaining inflation is the expectation-
augmented Philips-curve model, whereby stable inflation 
corresponds to some equilibrium in the employment level.8 It can be 
represented by a system of equations,9 where the price level is 
determined by a markup over unit labour costs (i.e. productivity-
adjusted wage costs) and supply and demand shocks. The NAIRU 
model makes the price and wage setting equations explicit and 
explains inflation by inconsistent claims to income shares for wages 

                                                 
6 European Commission, 2008. Macroeconomic Dialogue (MED), downloaded 1 
September 2008. Available at <http://ec.europa.eu/economy_finance/eco_research 
/eco_research8355_en.htm>. 
7 ECB, ‘The Definition of price stability’ 2008, available at  <http://www.ecb.int/ 
mopo/strategy/pricestab/html/index.en.html>. 
8 R. J. Gordon, ‘Price Inertia and Policy Ineffectiveness in the United States, 1890-
1980’, (1982) 90 Journal of Political Economy, pp. 1087-1 117; id., ‘Understanding 
Inflation in the 1980s’, (1985) 85 Brookings Papers on Economic Activity, pp. 263-99: id., 
‘The Role of Wages in the Inflation Process’, (1988) 78 American Economic Review, pp. 
276-83: D. J. Stockton and J. E. Glassman, ‘An Evaluation of the Performance of 
Alternative Models of Inflation’, (1987) 69 The Review of Economics and Statistics, pp. 
108-17; K. H. Ghali, ‘Wage Growth and the Inflation Process: A Multivariate 
Cointegration Analysis’, (1999) 31(3) Journal of Money, Credit and Banking, pp. 417-431.  
9 For reasons of space, I do not reproduce the equations here. Ghali, supra, note 8 
gives a good synthesis. 
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and profits.10 Note, however, that the wage share is identical to real 
unit labour costs, from where nominal price and wage setting targets 
can be derived.11 Assuming that the markup is stationary and 
demand and supply shocks have zero means, the price level will in 
the long run reflect developments in unit labour costs.12 In most 
models nominal wages are set as a function of expected inflation plus 
labour productivity, adjusted by a variable for labour market 
tightness, and monetary authorities manage inflation expectations. 
The central bank’s success in keeping prices stable then depends 
largely on its reputation and credibility with wage setters. An 
independent and conservative central bank will not accommodate 
price inflation, and wage bargainers take this into account, so that 
unit labour costs and prices conform to the inflation target. In this 
section, I will look at the underlying tendencies behind aggregate 
unit labour cost developments in the euro area. 
 
With the advent of the EMU, a number of authors13 have focussed on 
the interaction between wage bargaining and monetary policy.14 

                                                 
10 R. Layard, S. Nickell and R. Jackmann, The Unemployment Crisis, Oxford, Oxford 
University Press, 1994. 
11 ULC=wL/y, where w is the wage rate, L the hours worked and y is output. Because 
productivity is y/L, nominal ULC are equal to nominal wages divided by 
productivity. Real unit labour costs are nominal wages deflated by the price level 
RULC=wL/Py which is the same as the share of wages in GDP. 
12 For empirical evidence, see Ghali, supra, note 8. 
13 O. Sievert, ‘Geld das man nicht selber herstellen kann. Ein ordnungspolitisches 
Plädoyer für die Europäische Währungsunion‘, in P. Bofinger, S. Collignon and E. -
M. Lipp (eds) Währungsunion oder Währungschaos; Was kommt nach der D-Mark?, 
Wiesbaden, Gabler Verlag, 1993, at pp. 13-24; P. A. Hall and R. J. Franzese Jr., ‘Mixed 
Signals: Central Bank Independence, Coordinated Wage Bargaining, and European 
Monetary Union’, (1998) 52(3) International Organization, pp. 505-535; P. A.  Hall  and 
R. J.  Franzese, ‘Mixed Signals: Central Bank Independence, Coordinated Wage 
Bargaining, and European Monetary Union’, (1998) 52 International Organization, pp. 
505-535; D. Soskice and T. Iversen, ‘Multiple Wage Bargaining Systems in the Single 
European Currency Area’, (2001) 28 Empirica, pp. 435–456; P. Mooslechner and M. 
Schürz, ‘The Interaction of Wage Bargaining Institutions and an Independent Central 
Bank – A Methodological Reflection on Current Theories’, (2001) 28 Empirica, pp. 
487–506; A. Cukierman and F. Lippi, ‘Labour Markets and Monetary Union: A 
Strategic Analysis’, (2001) 111(473) The Economic Journal, pp. 541-565; S. Collignon, 
‘Unemployment, Wage Developments and the European Policy Mix in Europe’ 
(1999) Empirica, pp. 259-269; id., Monetary Stability in Europe, London, Routledge, 
2002.  
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There is now some sort of ‘overlapping consensus’15 that in models 
with perfectly competitive labour markets, low inflation is achieved 
by stable money supply. In oligopolistic markets, where firms have 
market power, an independent, conservative central bank is needed 
in order to proactively resist pressures from wage and price setters. 
The tension of inconsistent wage claims by workers and firms is then 
resolved by changes in unemployment. If monetary authorities 
would accommodate higher wages claims, the adjustment variable 
would be inflation. 
 
Calmfors et al.16 have argued that inconsistent claims depend on 
labour market structures. Inconsistencies are less likely in highly 
decentralised or highly centralised labour markets, so that an 
inverted U-shaped curve relates inflation and unemployment to an 
index for centralised wage bargaining.17 Subsequently, the argument 
was extended to other institutional arrangements. Coordinated 
sectoral wage bargaining can lead to the same economic outcome as 
centralised bargaining.18 Hall and Franzese19 showed that 
coordinated wage bargaining will produce Pareto-superior forms of 
equilibrium behaviour, provided that the central bank signals 
credibly to wage bargainers that it will maintain price stability and 

                                                                                                                   
14 Mooslechner and Schürz explain that these theories do not form a unified 
paradigm, see supra, note 13. 
15 Overlapping consensus is a term coined by J. Rawls, ‘The Idea of an Overlapping 
Consensus’, (1987) 7(1) Oxford Journal of Legal Studies, pp. 1-25. It refers to how 
supporters of different comprehensive doctrines can agree on a specific form of 
political organization. I use it here to emphasize that different economic schools have 
come to a similar conclusion. 
16 L. Calmfors, J. Driffill, S. Honkapohja and F. Giavazzi, ‘Bargaining Structure, 
Corporatism and Macroeconomic Performance’, (1988) 3(6) Economic Policy, pp. 13-
61. 
17 R. B. Freeman, however, argues that the inverse U relation was a transitory historic 
phenomenon and has now disappeared, see ‘Labor Market Institutions Around The 
World’, NBER Working Paper 13242, 2007. Available at <http://www.nber.org/ 
papers/w13242>. 
18 D. Soskice, ‘Wage Determination: the Changing Role of Institutions in Advanced 
Industrialized Countries, (1990) 6(4) Oxford Review of Economic Policy, pp. 36-61; C. N. 
Teulings and J. Hartog, Corporatism Or Competition? Labour Contracts, Institutions and 
Wage Structures in International Comparison, Cambridge, Cambridge University Press, 
1998. 
19 P. A. Hall and R. J. Franzese Jr., ‘Mixed Signals: Central Bank Independence, 
Coordinated Wage Bargaining, and European Monetary Union’, (1998) 52(3) 
International Organization, pp. 505-535. 
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that wage bargainers integrate this message into their settlements. 
These models would explain good performances in economies with 
highly decentralised and highly centralised wage bargaining. But 
they announce potential trouble in Euroland, because national wage 
setting is far from the competitive ideal, and the degree of 
coordination for the euro area as a whole is lower than in most 
member states. However, I will show below that the standard 
indicators for labour market conditions are not very significant in 
explaining diverging unit labour costs in the euro area. 
 
