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Abstract

European monetary union is unique. Monetary pabagentralised at the
supranational level, but many other policies witachoeconomic impact
remain at the national level. Because price stgbié driven by unit
labour costs, wage bargaining has become Europshmmuth the
creation of the euro. While the experience of #st ILO years has shown
that wage bargaining on aggregate has supportedetaryn policy,
national wage settlements have diverged and ttemnly very weak
evidence of convergence to the euro average. Tdmons are found in
insufficient consideration of the euro-wide macmezmic environment
in national wage bargaining and the absence of gaaoe-wide public
debates on wage setting.

This poses the problem of how to remedy the sinatiClassical
indicators of labour market flexibility do not sedm be relevant. The
Macroeconomic Dialogue was instituted to facilitateacroeconomic
stability. It has failed, largely because of itsafidential nature, which
prevents the emergence of European-wide policybdedtion. It is
suggested that the MED should be transferred fioenGouncil to the

European Parliament.
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The institutional set-up of European monetary un®minique. Monetary policy is
centralised at the supranational level, but mamgpolicies with macroeconomic
impact remain at the national level. This decerteal decision making produces
externalities, which are not correctly internalisedhe decision making procedures.
The problem is not new and has received some ettewith respect to fiscal policy
(Collignon, 2003; 2004, 200a). It is much less rdgd in the field of wage
bargaining, presumably because markets are suppimsasork efficiently. But
experience reported in this paper shows that labwmrkets remain local markets and
wage bargainers behave as if they are unawareedtitftdamental regime change that
took place with the introduction of the euro. IMf@%he German EU presidency set
up the Macroeconomic Dialogue, also called Coldgrecess, which was an attempt
to focus policy makers minds on the issue of wageining externalities. But, |
argue, it has failed, because it has remained alusxe, secretive and confidential
elite process. In order to prevent the risk of stesmable tensions in the monetary

union, wage bargaining must become part of the fi@an public sphere.

Judged against the initial promise, the first decatlEuropean monetary union has
been a success: price stability has been maintaithed aggregate budget deficit
reduced, and even if economic growth has been ldkaar in the previous decade,
over 18 million new jobs have been created withnyoleyment falling from 10% to

7.1%. However, these favourable developments standeek foundations. In June
and July 2008 inflation has risen to 4%. Subsedyethte world-wide financial crisis

has pushed European monetary union into its faséssion and inflation was down
to 1.6 percent in December. But the effects ofrdmession have hit member State
economies unequally because of different positimnsompetitiveness and relative
unit labour costs. High public debt and currentoaiet deficits, which are re-enforced

by low competitiveness, restrain the margins foscditionary macroeconomic

O
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policies. Wage increases in the Euro area have bexterate overall, but national
divergences in unit labour costs (ULC) remain arpanant and underestimated

factor for the long term success of Europe’s sicgleency.

The ECB is rightly concerned withggregatewage and price developments in the
Euro Area. It has frequently warned that tempogaige shocks must not spill over
into higher wages. The peak organisations of Ewanpsocial partners have agreed
with the ECB on this point, but they have also stesil that the central bank must
respond to voluntary wage restraint with growtheammodating monetary policies
(ETUC, 2006). Yet, wages are not negotiated by pegknizations, but in firms or
industries at the national level and actual waggdias pay attention not to European
guidelines but to local economic conditions. Soraentries — primarily Germany —
exercise competitive wage restraint, others in@esalaries to compensate for
national inflation. As a consequence, unit labastdevels diverge, and competition
is distorted in the single markeThe European Central Bank (ECB) cannot prevent
these developments, as it has a mandate to majntiae stability for theEuro area
as a whole High-cost countries are, therefore, able to fide-on the wage restraint
of others, because monetary policy cannot sant¢tiem. But enduring divergences
in ULC are unsustainable. In a non-cooperative renvhent, adjustment will
ultimately take place through loss of market shate;localisations and higher
regional unemployment, although it will take a laimge until these effects will have
corrected existing distortions (Blanchard, 2006).al cooperative framework, these
welfare costs could be reduced by making agreemntbatskeep national wages in
line with the ECB'’s inflation target and takingaraccount initial disparities. In order
to correct distortions in the Euro Area, these egrents ought to be symmetrical
between member States: countries with excessive wegjraint must raise nominal

wages, while high wage cost countries must briegnitidown.

We will look at the evidence for such nominal atljusnt. Section 1 will cover the
“vertical” interaction between aggregate wage cesth monetary policy. Section 2

deals with the “horizontal” developments in relatmmit labour costs with respect to

O
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different member States. Section 3 seeks to findeexce for a long run tendency of
unit labour cost convergence to the European inflatarget. Finally, we discuss
policy issues. A loose framework for coordinatingge bargaining and monetary
policy exists at the European level in the formtloé Macroeconomic Dialogue
(MED). It is based on the principle that macroecuiw policy makers (finance

ministers and ECB) and those responsible for wagadtion (employers and trade
unions) should have a proper understanding for edleérs positions and constraints,
so that the interaction between wage developméatal and monetary policies are
conducive to non-inflationary growth (European Caossion, 2008). But has it

worked? | will discuss problems of the European Wage bargaining system in
section 4 and draw some conclusions for the negesstrm of the Macroeconomic

Dialogue.
1. The interaction between aggregate unit labour costand monetary policy

The Golden Rule of wage bargaining

European monetary union is founded on the prindipd¢ good money reflects stable
prices. The ECB has redefined price stability i92@s a rate of inflation measured
by the Harmonised Index of Consumer Prices (HIGQ#8Idw but close to 2% over
the medium term” (ECB, 2008). The HICP combinesadabm national consumer
price indices. Above-average price increases in coentry must, therefore, be

mirrored by below-average inflation elsewhere.

Price stability implies stable unit labour costsieOof the most widely accepted
models for explaining inflation is the expectat@amgmented Philips-curve model,
whereby stable inflation corresponds to some dmuilm in the employment level
(Gordon, 1982; 1985; 1988; Stockton and Glassm@871Ghali, 1999). It can be
represented by a system of equatidnshere the price level is determined by a
markup over unit labour costs (i.e. productivitytetied wage costs) and supply and
demand shocks. The NAIRU model makes the price waade setting equations
explicit and explains inflation by inconsistentiola to income shares for wages and

profits (Layard, et alt. 1994). Note, however, ttiad wage share is identical to real

O
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unit labour costs, from where nominal price and evagtting targets can be derived.
Assuming that the markup is stationary and demardd supply shocks have zero
means, the price level will in the long run reflegvelopments in unit labour costs
(for empirical evidence see Ghali, 1999). In mosdeis nominal wages are set as a
function of expected inflation plus labour produityi, adjusted by a variable for
labour market tightness, and monetary authoritiesage inflation expectations. The
central bank’s success in keeping prices stable depends largely on its reputation
and credibility with wage setters. An independamd aonservative central bank will
not accommodate price inflation, and wage bargaitegke this into account, so that
unit labour costs and prices conform to the inflatiarget. In this section, | will look
at the underlying tendencies behind aggregate labdur cost developments in the

Euro Area.

With the advent of monetary union, a number of arghhave focussed on the
interaction between wage bargaining and monetalgyp¢Sievert, 1993; Hall and

Franzese, 1998 and 2001; Soskice and Iversen, R0@dslechner and Schiirz, 2001;
Cukierman and Lippi, 2001; Collignon, 1999 and 200Zhere is how some sort of
“overlapping consensuS$that in models with perfectly competitive labouankets,

low inflation is achieved by stable money supply.dligopolistic markets, where
firms have market power, an independent, conservatentral bank is needed in
order to proactively resist pressures from wage price setters. The tension of
inconsistent wage claims by workers and firms ienthresolved by changes in
unemployment. If monetary authorities would accordate higher wages claims, the

adjustment variable would be inflation.