Unit labour costs depend on nominal wages, productivity and 
variations of economic growth. The ECB has frequently warned 
against nominal wage settlements leading to inflation.20 Even more 
frequently social partners and politicians demand monetary 
authorities to do more for growth. Both demands are linked to 
productivity. If the ECB’s inflation target is 2 per cent over the 
medium term, nominal wages must not increase by more than 2 per 
cent plus the rare of productivity growth. This is the ‘golden rule’ of 
wage bargaining in Europe that allows the ECB to support growth. 
The rule was adopted by the MED as a formal policy guideline for 
social partners.21 Yet, the golden rule is not without problems. 
Productivity varies with economic growth and between different 
sectors or countries. It is generally higher in manufacturing than in 
services or in the public sector. It can be expected to grow faster in 
countries with low per capita income as they are catching up with 
more advanced countries. If regional productivity in less developed 
regions is catching up with leading ones, money wages in Europe’s 
poorer regions can rise rapidly without unit labour costs rising and 
becoming inflationary. This logic has supported the European social 
model in the past, when productivity was growing rapidly, but it is 
now undermined by stagnating productivity in several member 
states, notably Italy and Spain. 
 

                                                 
20 See for example, J. C. Trichet, ‘Hearing at the Economic and Monetary Affairs 
Committee of the European Parliament’, introductory statement by Jean-Claude 
Trichet, President of the ECB, Brussels, 10 September 2008. Available at 
<http://www.ecb.int/press/key/date/2008/html/index.en.html>.  
21 European Commission, 2005. ‘Communication To The Spring European Council: 
Working together for growth and jobs’, available at <http://ec.europa.eu/ 
employment_social/key_en.html >.  
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So, which measure of productivity is to be used for the golden rule? 
Aggregate or sectoral or regional productivity? If sectoral rates are 
used, low productivity sectors would see their nominal wages 
stagnate relative to the high performing sectors. The golden rule 
would increase nominal wage dispersion and inequalities across 
sectors and regions, posing problems of economic and social 
cohesion. If aggregate productivity is the reference for wage setting, 
low productivity sectors would loose competitiveness and ultimately 
disappear. This may be a form of Schumpeterian ‘creative 
destruction’, but if the differences are too large, the social costs would 
be very high.  
 
With flexible labour markets these distortions would be temporary 
and labour mobility would ensure that workers are employed where 
their marginal productivity is highest. The demand for labour 
depends on unit labour costs, for they determine the relative 
competitiveness of firms. The supply of labour depends on the 
purchasing power of nominal wages, because people work for what 
money can buy. If the supply side of the labour market is sufficiently 
flexible, workers will move to the highest wage on offer and a single 
wage (per skill group) will prevail in the economy. Thus, nominal 
wage convergence is a sign of labour market flexibility on the supply 
side, but a similar result could be obtained by centralised wage 
bargaining. On the demand side, the convergence of unit labour cost 
is a sign of competitive goods markets. If firms operate in a 
competitive environment, they can only offer a nominal wage that 
takes into account their relative productivity levels. If labour and 
goods markets are both competitive, low-productivity firms will 
disappear, and productivity will converge. However, this 
convergence process can be painful, particularly if low productivity 
firms are regionally clustered. Nominal wage dispersion can then 
keep less productive firms alive and contribute to unit labour cost 
convergence without productivity adjustment.  
 
In the European Union labour mobility and social cohesion and 
solidarity are generally higher within nations than between them.22 

                                                 
22 H. Krieger and E. Fernandez, ‘Too Much or Too Little Long-Distance Mobility in 
Europe? EU Policies to Promote and Restrict Mobility’, European Foundation for the 
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Nominal wages have therefore a higher degree of homogeneity at the 
national level. Given the different levels of economic development, 
European wage bargaining is dominated by national productivity 
and inflation rates, and significant wage differentials persist. 
Economic cohesion in the EU requires therefore the convergence of 
productivity, and nominal wages can only converge as a consequence 
of this process. National policies are the main driver in this catch-up 
development, although they will benefit from the support of 
European cohesion policies. But because mobility is imperfect, 
deviations from the golden rule often reflect some degree of sectoral 
and skill differentiation. On the other hand, if wages are not 
sufficiently differentiated by skills or regions, the mismatch between 
labour supply and demand may increase and push up the 
unemployment rates in specific regions and skill groups.23 
 
Table 10.1: Nominal wage gap 

 
Source: The annual macro-economic database of the European Commission 

(AMECO), 2007 
 

                                                                                                                   
Improvement of Living and Working Conditions, 2006. Available at <http://www. 
eurofound.europa.eu/docs/areas/populationandsociety/mobility4paper2006.pdf>. 
23 P. Du Caju, E. Gautier, D. Momferatou and M. Ward-Warmedinger, ‘Institutional 
Features of Wage Bargaining in 22 EU Countries, the US and Japan’, mimeo, 2008. 
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It follows that the golden rule is a general benchmark rather than a 
strict formula for setting wages. In reality few countries adhere to it. 
Table 10.1 shows annual data over the 1999-2007 period. Six euro area 
countries out of 16 have remained below the rule, while 10 have 
exceeded it. Germany, Austria and Finland have shown wage 
restraint significantly below the golden rule. The Southern countries 
Portugal, Greece, Spain and Italy all have exceeded it. But aggregate 
wage increases in the euro area have remained half a percentage 
point behind the Rule and this has helped the ECB’s policy to 
maintain price stability.  
 
Determining unit labour costs 
To understand unit labour cost dynamics in Europe, one must look at 
their components. Figure 10.1 presents the evolution of quarterly data 
for wages, productivity and unit labour cost growth in the aggregate 
euro area over the last decade. 
 

 
Figure 10.1: Wages, productivity and ULC in Euroland 

Source: ECB 
 
The first observation is that since the late 1990s negotiated nominal 
wages have remained remarkably stable. They moved in a range of 2-
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2.9 per cent with a mean of 2.3 per cent and show the lowest standard 
deviation of all variables.24 Second, productivity growth has been 
more volatile. It rose during the early euro-boom and fell after the 
dot-com bubble crisis. It then became negative in the first quarter of 
2002.  

 

Figure 10.2: Economic growth and productivity 
 
The standard deviation was twice as high as for nominal wages. 
Third, as a consequence, unit labour costs have varied more than 
nominal wages. They have been the closely matching mirror image of 

                                                 
24 Long run annual data from the European Commission’s AMECO database reveal 
that nominal wage stability started with European monetary union. The chart below 
shows the range between minimum and maximum wage increases in the Euro-12 
group and the aggregate growth rate in between. 
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productivity. But on average, ULC have increased only by 1.5 per 
cent per annum over the first decade of EMU. Thus, nominal wage 
restraint has contributed to the overall price stability of the euro, 
while changes in unit labour costs are largely driven by variations in 
labour productivity. 
 
If productivity affects ULC, the slowdown in productivity trends has 
narrowed the scope for nominal wage increase and reduced the 
margins for monetary policy, because structural changes in the labour 
market have reduced the long-run non-inflationary growth rate. 
According to a widely held belief, ‘rigid’ job-protecting labour laws 
in Europe used to make it difficult for firms to ‘hire and fire’ staff. 
They resisted reducing employment when growth slowed down. 
Since the mid-1990s, labour market reforms have made the labour 
market more flexible and the long-term relationship between 
economic growth and productivity has been severed. 
 
Figure 10.3 shows the correlation between long-term trends for 
employment, productivity and GDP growth. The top line represents 
the evolution of the long-term elasticity for employment, the lower 
series shows the same for productivity.25 Both employment and 
productivity trends are positively correlated with potential output 
(the two curves are upward moving). In the mid-1990s (1996Q1) 
labour market reforms shifted the employability of workers 
structurally up and productivity down. After EMU started in 1999, a 
new stable trade-off developed. During the period of economic 
weakness (1999-2003), employment responded less to GDP trend 
growth, than in the second phase when economic growth improved 
(the curve was flatter in the downturn than in the upturn). The fact 
that the slope is much flatter for productivity than for employment 
between 1999 and 2003 is a sign for labour hoarding. This would 
correspond to the ‘rigid labour market’ story. But soon after growth 
started accelerating again, the productivity curve became horizontal. 
This low elasticity of productivity therefore imposes a ‘speed limit’ 
for economic growth around the 2.4 per cent mark.  