Calmfors and Driffill et alt. (1988) have arguedthnconsistent claims depend on
labour market structures. Inconsistencies are likey in highly decentralised or

highly centralised labour markets, so that an ireeitJ-shape curve relates inflation

O
4 ULC=wLly, wherew is the wage ratd, the hours worked angis output. Because productivityy#., nominal
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and unemployment to an index for centralised waggdining’ Subsequently, the
argument was extended to other institutional amaments. Coordinated sectoral
wage bargaining can lead to the same economic m&as centralized bargaining
(Soskice, 1990; Teulings and Hartog, 1998). Hall &nanzese (1998) showed that
coordinated wage bargaining will produce Paretcesop forms of equilibrium
behaviour, provided that the central bank signatslibly to wage bargainers that it
will maintain price stability and that wage bargas integrate this message into their
settlements. These models would explain good pedoces in economies with
highly decentralized and highly centralized wageghaming. But they announce
potential trouble in Euroland, because national evaggtting is far from the
competitive ideal, and the degree of coordinationthe Euro Area as a whole is
lower than in most member States. However, | wiibw below that the standard
indicators for labour market conditions are not yvesignificant in explaining

diverging unit labour costs in the euro Area.

Unit labour costs depend on nominal wages, prodtictand variations of economic
growth. The European Central Bank has frequentlyne@ against nominal wage
settlements leading to inflati§rEven more frequently social partners and politisia
demand monetary authorities to do more for grobth demands are linked by
productivity. If the ECB’s inflation target is 2%ver the medium term, nominal
wages must not increase by more than 2% plus tleeofaproductivity growth. This
is the “Golden Rule” of wage bargaining in Europattallows the ECB to support
growth. The Rule was adopted by the MacroecononioBQue as a formal policy
guideline for social partners (European Commissikii)5). Yet, the Golden Rule is
not without problems. Productivity varies with eoamc growth and between
different sectors or countries. It is generallyhggin manufacturing than in services
or in the public sector. It can be expected to gfaster in countries with low per
capita income as they are catching up with moreaaced countries. If regional
productivity in less developed regions is catchipgwith leading ones, money wages
in Europe’s poorer regions can rise rapidly withamt labour costs rising and

becoming inflationary. This logic has supported tropean social model in the

O
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disappeared.
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past, when productivity was growing rapidly, buisihow undermined by stagnating

productivity in several member states, notablyyl&id Spain.

So, which measure of productivity is to be usedther Golden Rule? Aggregate or
sectoral or regional productivity? If sectoral e used, low productivity sectors
would see their nominal wages stagnate relatikhachigh performing sectors. The
Golden Rule would increase nominal wage disperaimhinequalities across sectors
and regions, posing problems of economic and socadesion. If aggregate
productivity is the reference for wage setting, Ipmoductivity sectors would loose
competitiveness and ultimately disappear. This rhaya form of Schumpeterian
“creative destruction”, but if the differences ao® large, the social costs would be

very high.

With flexible labour markets these distortions wbube temporary and labour
mobility would ensure that workers are employed reheir marginal productivity
is highest. The demand for labour depends on abdur costs, for they determine the
relative competitiveness of firms. The supply dédar depends on the purchasing
power of nominal wages, because people work fort wigney can buy. If the supply
side of the labour market is sufficiently flexiblprkers will move to the highest
wage on offer and a single wage (per skill group) pvevail in the economy. Thus,
nominal wage convergence is a sign of labour mdikgibility on the supply side,
but a similar result could be obtained by centealizvage bargaining. On the demand
side, the convergence of unit labour cost is a signpompetitive goods markets. If
firms operate in a competitive environment, theg oaly offer a nominal wage that
takes into account their relative productivity lesvdf labour and goods markets are
both competitive, low-productivity firms will disgear, and productivity will
converge. However, this convergence process capab#ul, particularly if low
productivity firms are regionally clustered. Nomiiveage dispersion can then keep
less productive firms alive and contribute to uaibour cost convergence without

productivity adjustment.

In the European Union labour mobility and sociahesion and solidarity are
generally highewithin nations tharbetweenthem (Krieger and Fernandez, 2006)

Nominal wages have therefore a higher degree ofolgemeity at the national level.



Given the different levels of economic developmdfityopean wage bargaining is
dominated by national productivity and inflationtes, and significant wage
differentials persist. Economic cohesion in the fieéquires therefore the convergence
of productivity, and nominal wages can only coneeds a consequence of this
process. National policies are the main driveris tatch-up development, although
they will benefit from the support of European csibae policies. But because
mobility is imperfect, deviations from the GoldewlR often reflect some degree of
sectoral and skill differentiation. On the othemdaif wages are not sufficiently
differentiated by skills or regions, the mismataivieeen labour supply and demand
may increase and push up the unemployment ratgzeiific regions and skill groups
(Du Caju et alt, 2008).

It follows that the Golden Rule is a general benatarather than a strict formula for
setting wages. In reality few countries adheret.t@able 1 shows annual data over
the 1999-2007 period. Six Euro Area countries dut® have remained below the
rule, while 10 have exceeded it. Germany, Austnd &inland have shown wage
restraint significantly below the Golden Rule. TBeuthern countries Portugal,
Greece, Spain and ltaly all have exceeded it. &)gregatewage increases in the
Euro Area have remained half a percentage pointhtehe Rule and this has helped

the ECB’s policy to maintain price stability.

Table 1. Nominal Wage Gap

avg. growth p.a.1999-07 Productivity Golden Rule actual wages Gap
Germany 1.57% 3.57% 1.89% -1.68%
Austria 1.45% 3.45% 2.04% -1.41%
Finland 1.98% 3.98% 3.13% -0.85%
Belgium 1.26% 3.26% 2.64% -0.62%
Euro area (15 countries) 1.08% 3.08% 2.58% -0.50%
France 1.01% 3.01% 2.75% -0.27%
Malta 1.30% 3.30% 3.21% -0.09%
Netherlands 1.49% 3.49% 3.69% 0.20%
Italy 0.45% 2.45% 2.83% 0.38%
Luxembourg 1.36% 3.36% 3.80% 0.44%
Spain 0.44% 2.44% 2.97% 0.53%
Greece 3.28% 5.28% 6.06% 0.78%
Cyprus 1.11% 3.11% 3.90% 0.79%
Portugal 0.91% 2.91% 3.73% 0.82%
Ireland 2.53% 4.53% 5.72% 1.19%
Slovakia 4.15% 6.15% 7.62% 1.48%
Slovenia 3.31% 5.31% 7.77% 2.46%

Source: AMECO, 2007



Determining unit labour costs

To understand unit labour cost dynamics in Europe, need to look at their
components. Figure 1 presents the evolution oftqugrdata for wages, productivity
and unit labour cost growth in the aggregate Euesafover the last decade.

Figure 1.

Wages, Productivity and ULC in Euroland

percent

B B L e e B
9 97 98 99 00 01 02 03 04 05 06 07

—— EURONEGWAGE —— WAGETREND
EUROPTY PTYTREND
—— EUROULC —— ULCTREND

Source: ECB

The first observation is that since the late 1986gotiated nominal wages have
remained remarkably stable. They moved in a rafigg29% with a mean of 2.3%
and show the lowest standard deviation of all \deis® Second, productivity growth
has been more volatile. It rose during the earlsoehoom and fell after the dot-com
bubble crisis. It then became negative in the fgsarter of 2002. The standard

O
® Long run annual data from the European CommissiMECO data base reveal that nominal wage stgbilit
started with European monetary union. The chadvweahows the range between minimum and maximum wage
increases in the Euro-12 group and the aggregatetigrate in between.
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deviation was twice as high as for nominal wagdsird, as a consequence, unit
labour costs have varied more than nominal wagéey Thave been the closely
matching mirror image of productivity. But on avgea ULC have increased only by
1% % per annum over the first decade of EMUus, nominal wage restraint has
contributed to the overall price stability of there, while changes in unit labour
costs are largely driven by variations in labouoductivity.

Figure 2

Economic Growth and Productivity
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If productivity affects ULC, the slowdown in prodiwgty trends has narrowed the
scope for nominal wage increase and reduced theimsafor monetary policy,
because structural changes in the labour marke¢ hestuced the long-run non-
inflationary growth rate. According to a widely tebelief, “rigid” job-protecting
labour laws in Europe used to make it difficult fams to “hire and fire” staff. They
resisted reducing employment when growth slowed rdo&ince the mid-1990s,
labour market reforms have made the labour markeerflexible and the long-term

relationship between economic growth and produgtivas been severed.

Figure 3 shows the correlation between long termnds for employment,
productivity and GDP growth. The top line represetie evolution of the long term
elasticity for employment, the lower series shotes same for productivitﬁf’. Both

employment and productivity trends are positivetyrelated with potential output

o}
1 The variables are expressed as logarithmic vaidetis allows us to interpret the slope of thevesras the
long run elasticities between economic growth dredtévo other variables.