                                                 
25 The variables are expressed as logarithmic value and this allows us to interpret the 
slope of the curves as the long run elasticities between economic growth and the two 
other variables. 
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Figure 10.3. Trend growth, productivity and employment 
 
At that point productivity growth stagnates at a rate just below one 
per cent. According to the golden rule, nominal wages should then 
increase by three per cent, employment will grow at 1.4 per cent. 
Higher economic growth will accelerate job creation, provided 
nominal wages do not increase by more than three per cent. 
However, this is unlikely. Economic growth beyond 2.4 per cent 
would rapidly tighten labour markets26 and wages would go up, 
unless some European wage mechanism existed that ensured 
adherence to the golden rule. The ECB is then obliged to raise interest 
rates to quell inflation and abort further economic growth. This 
analysis poses two questions: first, how can trend productivity be 
increased? The Lisbon Strategy was Europe’s political response, but it 
has failed. I have dealt with this issue earlier27 and will not pursue it 
here. Second, how can nominal wage increases be tied to the golden 
rulepermanently? In a flexible labour market, where wages rise as 
unemployment falls (the Phillips curve logic), the Rule is 
unsustainable. Nevertheless, our data show that ULC increases have 

                                                 
26 Because the Euroland’s labour force has grown by one per cent, unemployment has 
in fact started to come down in recent years, but ULC have not increased for reasons 
explained below. 
27 S. Collignon and C. Paul, Pour la République européenne, Paris, Odile Jacob, 2008. 
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remained below the inflation target of two per cent. It will be shown 
below that the benign developments of recent years are the 
unintended consequence of compensating national wage strategies. 
There is no policy mechanism that guarantees adherence to the 
golden rule. What will be observed in the next section is that 
aggregate realisations of the golden ruleare achieved by regional 
divergences and ‘rotating slumps’,28 whereby unit labour costs in 
booming economies overshoot the average and will get corrected 
subsequently by drawn out slumps. 
 
This analysis has important policy consequences. Although monetary 
policy is not neutral with respect to economical growth and 
employment, the range within which it can affect real variables is 
very limited: cutting interest rates to stimulate growth and reduce 
unemployment is not a viable long term strategy for Europe, cutting 
taxes neither. Instead the focus must be on improving labour 
productivity by raising the capital-labour ratio and total factor 
productivity in order to improve growth, employment and wages in 
the long run. This is a more complex analysis than the ‘dialogue de 
sourds’, where the ECB exhorts social partners to avoid ‘second 
round effects’, while trade union complain that wage moderation has 
not sufficiently been rewarded by expansionary monetary policies.29  
 

The dynamics of relative unit labour costs 
Regional divergences 
Figure 10.1 and footnote 24 show evidence for remarkable nominal 
wage restraint in Euroland, but the phenomenon has been 
widespread across OECD countries. Some authors have called it the 
‘Great Moderation’.30 One explanation for this stability is the effect of 

                                                 
28 O. Blanchard, A Macroeconomic Survey of Europe, mimeo, 2006. 
29 A. Watt, ‘Can Reform of the Macroeconomic Dialogue Improve Macroeconomic 
Policy-Making in Europe?’, in E. Hein, T. Niechoj, T. Schulten and A. Truger (eds) 
Macroeconomic Policy Coordination in Europe and the Role of the Trade Unions, Brussels, 
ETUI and WSI, 2005. 
30 M. McConnell and G. Perez-Quiros, ‘Output Fluctuations in the United States: 
What Has Changed since the Early 1980s?’, (2000) 90 American Economic Review, pp. 
1464-76; O. Blanchard and J. Simon, ‘The Long and Large Decline in U.S. Output 
Volatility’, (2001) 1 Brookings Papers on Economic Activity, pp. 135-64. 



The failure of the macroeconomic dialogue 441
 
globalisation and Europeanisation on wages,31 which has driven 
down the wages of unskilled relative to skilled workers. The opening 
of markets has simultaneously increased the rate of substitution 
between goods produced in different countries. This makes it difficult 
to raise real wages for unskilled workers in the tradable goods 
sectors, because imports compete with local production. As a 
consequence, profit margins have improved and the aggregate wage 
share has fallen in most industrialised countries. Figure 10.4 provides 
some evidence.32  
 
Over the last decade, the wage share has fallen significantly in 
Germany, Austria and Belgium; it has remained stable in most of the 
Southern countries with the exception of Spain. If European workers 
and trade unions seek to redress this distributive imbalance by 
pushing wages up, something that Hahn and Solow33 have called the 
‘justice motive’, higher labour costs will translate into more 
unemployment because imports from low wage countries replace 
local products. These labour cost increases do therefore not cause 
higher inflation; instead, the growing unemployment will reduce the 
weight of sectors exposed to international competition and this 
explains the fall in the aggregate wage share.34 Workers, therefore, 
have a choice of trading higher real wages in for job security. Wage 
restraint in Europe would then indicate a preference for employment 
security.35  
 

                                                 
31 C. Bean, ‘Globalisation and Inflation: Bank of England’, (2006) Quarterly Bulletin 
Q4, pp. 468-475. Available at <www.bankofengland.co.uk/publications/speeches/2006/ 
speech287.pdf>; C. Borio and A. Filardo, ‘Globalisation and Inflation: New Cross-
Country Evidence on the Global Determinants of Domestic Inflation’, BIS Working 
Papers 227, 2007, May. 
32 The shaded lines show the end of Bretton Woods in 1971, the creation of EMS in 79, 
and the ERM crisis in 1991/2. 
33 F. Hahn and R. Solow, A Critical Essay on Modern Macroeconomic Theory, Oxford, 
Blackwell, 1995. 
34 A. De Serres, S. Scarpetta and C. De La Maisonneuve, ‘Falling Wage Shares in 
Europe and the United States: How Important is Aggregation Bias?’, (2001) 28 
Empirica, pp. 375–400. 
35 To avoid misunderstandings: the trade-off is between real wages and job security 
and not between real wages and lower unemployment. I may accept to see my real 
wage reduced, while others may still loose their jobs. 
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Figure 10.4: Adjusted wage share 

Source: AMECO 
 
However, not all workers are subject to the pressures of globalisation 
and Europeanisation. In the non-tradable goods sector, firms are less 
exposed to international competition. They have market-power in 
price setting and this facilitates the accommodation of higher wage 
claims. But because of the relative homogeneity of nominal wages, 
sectoral wage increases spill over into national unit labour costs and 
will increase the euro area’s wage heterogeneity. 
 
Figure 10.5 shows the evolution of unit labour cost levels expressed in 
a common currency (ECU and euro) since 1980. Calculating level 
differences is controversial. The European Commission uses an index, 
which has the same value of 100 for all member states in the base 
year. However, such index makes it impossible to assess distortions 
in relative cost levels. This is better judged by real unit labour costs, 
i.e. by relative wage shares. A country with a below-average wage 
share is likely to yield higher profits and be more competitive. For 
this reason, I have adjusted the ULC-levels to the wage share in 2000.  
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Figure 10.5: Unit labour cost levels (2000 = adjusted wage share) 

Source: Ameco 
 
ULC are calculated as the ratio of total remuneration of employees to 
real GDP using the GDP deflator with 2000 as the base year.36 Thus, 
in the year 2000 nominal unit labour costs and real unit labour costs 
(i.e. the wage share are the same. In other words, the unit labour cost 
levels in 2000 reflect the relative position of profit margins in the 
member states, one year after the Monetary Union started. But, 
because total remuneration does not take into account the share of 
self-employed work remuneration, the ratio of total remuneration per 
employee divided by real GDP does not reflect the adjusted wage 
share indicated by Figure 10.4. However, the adjusted wage share is 
the best indicator for profit margins in the economy (see footnote 34). 
If one wants to estimate the diversion of ULC-levels by the 
differences in profit margins, one must take into account the 
structural variations in self-employed labour in the member state 
economies. I have therefore re-scaled the 2000 data to account for the 

                                                 
36 These time series were constructed with annual data from AMECO 2008 data bank.  
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difference of the real unit labour costs and the adjusted wage share.37 
The result is shown in Figure 10.5. Note that prior to 1999, ULC-levels 
are subject to exchange rate variations. 
 