11



(the two curves are upward moving). In the mid-090996Q1) labour market
reforms shifted the employability of workers stuwretly up and productivity down.

After EMU started in 1999, a new stable trade-aeloped. During the period of
economic weakness (1999-2003), employment respoledsdo GDP trend growth,
than in the second phase when economic growth weprdthe curve was flatter in
the downturn than in the upturn). The fact that ®lepe is much flatter for

productivity than for employment between 1999 ari2 is a sign for labour
hoarding. This would correspond to the “rigid labooarket” story. But soon after
growth started accelerating again, the productieityve became horizontal. This low
elasticity of productivity therefore imposes a “sgelimit” for economic growth

around the 2.4 percent mark.

Figure 3.

Trend Growth, Productivity and Employment
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At that point productivity growth stagnates at tergst below 1 percent. According
to the Golden Rule, nominal wages should then as&eby 3 percent, employment
will grow at 1.4 percent. Higher economic growthllwaccelerate job creation,
provided nominal wages do not increase by more thaercent. However, this is
unlikely. Economic growth beyond 2.4 percent woulabidly tighten labour
market$' and wages would go up, unless some European waghamism existed
that ensured adherence to the Golden Rule. TheiE@in obliged to raise interest

rates to quell inflation and abort further economiowth. This analysis poses two

O
1 Because the Euroland’s labour force has grown%yunemployment has in fact started to come down in
recent years, but ULC have not increased for reasgplained below.
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guestions: first, how can trend productivity ber@ased? The Lisbon Strategy was
Europe’s political response, but it has failedavé dealt with this issue in Collignon
(2008) and will not pursue it here. Second, howmaminal wage increases be tied to
the Golden Rule permanently? In a flexible labouarket, where wages rise as
unemployment falls (the Phillips curve logic), thRule is unsustainable.
Nevertheless, our data show that ULC increases hemwained below the inflation
target of 2 percent. We will see below that theigpemevelopments of recent years
are the unintended consequence of compensatimgnaativage strategies. There is no
policy mechanism that guarantees adherence to Gdadde. What we will observe
in the next section is that aggregate realisatafrthe Golden Rule are achieved by
regional divergences and “rotating slumps” (Blamdh2006a), whereby unit labour
costs in booming economies overshoot the averagdé wil get corrected

subsequently by drawn out slumps.

This analysis has important policy consequencetioibh monetary policy is not
neutral with respect to economical growth and eymplent, the range within which it
can affect real variables is very limitezlitting interest rates to stimulate growth and
reduce unemployment is not a viable long term sgwtfor Europe.Cutting taxes
neither. Instead the focus must be on improvingualproductivity by raising the
capital-labour ratio and total factor productivityn order to improve growth,
employment and wages in the long rdiis is a more complex analysis than the
dialogue de sourdsyhere the ECB exhorts social partners to avoid dsdcround
effects”, while trade union complain that wage nratien has not sufficiently been

rewarded by expansionary monetary policies (W&MH52.

2. The dynamics of relative unit labour costs

Regional divergences

Figure 1 and footnote 9 show evidence for remaskatdminal wage restraint in
Euroland, but the phenomenon has been widespreadsa©OECD countries. Some
authors have called it the “Great ModeratioMcConnell and Perez-Quiros, 2000;
Blanchard and Simon, 2001). One explanation fos ttiability is the effect of
globalisation and Europeanization on wages (Be@@62Borio and Filardo, 2007),

which has driven down the wages of unskilled re&tto skilled workers. The

13



opening of markets has simultaneously increasedrdtee of substitution between
goods produced in different countries. This makedfiicult to raise real wages for
unskilled workers in the tradable goods sectorsabse imports compete with local
production. As a consequence, profit margins hey@oved and the aggregate wage

share has fallen in most industrialised countiiégure 4 provides some evideni@e.

Figure 4

Adjusted Wage Share
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Over the last decade, the wage share has fallerfisantly in Germany, Austria and
Belgium; it has remained stable in most of the Beurt countries with the exception
of Spain. If European workers and trade unions deekedress this distributive
imbalance by pushing wages up, something that HaldhSolow (1995) have called
the “justice motive”, higher labour costs will tdate into more unemployment
because imports from low wage countries replacal lpooducts. These labour cost
increases do therefore not cause higher inflatissiead, the growing unemployment
will reduce the weight of sectors exposed to irdéomal competition and this
explains the fall in the aggregate wage share (PeeS et alt. 2001). Workers,

(o]
2 The shaded lines show the end of Bretton Wood®it, the creation of EMS in 79, and the ERM ciiisis
1991/2.
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therefore, have a choice of trading higher real esam for job security. Wage

restraint in Europe would then indicate a prefeesioc employment security.

However, not all workers are subject to the pressuof globalization and
Europeanization. In the non-tradable goods sedioms are less exposed to
international competition. They have market-poweptice setting and this facilitates
the accommodation of higher wage claims. But bexadfighe relative homogeneity
of nominal wages, sectoral wage increases spilt owte national unit labour costs

and will increase the Euro Area’s wage heteroggneit

Figure 5 shows the evolution of unit labour ctestels expressed in a common
currency (ECU and Euro) since 1980. Calculatingledifferences is controversial.
The European Commission uses an index, which fasdme value of 100 for all
member States in the base year. However, such imddees it impossible to assess
distortions in relative cost levels. This is beftafged by real unit labour costs, i.e. by
relative wage shares. A country with a below-averagge share is likely to yield
higher profits and be more competitive. For thiasen, | have adjusted the ULC-
levels to the wage share in 2000. ULC are calcdlagethe ratio of total remuneration
of employees to real GDP using the GDP deflatoh @00 as the base yéaiThus,

in the year 2000 nominal unit labour costs and westl labour costs (i.e. the wage
share are the same. In other words, the unit labostlevelsin 2000 reflect the
relative position of profit margins in the membeates, one year after monetary
union started. But, because total remuneration doeake into account the share of
self-employed work remuneration, the ratio of totamuneration per employee
divided by real GDP does not reflect the adjustagi@vshare indicated by Figure 4.
However, the adjusted wage share is the best iwdidar profit margins in the
economy (see footnote 4). If we want to estimagediversion of ULC-levels by the
differences in profit margins, we must take inte@mt the structural variations in
self-employed labour in the member state econonhibave therefore re-scaled the

2000 data to account for the difference of the wed labour costs and the adjusted

O
13 To avoid misunderstandings: the trade-off is betweeal wages and jafecurityand not between real wages
and lower unemployment. | may accept to see mywagke reduced, while others may still loose thaisj

4 These time series were constructed with annual flatn AMECO 2008 data bank.
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wage sharé® The result is shown in Figure 5. Note that pri999, ULC-levels are
subject to exchange rate variations.

Figure 5.

Unit Labour Cost Levels
(2000=adjusted wage share)
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Source: Ameco

Before the start of monetary union, we find sigrafit shifts in relative unit labour
costs caused by exchange rate realignments dura&RM crisis in 1992-3. While

devaluations in Italy, Spain, Portugal and Greeoaight labour cost levels below the
Euro-average, Germany, Austria and Belgium becaar@usly overvalued as a
mirror image. Thus, nominal exchange rate flexpildid not only eliminate

distortions, but it actually created new ones. Heve by the late 1990s, these
distortions were at least partially corrected. tBg time European monetary union
started, Portugal had already the lowest profitgmmarin the Euro Area, and it has

unabatedly persisted with high unit labour costeases until today. Spain, Greece

O
!5 The time series was multiplied by the scalar efatljusted wage share divided by the unit labosr ioa2000.
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and ltaly have also had rapid increases in ULC, ingpfrom below-average to
above-average labour cost levels. Today, Spaintugar and Greece are the most
expensive labour locations in Europe (we consideeimburg with its high banking
concentration as a special case). The oppositeasfor Germany. It first kept ULC
stable in nominal terms, while they were risingtlie Euro Area; unit labour costs
then actuallyfell in absolute terms after the Hartz-reforms stattedite. Today
Germany is the cheapest labour cost location inBbe Area. Finland devalued
during the severe adjustment crisis after the $dvigon, previously a prime trade
partner, collapsed in the early 1990s. ContranBowuthern countries, Finland has
maintained this initial competitive advantage. Aiashas followed the German wage
trajectory until Germany started to go against stream of all other Euro member

State.