Before the start of the Monetary Union, there was significant shifts in 
relative unit labour costs caused by exchange rate realignments 
during the ERM crisis in 1992-3. While devaluations in Italy, Spain, 
Portugal and Greece brought labour cost levels below the Euro-
average, Germany, Austria and Belgium became seriously 
overvalued as a mirror image. Thus, nominal exchange rate flexibility 
did not only eliminate distortions, but it actually created new ones. 
However, by the late 1990s, these distortions were at least partially 
corrected. By the time EMU started, Portugal had already the lowest 
profit margins in the euro area, and it has unabatedly persisted with 
high unit labour cost increases until today. Spain, Greece and Italy 
have also had rapid increases in ULC, moving from below-average to 
above-average labour cost levels. Today, Spain, Portugal and Greece 
are the most expensive labour locations in Europe (Luxemburg with 
its high banking concentration is considered as a special case). The 
opposite is true for Germany. It first kept ULC stable in nominal 
terms, while they were rising in the euro area; unit labour costs then 
actually fell in absolute terms after the Hartz-reforms started to bite. 
Today Germany is the cheapest labour cost location in the euro area. 
Finland devalued during the severe adjustment crisis after the Soviet 
Union, previously a prime trade partner, collapsed in the early 1990s. 
Contrary to Southern countries, Finland has maintained this initial 
competitive advantage. Austria has followed the German wage 
trajectory until Germany started to go against the stream of all the 
other euro member states.  
 
The overall picture is one of significant diversity in unit labour cost 
levels and a cursory look at Figure 10.5 indicates that the divergences 
have increased since the mid-2000 decade. A precise measure of these 
divergences is so-called  -convergence, which measures the 
dispersion of unit labour cost levels across the euro area.38 Figure 10.6 

                                                 
37 The time series was multiplied by the scalar of the adjusted wage share divided by 
the unit labour cost in 2000.  
38 R. J. Barro and X. Sala-i-Martin, Economic Growth, 2nd ed., Cambridge, MIT Press, 
2004. 
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shows the cross sectional variance of the log of ULC levels within the 
group of 12 euro members. During the flexible exchange rate period 
after the breakdown of Bretton Woods, the dispersion of unit labour 
costs has varied rapidly and frequently; it has slowed down after the 
creation of the European monetary system in 1979, but then increased 
again when the EMS entered its ‘hard’ phase with fewer exchange 
rate adjustments in the late 1980s. Distortions were corrected after the 
ERM crisis in 1992/3 and ULC dispersion was stabilised during the 
first few years of Monetary Union. However, after 2004 the variance 
started to increase again, indicating rising tensions in relative 
competitiveness in the euro area. As will be shown below, it may not 
be a coincidence that this rising divergence occurred when German 
ULC levels started to fall. 
 

 

Figure 10.6: Dispersion of ULC in the euro area 
 
Figure 10.7 shows the HP-filtered times trends for ULC-inflation. 
Because the HP-filter is sensitive to the final time series data, the 
Commission’s forecasts for 2009 and 2010 have been included.39 The 
shaded bloc shows the trend data on the actual realisations of the first 
decade of EMU. ULC inflation for the area as a whole has remained 
below the ECB target, although it has started to approach the two per 

                                                 
39 Data from AMECO, 2008 
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cent mark at the end of the decade. Only Germany, Austria and 
Finland (until recently) have kept the increases of ULC below the 
euro-average; in Germany they were even negative. Greece, Italy, 
Ireland, Spain and Portugal all had above average wage inflation.  
 

 
Figure 10.7: Unit labour cost inflation trends. HP-filtered data. 

Source: AMECO  
 
But while wage inflation trends have been accelerating in Greece and 
Italy, they were inverted in Ireland, Spain and Portugal. The 
structurally higher wage increases in Greece, Spain and Portugal may 
be due to the Balassa-Samuelson effect,40 but Portugal is an example 
that catch up-countries can also converge downwards to lower wage 
inflation. Note, however, that Portugal still has to bring ULC-inflation 
further down, presumably by accelerating productivity, in order to 
reduce its uncompetitive cost levels. The other member states (France 

                                                 
40 The Balassa-Samuelson effect assumes that productivity increases in the tradable 
sector, but not in the closed sector. When wages follow aggregate productivity in the 
economy, the average inflation is higher than in the tradable sector, without the latter 
loosing competitiveness. See also below. 
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and Benelux) have converged to a trend that is close to the Euroland 
average and the ECB target. One may conclude that the South of 
Euroland (Greece, Italy, Spain, Portugal and Ireland) has had a 
tendency to push aggregate unit labour costs up above the ECB 
inflation target, while the north (Germany, Austria and Finland) have 
kept them down. France, as usual, is the Weltkind in der Mitten.41 If 
this was a persisting structural feature, it would be worrisome: north 
and south would drift apart, with the south becoming increasingly 
less competitive. If unchecked, such development could ultimately 
lead to the breakup of EMU. 
 
ULC in tradable and non-tradable sectors 
How can one explain the increasing dispersion of unit labour costs? 
Clearly, there are obstacles to a rapid and perfect convergence of unit 
labour demand to the competitive equilibrium. Given that the 
differences are national, the lack of flexibility must be grounded in the 
insufficient adjustment of national wage settlements to the aggregate 
euro-equilibrium. In fact, wages are determined by nationally-
defined systems of collective bargaining without significant cross-
border cooperation.42 Firms recruit workers in national labour 
markets. Unions are organised nationally by law, and they defend 
their members’ interests with respect to employment and the 
purchasing power of wages in local contexts. Nominal wages are, 
therefore, more homogenous within countries. But national wage 
levels reflect averages over different sectors with different 
productivities and different nominal wage contracts. One of the most 
important sectoral distinctions is between tradable and non-tradable 
goods. It is usually assumed that productivity grows faster in the 
tradable sector due to economies of scale and technological 
competition. Trade unions have little wage setting power in the open 

                                                 
41 These groupings concord broadly with the convergence clusters for CPI inflation 
found by Busetti et al., which covered a shorter period, 1998-2004 and put France in 
our northern group, while Italy, the Netherlands and Luxemburg are in a medium 
position. See F. Busetti, L. Forni, A. Harvey and F. Venditti, ‘Inflation Convergence 
and Divergence Within The European Monetary Union’, ECB Working Paper Series 
No. 574, January 2006.  
42 D. Soskice and T. Iversen, ‘Multiple Wage Bargaining Systems in the Single 
European Currency Area’, (2001) 28 Empirica, pp. 435–456; T. Schulten, ‘A European 
Solidaristic Wage Policy?’, (2002) 8 (2) European Journal of Industrial Relations, pp. 173-
196. 
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sector of the European economy, but they keep such power to some 
degree in the non-tradable sector. They can, therefore, increase 
nominal wages more than productivity in the closed sector and unit 
labour costs in the non-tradable sector rise faster. This rise is often 
associated with the Balassa-Samuelson effect. Strictly, the Balassa-
Samuelson effect assumes that nominal wages are equal in both 
sectors and pegged to the tradable sector, so that in fast growing open 
economies unit labour cost inflation will be high without general loss 
of competitiveness. However, these assumptions reflect a special case. 
As shown, nominal wages are not necessarily the same across sectors, 
nor will they always follow productivity in the tradable sector. If 
nominal wages are diversified across sectors, national wage 
bargainers can choose between two strategies according to their 
different national or political preferences or the institutional features 
of the national wage negotiating process. Assuming that trade unions 
seek to maximise the purchasing power of their membership, these 
two strategies are: 
 
(1) If unions in the tradable sector dominate the negotiating process, 
say through pattern bargaining, they will seek to maximise 
employment by undercutting unit labour costs set by world 
competition. This has been Germany’s economic strategy over the last 
10 years, if not longer. Wage negotiations in the metal sector have 
often set the pattern for all others;  
 
(2) Alternatively, if the non-tradable sector dominates collective 
bargaining, especially public services, unions will seek to maximise 
income by pushing wages in the protected sector above the European 
level. This has occurred in Spain, Portugal and Italy.  
 
The first strategy leads to a fall of national unit labour costs and 
inflation relative to the euro-average; the second strategy leads to 
above average national price and wage inflation. Especially, if 
nominal wage increases are indexed on domestic inflation, rather 
than the ECB inflation target, the two strategies will cause accelerated 
divergence. But at the European level, the two strategies can 
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compensate each other, so that aggregate unit labour costs would 
remain stable. This seems to have been the case in the euro area.43 
Some evidence for the role of the tradable towards non-tradable 
sector is presented in Table 10.2. Unit labour costs have generally 
increased less – or even fallen – in the tradable sectors of 
manufacturing and commerce, transport, communication, while they 
have risen faster in the non-tradable sectors of construction and 
services. Furthermore, the ULC-spread between these two sectors has 
increased notably in the south, but also in France. In Germany and 
Finland ULC, the increases in the two sectors were more 
homogenous. Thus one can conclude that southern wage bargaining 
is more geared at the non-tradable sector where market power is 
distorting competitive equilibria; northern wages are reflecting the 
need to compete in the tradable sector and this has contributed to 
wage restraint. 
 
As I have argued above, labour mobility and considerations of social 
cohesion should prevent large and persistent differentials in nominal 
wages. If the tradable sector dominates wage bargaining and fixes 
monetary wages at the competitive world level, workers would move 
to the non-tradable sector where they could earn higher wages. Total 
employment would rise up to the level where wages and inflation 
accelerate (the NAIRU-level) at which point the central bank would 
raise interest rates and unemployment returns to its natural rate. If 
the non-tradable sector takes the leadership in wage setting, the 
central bank would respond immediately to higher wages by 
tightening money and preventing further employment growth. Either 
way, wages in the tradable and non-tradable sector would converge.  

                                                 
43 W. Carlin and D. Soskice argue that a real depreciation achieved by wage restraint 
would cause a slump in a large country, because low domestic consumption will 
outweigh the demand effects resulting from higher net exports (Macroeconomics: 
Imperfections, Institutions, and Policies, Oxford, Oxford University Press, 2006). In this 
case it would be rational for wage bargaining in large countries (Germany) to focus 
on the non-tradable sector and on the tradable sector in small countries. In reality we 
observe the opposite. Two arguments could explain this paradox: First, we must not 
confuse the tradable sector with the export sector. The tradable sector in countries 
like Germany or Finland for the matter may be significantly larger than in Southern 
Europe. Second wage bargaining is institutionally driven and unrelated to country 
size. For example public sector negotiations may dominate national wage setting, 
because unions are better organized and the private sector is weak and dominated by 
small companies like in Portugal and Italy. 
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Table 10.2: Sectoral unit labour costs, per cent annual change 1999-2005 

 
 
Source: European Commission, KLEMS 
 
But these mechanisms do not work to the same extent in EMU 
because labour mobility is lower and less responsive to regional 
developments.44 A member state dominated by the tradable sector 
can reduce unemployment and increase export market shares by 
undercutting average European unit labour costs. But the subsequent 
adjustment process takes longer than in traditional nation States. First 
of all, the wage cut has deflationary consequences for domestic (and 
non-tradable) consumption and therefore unemployment and the 
competitive price advantage remain persistent. Second, few workers 
would migrate to the non-tradable (often public) sector in another 
country, so that labour supply is less responsive. Similarly, in a 
country where the non-tradable sector leads wage bargaining, above-
average wage increases in one country do not attract a significant 
influx of labour. Hence, all sectoral wages will rise in this country. 
These cost increases can not be sanctioned by the ECB as long as 
aggregate ULC-increases remain compatible with the inflation target, 
which is to say as long as above-average wage increases in one 
country are compensated by lower increases in another member state. 

                                                 
44 This has been the much discussed argument why Europe is not an optimal 
currency area. However, lack of mobility may even be desirable in order to avoid 
hollowing out peripheral regions. The problem is not labour mobility, but 
insufficient flexibility in the adjustment of unit labour costs. 
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In addition, European-wide trade unions, which could ensure social 
and wage cohesion across borders, do not exist and national trade 
unions do not consider the wage dynamics in other countries where 
they have no members. Thus, there is no mechanism, either through 
market pressures or through political processes, which would correct 
small unit labour cost divergences.  
 
These two structural features make the traditional signalling game 
between the independent Central Bank and wage bargainers 
dysfunctional.45 More homogenous wage bargaining would allow the 
Central bank to influence the process. If wage bargainers in all 
Members States had the same objective of creating jobs, they would 
agree to restrain wage claims and the ECB would have to relax 
monetary policy if it is to maintain price stability. If all agreed to 
increase wages, the ECB would respond to accelerating inflation by 
tightening. The interaction would then follow the traditional logic of 
a ‘signalling game’. The main problem of wage bargaining in EMU is 
the co-existence of non-coordinated and contradictory objectives in 
the wage bargaining process. If trade unions disagree how to increase 
purchasing power – some seeking higher wages, some higher 
employment – the signalling game breaks down and regional 
distortions accumulate. There exists a strategic substitutability46 
between tradable and non-tradable sectors that will lead to a short 
term, but unsustainable, Nash equilibrium in wage bargaining, that 
will cause ever greater discrepancies in ULC.  
 
Table 10.3: Pay-off matrix 
    North   

   Up  Down 

South Up 0,0 7,7 

  Down -1, -1 10,5 

                                                 
45 Hall and Franzese Jr., supra, note 19; W. Carlin and D. Soskice, ‘German Economic 
Performance: Disentangling the Role of Supply-Side Reforms, Macroeconomic Policy 
and Coordinated Economy Institutions, (2009) 7 Socio-Economic Review, pp. 67–99. 
46 R. Cooper and A. John have developed the notion of strategic substitutabilities, 
which describes incentive structures for agents who can benefit from doing the 
opposite of what everyone else does. In our case here, however, the diverging 
behaviour is institutionally and not strategically determined (‘Coordinating 
Coordination Failures in Keynesian Models’, (1988) 103 Quarterly Journal of Economics, 
pp. 441–63). 
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The underlying logic can be modelled in a two-country game. 
Assume south plays a non-tradable strategy and seeks higher wages 
more than higher employment. North plays tradable and seeks 
higher employment more than higher wages. In principle, four 
strategies are possible;47 (1) If both players were to push wages up, 
the ECB would raise interest rates with the consequence that neither 
higher employment nor significant wage increases were possible, 
although south would obtain a small temporary benefit; (2) If both 
countries lowered wages, interest rates would come down, so that 
employment would increase in both countries, although the utility of 
this fact would be valued higher in the north than in the south, 
because the non-tradable sector in the south does not gain higher 
income; (3) If north raised wages and south lowered them, the ECB 
would not react, but both would suffer from preference frustration; 
and (4) If north lowered wages and south raised them, the ECB 
would also not react, but both would be satisfied. Table 10.3 indicates 
the payoff matrix. Increasing wages in the south and lowering them 
in the north is the pure strategy Nash equilibrium. 
 
Thus, uncoordinated wage setting in Europe leads to sustained 
divergence of unit labour cost levels in the short run. In the long run 
this is not sustainable. From the point of view of economic theory, 
one would expect that ULC distortions would sooner or later be 
corrected by pressures arising from (un)employment. The question is, 
how long does the process take? How quickly will unit labour cost 
levels revert to the European average? If labour markets are rigid, 
meaning that nominal wages do not respond significantly to relative 
cost differentials between member states, small deviations will 
gradually accumulate until the social costs will be considerable. At 
some point, the political consequences could become highly 
disruptive. If wage bargainers would understand and act on the need 
for reversing discrepancies, they would lower the social adjustment 
costs. Next, evidence for the adjustment speed will be presented, and 
for this purpose, an European error correction mechanism is 
estimated. 
 