The overall picture is one of significant diversity unit labour cost levels and a
cursory look at Figure 5 indicates that the divamgs have increased since the mid-
2000 decade. A precise measure of these divergescascalledo -convergence,
which measures the dispersion of unit labour aa&tls across the Euro Area (Barro
and Sala-i-Martin, 1995). Figure 6 shows the crmstional variance of the log of
ULC levelswithin the group of 12 Euro members. During thexilble exchange rate
period after the breakdown of Bretton Woods, thepéision of unit labour costs has
varied rapidly and frequently; it has slowed dovfterathe creation of the European
monetary system in 1979, but then increased aghénwhe EMS entered its “hard”
phase with fewer exchange rate adjustments in dtee 1980s. Distortions were
corrected after the ERM crisis in 1992/3 and ULGpdrsion was stabilized during
the first few years of monetary union. Howevereaf2004 the variance started to
increase again, indicating rising tensions in reéatompetitiveness in the Euro Area.
As we will see below, it may not be a coincideriea this rising divergence occurred

when German ULC levels startedfédl.
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Figure 6.

Dispersion of ULC in Euro Area
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Figure 7 shows the HP-filtered times trends for Lib@ation. Because the HP-filter
is sensitive to the final time series data, we haetided the Commission forecasts
for 2009 and 2016. The shaded bloc shows the trend data on thelaegisations

of the first decade of European monetary union. Ubflation for the Area as a
whole has remained below the ECB target, althotidifas started to approach the 2
percent mark at the end of the decade. Only GermAastria and Finland (until
recently) have kept the increases of ULC belowEheo-average; in Germany they
were even negative. Greece, ltaly, Ireland, SpathRortugal all had above average
wage inflation. But while wage inflation trends leaveen accelerating in Greece and
Italy, they were inverted in Ireland, Spain andtégal. The structurally higher wage
increases in Greece, Spain and Portugal may betalube Balassa-Samuelson
effect!’ but Portugal is an example that catch up-countdas also converge
downwards to lower wage inflation. Note, howevéigttPortugal still has to bring
ULC-inflation further down, presumably by accel@rgt productivity, in order to
reduce its uncompetitive cost levels. The other bemStates (France and Benelux)
have converged to a trend that is close to the |&tioaverage and the ECB target.
We may concludehat the South of Euroland (Greece, ltaly, Spaiortégal and

o}
'® Data from AMECO, 2008

" The Balassa-Samuelson effect assumes that pruitiypdticreases in the tradable sector, but nohendlosed

sector. When wages follow aggregate productivitthemneconomy, the average inflation is higher tinathe
tradable sector, without the latter loosing competness. See also below.

18



Ireland) has had a tendency to push aggregate labibur costs up above the ECB
inflation target, while the North (Germany, Austréand Finland) have kept them
down. France, as usual, is th&eltkind in der Mittert® If this were a persisting
structural feature, it would be worrisome: Nortld&outh would drift apart, with the
South becoming increasingly less competitive. kEhetked, such development could

ultimately lead to the breakup of European monetizign.

Figure 7.
Unit Labour Cost Inflation Trends
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HP-filtered data; source: AMECO 2008

(o}
18 These groupings concord broadly with the convergausters for CPI inflation found by Busetti &t 2006,
which covered a shorter period, 1998-2004 and pande in our Northern group, while Italy, the Netheds
and Luxemburg are in a medium position.
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ULC in tradable and non-tradable sectors