 

                                                 
47 Note that both players have different preferences, hence different payoffs. 
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Convergence of European labour costs? 
Estimating the Error Correction Model 
The following section contains some technical detail, which is 
necessary to remove doubt about the empirical evidence. The 
econometrically less well trained reader may jump straight to the 
discussion of table 10.5. Our underlying model is inspired by Dullien 
and Fritsche.48 In a single currency area with competitive markets 
regional unit labour costs cannot diverge for ever. Small deviations 
from the average accumulate to large unit labour cost gaps. The loss 
of competitiveness reduces employment and lowers wage growth. 
The following hypothesis is formulated; the further national cost 
levels drift away from the rest of the euro area, the stronger will be 
the pressures to revert to the European average. This pressure 
increases over time as the ULC-gap is growing and will ultimately 
overshadow short term wage dynamics.49 The logic behind our 
hypothesis resembles the familiar model of beta-convergence. 50 It can 
be formally tested by an Error Correction Model (ECM). It implies 
that there is a long-run equilibrium relationship between ULC-levels 
and a correction mechanism that responds to deviations from this 
equilibrium. How strongly wage inflation responds to cost level 
discrepancy is estimated by the long run speed of adjustment 
coefficient. It should be negative and statistically significant at 
conventional levels. The estimated ECM looks like this: 

11)1, )ln(ln)ln(ln   tiititi ulculculcdculcd   

Where iulc  stands for unit labour costs in country i, and –i stands for 
the euro area without country i. 
 

                                                 
48 S. Dullien and U. Fritsche, ‘Anhaltende Divergenz bei Inflations- und Lohnen-
twicklung in der Eurozone: Gefahr für die Währungsunion?’, (2007) 74(4) 
Vierteljahrshefte zur Wirtschaftsforschung, pp. 56–76; S. Dullien and U. Fritsche, ‘Does 
the Dispersion of Unit Labor Cost in the EMU Imply Long-Run Convergence’, (2008) 
5(3) International Economics and Economic Policy, pp. 269-295. 
49 In fact, inspecting unemployment rates for the Euro-years shows that 
unemployment rose in Portugal from below average to the mean while ULC inflation 
fell. In Italy and Spain, where ULC inflation increased, unemployment fell; in Ireland 
it fell slightly, relative to Euroland, but remained well below 50 per cent of the 
Euroland. By contrast, in Germany unemployment rose from below Euro-average to 
nearly two per cent above (source: AMECO). 
50 Barro and Sala-i-Martin, supra, note 38. 
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I use annual data from the AMECO database of the European 
Commission and calculate ULC-levels as the ratio of total labour 
compensation per employee divided by GDP at 2000 prices. Before 
1999 they are expressed in ECU; after the EMU started, they became 
euro. Using ECU-data implies that earlier changes in unit labour cost 
levels reflect changes in exchange rates. After the start of EMU, there 
are of course no more changes in exchange rates, but only in nominal 
wages and productivity. I start with the annual data for 12 euro area 
member states from 1980 to 2008; then the data set for 1999-2008 is 
resampled, in order to see possible changes in the adjustment 
dynamic after the introduction of the euro. Before estimating the 
model, unit root tests were applied to the data. ULC levels can be 
accepted as being integrated as I(1).  
 
The Engle-Granger Cointegration methodology is used to estimate 
the ECM. The cointegration vector for ULC levels indicates the long-
run equilibrium relation between a country’s unit labour costs and 
those of all other euro member states. This vector was estimated 
without a constant, with constant and with constant plus 
deterministic time trend. A cointegration vector with a constant 
implies that the absolute level difference in our data may be shifted 
by a constant multiple. For example, the adjustment of the wage 
share in 2000 by self-employed workers may cause such a shift. More 
worrisome is a positive deterministic time trend. A positive trend 
indicates that ULCs for a given country are drifting steadily above the 
ULC-level of the other member states, a negative time trend implies 
that they are falling below. In other words the gap is growing steadily 
larger, but the error correction keeps responding in the same linear 
fashion. Obviously, such development cannot last for ever, but if the 
time trend is statistically significant, it has dominated the last three 
decades.  
 
Given the short period and the limited number of observation in our 
example, the cointegration tests were not highly significant. For the 
long run period it is possible to detect a cointegration relationship for 
Belgium and Spain and if one includes a deterministic trend also for 
Greece, Netherlands and Portugal (see Table 10.4). The time trends 
are positive for all countries, except Germany, Austria and Finland, 
three countries which have already been identified as the hard core of 
the Northern bloc. This means, as time goes on, ULC-gaps are 
growing. This is bad news. For Germany, Finland, Ireland, Italy and 
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Spain, cointegration evidence is found at least for the shorter period 
since the start of EMU. These results indicate that it is difficult to 
confirm statistically a significant long-run equilibrium relationship.  
 
Table 10.4: Cointegration test 

 
 
However, this does not necessarily prevent us from estimating the 
error correction model. The Dickey-Fuller test is known to have low 
power, i.e. there is a high probability of accepting the hypothesis of 
no cointegration even if there actually is cointegration. An additional 
approach for assessing cointegration consists in looking at the 
significance (if t-values >|2|) of the error correction coefficient in the 
ECM model. If the coefficient is 0<  <1, negative and statistically 
significant, i.e. its t-value is <-2, then it is justifiable to conclude that 
the two series are cointegrated, even if the DF-tests on residuals fails 
to reject the hypothesis of no cointegration.51 If the adjustment 

                                                 
51 J. Kremers, N. Ericsson and J. Dolado, ‘The Power of Cointegration Tests’, Board of 
Governors of the Federal Reserve System, International Finance Discussion Papers, 
No 431, June 1992. Available at <http://www.federalreserve.gov/pubs/ifdp/ 
1992/431/ifdp431.pdf>.  
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coefficient is significant in the ECM, it means that a time trend 
increases the gap but the reaction to the growing gap remains the 
same. For the shorter EMU period (1999-2008), a long run 
cointegration relation does not exist for Austria and possibly not for 
the Netherlands.  
 
Table 10.5: ECM adjustment coefficients 1980-2008 

 
 
Table 10.5 estimates the ECM for the three cointegration models (1. 
no constant, 2. with constant, 3. with constant and time trend) over 
the 1980-2008 period. Coefficients for the ECM with the first two 
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cointegration equations are only significant in Belgium, the 
Netherlands and Finland. This changes if one adds a time trend to the 
equilibrium relation. Now the adjustment coefficients are significant 
in all countries except Italy and Spain. All coefficients have the right 
sign. The speed of adjustment is highest in Greece, Luxemburg and 
the Netherlands and slowest in Germany. In Greece it takes 15 
months to narrow the gap by 50 per cent, in Germany 40 months. 
Notice also that the short-run dynamics by which national ULC 
respond to changes in other member states (d log EU_country) are 
generally larger than the long term adjustment coefficients. The error 
correction mechanism will therefore only make a difference when the 
gap between ULC-levels has become large. 
 
Did the EMU change the wage regime? 
Our long run estimates include 20 years of exchange rate adjustment 
(1980-1998) in addition to 10 years wage setting in the euro-regime 
(1999-2008). Has the abolition of the exchange rate altered the 
adjustment behaviour? We re-estimated the ECM for the euro decade, 
but the estimates were not reliable. Although the statistical 
significance was high, all adjustment coefficients were larger than -1, 
which does not make sense. We therefore check the estimates by 
performing Chow break tests, which are shown in Table 10.6. 
 

Table 10.6: Chow test 
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We can unambiguously reject the null hypothesis of a structural 
break in all countries, with the exception of Germany. In other words, 
despite the widening deterministic gap in ULC-levels, wage 
negotiations take place as if the possibility of exchange rate 
adjustments were still available. This fact points to serious short 
comings in the wage negotiating arrangements in the Monetary 
Union.  
 
The one country, where we have evidence for a structural break, is 
Germany. Unfortunately, this change has gone in the wrong 
direction: after EMU started, German social partners have become 
less sensitive to the ULC-gap with other euro area member states. 
Although the government cannot interfere with wage negotiations in 
Germany (the principle of ‘Tarifautonomie’), institutional changes 
seem to have affected the German error correction mechanism. Figure 
10.8 shows the recursive estimates of the speed of adjustment. We 
find that for all member states the adjustment coefficients have 
remained stable, but in Germany it has moved up in 2004, at a time 
when the Schröder government started to implement fundamental 
labour market reforms (Hartz IV). The change in the coefficient 
means, Germany is less inclined to correct the growing 
undervaluation of its labour costs than in previous years. But given 
that there is a deterministic trend for German ULC to fall below the 
rest of the euro area, less adjustment will accelerate labour cost 
distortions.  
 
Clearly, this pattern is unsustainable. There are limits to how long 
you can ‘beggar-your-neighbourhood’. But the problem is not just 
that Germany is pursuing aggressive mercantilist wage policies at the 
expense of its European partners.52 The greater issue is that, given the 
large weight of Germany in the euro area, this policy is needed to 
stabilise aggregate unit labour costs for the euro area as a whole, as 
the ECB cannot target national wage settlements since its policy is 
oriented towards European price stability.53 By keeping its costs 
systematically below other member states, Germany is preventing the 

                                                 
52 If the south would copy Germany’s wage restraint, the ECB would have to lower 
interest rates in order to avoid deflation. 
53 F. Traxler, ‘Bargaining, State Regulation and theTrajectories of Industrial 
Relations’, (2003) 9 (2) European Journal of Industrial Relations, pp 141-161, at p. 155. 
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ECB from reacting to excessive wage inflation (i.e. above two per 
cent) in the south. The excessive wage pressures in the south are 
conditional on the un-cooperative wage restraint in Germany. The 
‘signalling game’, whereby the central bank raises interest rates to 
communicate to wage bargainers that they are undermining price 
stability, breaks down. 
 

 
Figure 10. 8: Recursive estimates of adjustment speed 

 

Reforming Euroland’s wage bargaining procedures 
Labour market flexibility 
Our analysis has shown serious shortcomings in the interaction 
between a unified monetary policy and national wage bargaining in 
Europe. I will now argue that the problem is not a lack of labour 
market flexibility in the traditional sense, but that national wage 
negotiators make decisions in the context of incomplete information, 
where cloistered national wage negotiators ignore euro-wide 
externalities.  
 
Flexibility in the labour market has been a reoccurring subject in the 
assessment of EMU. It is the linchpin of the optimum currency area 
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literature. The ECB54 has written: ‘Efficiently functioning labour 
markets are of particular importance for countries participating in the 
Economic and Monetary Union (EMU), because these countries are 
unable to use country-specific monetary and exchange rate policies to 
address asymmetric economic shocks.’ However, it is not entirely 
clear, what the expression ‘efficiently functioning labour markets’ 
means. Convergence to a single nominal wage rate for a given skill 
group would cause havoc because of national differences in 
productivity. Unit labour cost convergence would imply perfectly 
competitive goods markets where workers get paid according to their 
productivity. Presumably, this is what the ECB is concerned with, but 
as our analysis has shown, that can be achieved by removing the 
wage leadership of the non-tradable sector. 
 
Europe is rightly or wrongly famous for its institutionally based 
labour market rigidity, which may prevent the realisation of efficient 
labour market equilibrium. The theory of institutionally induced 
market rigidity could explain why convergence to aggregate 
European ULC is so slow. Let us look at the facts. 
 
Numerous indicators seek to measure the degree of labour market 
inflexibility.55 Table 10.7 shows the correlation between the speed of 
adjustment estimated in Table 10.5 (equation 3) and a number of 
indicators, which are traditionally assumed to represent (national) 
labour market (in)flexibilities. To these traditional variables I have 
added some proxies for ‘open societies’.56 Table 10.7 also indicates the 
p-value for accepting the null hypothesis that the correlation 
coefficient is equal to zero. A negative sign signals that an increase in 
the value of the indicator will be correlated with an increase in the 
value of the adjustment coefficient (which has a negative sign). 
 

 

                                                 
54 ECB, ‘Labour Market Mismatches In Euro Area Countries’, March 2002, available 
at <http://www.ecb.int/press/pr/date/2002/html/pr020311.en.html>. 
55 For recent surveys, see Freeman, supra, note 17; Du Caju et al., supra, note 23; 
OECD, ‘Employment Outlook’, 1997, Paris, available at <http://www.oecd.org/ 
document/37/0,2340,en_2649_201185_31685733_119699_1_1_1,00.html>.  
56 Sources for these indicators are: OECD Employment Outlook, 2004 for labour 
market indicators; European Commission, Ameco 2007 for macroeconomic data; 
Eurobarometer 246, February 2006 for language skills. 
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Table 10.7: Correlation of adjustment and labour market indicators 

 
 
Despite the statistical weakness of the data, the result is surprising. 
Not even one of the typical labour market indicators are significantly 
correlated with the error correction coefficients estimated in Table 
10.5. This is true for OECD labour market indices such as wage 
centralisation and coordination, facility of dismissal, employment 
protection legislation (EPL) or Trade Union density. Collective 
bargaining coverage (CBC) seems to weakly improve the adjustment 
speed. Macroeconomic variables at the national level such as social 
security contributions, the tax burden, GDP per capita, wage shares 
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and their changes (the justice motive) are insignificant. Evidence for 
an impact from unemployment is very weak.  
 
However, to our surprise, the only significant factors relevant for the 
speed of adjustment are the proxies for an open society. The sign for 
the population variable is positive, signalling that the larger a country 
is, the less it is concerned with adjusting its wages to the 
developments in other countries. The importance of international 
broad-mindedness is even more strongly documented by indicators 
for the percentage of people speaking no, one, two or three foreign 
languages or English: a high percentage of exclusively native 
speakers reduces the speed of wage convergence; speaking many 
languages, or at least English, improves it. These variables are a 
reflection of the mechanisms underlying the role of the non-tradable 
sector that we have observed above. Dominance of the non-tradable 
sector in wage bargaining implies focussing on narrow national 
economic conditions, rather than the broader European requirements. 
It is the expression of a bias in favour of the familiar immediate 
environment; it is a form of economic chauvinism, which is matched 
by the narrow-mindedness of closed economies where people only 
communicate with themselves in their own language.57 This result 
points in an interesting direction: rather than focusing on institutional 
reforms in European labour markets, better results may be obtained 
by improving the communicative processes in European wage 
bargaining. What matters may not be the institutional hardware, but 
its software.58  
 
Reforming the MED 
This brings us to the MED. The Cologne European Council in 1999 set 
up the MED as the third pillar of a broader European Employment 
Pact. It intended ‘to improve the conditions for a cooperative macro-
economic policy mix geared to growth and employment while 

                                                 
57 I owe the definition of chauvinism as ‘a bias in favour of the familiar’ to I. 
Ravenscroft, Philosophy of Mind. A Beginner’s Guide, Oxford, Oxford University Press, 
2005, at p. 58. 
58 Freeman, supra, note 17, also found that economic performance in labour markets 
is affected by information, communication and trust. 
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maintaining price stability’.59 Based on economic ideas laid out by 
Collignon and Koll,60 the MED sought to introduce wage and income 
policies into the tool-box of macroeconomic policy. It has been called 
the ‘high point of the euro-Keynesian political approaches’ in the 
neoliberal economic order.61 However, the political motivation was 
less ideological; it was derived from the realisation that a single 
currency area required a unified approach for efficient stabilisation 
policies.62 The idea was to get social partners to agree and coordinate 
their wage settlements with monetary and fiscal policy in order to 
ensure a policy mix in support of high growth and employment 
creation. But due to resistance by the UK government, the notion of 
wage policies was banned from public documents and ECB, careful 
to preserve its independence, only agreed to ‘cooperate’ without 
committing to ex ante coordination. 
 
Table 10.8: Participants of the MED and their level of activity in EMU and the 
EU (without EU-COM)63 

 Monetary policy Fiscal policy Wage setting 
EMU or EU 
level 
(policy dialogue) 

ECB ECOFIN or 
Eurogroup 

European peak 
organisations 
(UNICE, ETUC, 
CEEO) 

National level 
(technical level) 

National central 
banks 

National 
legislators 
(enacting 
national budget 
laws)  

National Social 
Partners 
(decentralised 
wage 
bargaining) 

 

                                                 
59 W. Koll, ‘Macroeconomic Dialogue Development and Intentions', in E. Hein, T. 
Niechoj, T. Schulten and A. Truger (eds) Macroeconomic Policy Coordination in Europe 
and the Role of the Trade unions, Brussels, ETUI and WSI, 2005, pp. 175-212. 
60 Both authors were responsible as civil servants in the German Finance Ministry for 
setting up the MED during the German EU-presidency in 1999, see S. Collignon, 
‘Unemployment, Wage Developments and the European Policy Mix in Europe’ 
(1999) Empirica, pp. 259-269; Koll, supra, note 59. 
61 T. Schulten, ‘A European Solidaristic Wage Policy?’ (2002) 8(2) European Journal of 
Industrial Relations, pp. 173–96. 
62 See S. Collignon, Monetary Stability in Europe, London, Routledge, 2002; id. (ed.), 
European Monetary Policy, London, Cassel Academic, 1997; id., Europe's Monetary 
Future, London, Pinter Publishers, 1994; S. Collignon and D. Schwarzer, Private Sector 
Involvement in the Euro. The Power of Ideas, London, Routledge, 2002.  
63 Adapted from Koll, supra, note 59. 
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The weak political will translated into an institution that imposed few 
constraints and favoured confidential exchanges of policy 
information. As the German presidency put it, ‘in a macroeconomic 
dialogue, based on mutual trust, information and opinions should be 
exchanged in an appropriate manner concerning the question of how 
to design macroeconomic policy in order to increase and make full 
use of the potential for growth and employment’.64 Technically this is 
achieved in a two-level process: first, national monetary and fiscal 
authorities meet with national social partners, and then peak 
organisations of social partners meet with the ECB and ECOFIN. 
 
The Dialogue represents a soft form of policy coordination, which 
resembles the Open Method of Coordination with few constraints. 
The driving political agent is the Economic Policy Committee of the 
Council, not the Commission. As a consequence, partial interest 
rather than the European ‘common concern’ dominates the 
deliberation. It re-enforces chauvinistic policy outcomes in the sense 
described above.65 The outcome is a general ‘understanding’, rather 
than binding commitments. But what guarantees the implementation 
of political ‘understandings’ between participants in the MED? 
Andrew Watt66 has correctly observed: ‘The concrete impact of the 
MED on its participating institutions and on policy making remains 
unclear. In particular, there is currently no way for the MED to send 
‘signals’ to the outside world, which would have a stabilising impact 
on expectations and on the economic developments themselves.’ It 
may therefore not come as a surprise that the normative guidelines 
formulated for wage bargainers such as the golden rule, are not 
respected in member states. They lack the binding force that is 
established when agreements are based on fully informed 
deliberation on collective choices.  
 
Wage agreements in the euro area must take into account European-
wide economic and monetary conditions, including the relative 
competitive positions of national production locations and policy 
reactions by the ECB. But this is not possible, given the strong role of 

                                                 
64 Bulletin 1999, Press and Information Office of the German Federal Government, 
Issue 49, Bonn, August 16, 1999. 
65 See supra, note 57. 
66 Supra, note 29, at p. 252. 
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national wage bargaining institutions. The way to improve on 
Europe’s macroeconomic policies is therefore to broaden the 
communicative processes of wage negotiations and integrate 
European reasons and arguments into the deliberation of national 
wage settlements. How can this be done? 
 
One approach is to make use of the single market and Europeanise 
collective bargaining. An increasing number of firms are nowadays 
operating in the single European market. They have concrete 
knowledge of local production conditions and they have to deal with 
competitive pressures in the European and world markets. 
Increasingly, the information flow in such trans-national European 
companies is supported by European works councils. They offer an 
institutional framework which can potentially underpin cross-border 
bargaining. Although all the EWCs were constituted as information 
and consultation bodies with no formal negotiating role, there have 
been cases where framework agreements have had an impact on 
collective bargaining.67 Firm-specific European wage agreements 
with differentiated cross-border contracts would be able to take into 
account local as well as European conditions of productivity, 
standards of living, working conditions etc. This would broaden the 
constituency for wage negotiations beyond national borders. 
Management would become accountable to a European constituency. 
If these agreements could take on a role as lead negotiations for 
national wage bargaining, it would shift the focus away from non-
tradable sectors to the European wage/price dynamic. This would 
help to accelerate adjustment of potential shocks and distortions. The 
value of such an arrangement does not consist in negotiating a 
unified wage contract, say for European carmakers, but in 
establishing the sector for tradable goods as a benchmark for others.68 
It would require, however, that other sectors, such as public service, 
would accept this wage setting leadership. 
 
Secondly, there is a role for macroeconomic policy. The analysis has 
shown evidence for wage restraint in the euro area, and it cannot be 
                                                 
67 J. Arrowsmith and P. Marginson, ‘The European Cross-border Dimension to 
Collective Bargaining in Multinational Companies’ (2006) 12(3) European Journal of 
Industrial Relations, pp. 245–266. 
68 Du Caju et al., supra, note 23, have pointed out that “pattern bargaining’ can be an 
important source of wage coordination. 
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excluded that the existence of the MED has contributed to it at least to 
some degree. However, the evidence showed few member states 
having followed the Broad Economic Policy Guidelines,69 which were 
inspired by the Dialogue: national wages have not increased in 
accordance with the formula of the golden rule. The reason, here 
argued, is that wage setters take into account national unit labour 
costs rather than European inflation targets, and that they are 
accountable to national audiences and not to a European 
constituency. Partly, this is intrinsic to the nature of negotiating 
national wage contracts, although it is paramount to abolish national 
indexing mechanisms. But it is also true that the confidential nature 
of the MED prevents actual wage bargainers to refer to European 
norms as negotiating constraints, because these norms are only 
known to a small group of insiders. In order to Europeanise the wage 
bargaining process, it would be necessary to open the MED up and 
have a broad general debate about appropriate wage policies. 
 
This leads us to propose a simple reform of the MED. Both levels of 
the Dialogue should be conducted publicly and be submitted to 
permanent public scrutiny. At the national level it would open up 
deliberations for all wage negotiations rather than keeping the focus 
on particular sectors – especially the non-tradable sector. But it would 
also make the transfer to the European level transparent. However, 
deliberation at the second level also needs to be conducted in a public 
sphere. It needs a forum where debate on reasonable macroeconomic 
policies can take place, so that the chauvinistic ‘bias in favour of the 
familiar’ can be overcome. By definition national governments or 
parliaments cannot represent European interest. The only public 
sphere that exists for such purposes is the European Parliament.70 
Hence, the MED should be transferred from the European Council to 
the European Parliament. Given that the Committee on Economic 
and Monetary Affairs auditions the President of the ECB five times a 
year, it would be appropriate that it invites and listens to European 
social partners prior to these auditions and then makes 
recommendations, which integrate monetary, fiscal and wage policies 
in the interest of the objectives of Euroland and the European Union. 

                                                 
69 European Commission, supra, note 21. 
70 S. Collignon and C. Paul, Pour la République européenne, Paris, Odile Jacob, 2008. 
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This would also support the ECB, as its authority depends on the 
public consensus it can build for its policies. 

Conclusion 
The analysis has revealed a lack of convergence in national unit 
labour costs that could potentially threaten the sustainability of the 
euro. The urgency of this problem is masked by the fact that ULC 
developments in the north keep aggregate cost and price levels down, 
so that monetary policy cannot intervene. Institutional reforms in 
national labour markets are unlikely to solve this problem on their 
own. A more promising route for overcoming divergence is 
improving the communicative framework within which national 
wage negotiations take place. Moving the confidential 
Macroeconomic Dialogue from Ecofin to the European Parliament 
may be a first step in this direction. 
 