How can we explain the increasing dispersion of latiour costs? Clearly, there are
obstacles to a rapid and perfect convergence ofabour demand to the competitive
equilibrium. Given that the differences arational the lack of flexibility must be
grounded in the insufficient adjustment of natiowalge settlements to the aggregate
Euro-equilibrium. In fact, wages are determined rationally-defined systems of
collective bargaining without significant cross-ler cooperation (Soskice and
Iverson, 2001; Schulten, 2001). Firms recruit woskan national labour markets.
Unions are organized nationally by law, and thejedé their members’ interests
with respect to employment and the purchasing paferages in local contexts.
Nominal wages are, therefore, more homogenousmithiintries. But national wage
levels reflect averages over different sectors witferent productivities and different
nominal wage contracts. One of the most importantasal distinctions is between
tradable and non-tradable goods. It is usuallyrassithat productivity grows aster in
the tradable sector due to economies of scale esfthological competition. Trade
unions have little wage setting power in the opecia of the European economy,
but they keep such power to some degree in thetnadable sector. They can,
therefore, increase nominal wages more than priadhycin the closed sector and
unit labour costs in the non-tradable sector rasser. This rise is often associated
with the Balassa-Samuelson effect. Strictly, théaBsa-Samuelson effect assumes
that nominal wages are equal in both sectors agdgueto the tradable sector, so that
in fast growing open economies unit labour codatidn will be high without general
loss of competitiveness. However, these assumptieitsct a special case. As we
have seen, nominal wages are not necessarily the aaross sectors, nor will they
always follow productivity in the tradable secttfr.nominal wages are diversified
across sectors, national wage bargainers can cledseen two strategies according
to their different national or political preferemscer the institutional features of the
national wage negotiating process. Assuming tfeatetrunions seek to maximize the
purchasing power of their membership, these twatesgies are:

(1) If unions in thetradable sectordominate the negotiating process, say through
pattern bargaining, they will seek to maximize esypient by undercutting unit
labour costs set by world competition. This hasnb&ermany’s economic strategy
over the last 10 years, if not longer. Wage negjotia in the metal sector have often

set the pattern for all others.



(2) Alternatively, if the non-tradable sectordominates collective bargaining,
especially public services, unions will seek to mage income by pushing wages in
the protected sector above the European level. fdssoccurred in Spain, Portugal
and ltaly.

The first strategy leads to a fall of national uaitour costs and inflation relative to
the Euro-average; the second strategy leads toeadmrage national price and wage
inflation. Especially, if nominal wage increaseg amdexed on domestic inflation,
rather than the ECB inflation target, the two stgi#s will cause accelerated
divergence. But at the European level, the twaesgias can compensate each other,
so that aggregate unit labour costs would remaiblst This seems to have been the
case in the Euro Are.

Some evidence for the role of the tradable towaddstradable sector is presented in
Table 2. We find that unit labour costs have gdhenacreased less — or even fallen
— in the tradable sectors of Manufacturing and Cenoey Transport,
Communication, while they have risen faster in then-tradable sectors of
Construction and Services. Furthermore, we find the ULC-spread between these
two sectors has increased notably in the Southalsat in France. In Germany and
Finland ULC, the increases in the two sectors weoee homogenous. Thus we can
conclude thaSouthern wage bargaining is more geared at the tnadable sector
where market power is distorting competitive edpidi; Northern wages are
reflecting the need to compete in the tradableseatd this has contributed to wage

restraint.

(o}
9 Carlin and Soskice, 2006 argue that a real degieni achieved by wage restraint would cause asinmna
large country, because low domestic consumptiohoutiweigh the demand effects resulting from highetr
exports. In this case it would be rational for wégegaining in large countries (Germany) to focngh® non-
tradable sector and on the tradable sector in nalitries. In reality we observe the opposite. Bnguments
could explain this paradox: First, we must not ceefthe tradable sector with the export sector tiduable
sector in countries like Germany or Finland for thatter may be significantly larger than in SouthEurope.
Second wage bargaining is institutionally driveid amrelated to country size. For example publicaec
negotiations may dominate national wage settingabge unions are better organized and the prieatersis
weak and dominated by small companies like in Raitand Italy.
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Table 2. Sectoral Unit Labour Costs
% annual change 1999-2005

Commerce, of which:
MANUFACT Transport, Other private real estate Public Total
Agriculture URING Communication Construction services services Services Economy
Germany -2.53 -0.98 -0.71 1.12 2.10 -2.66 0.81 0.11
Finland -2.25 0.18 -0.92 -0.04 1.79 1.37 0.34 -0.02
France 3.20 -0.66 1.73 4.14 2.62 2.18 3.35 2.09
Irland 8.46 -1.87 2.70 9.59 2.52 11.77 8.69 4.39
Spain 2.05 1.95 2.39 4.65 2.78 6.84 3.05 2.78
Portugal 1.64 0.90 241 5.07 1.24 1.34 4.64 291
Italy 1.25 2.88 1.15 3.06 3.30 2.85 3.21 2.56
Greece 8.09 3.04 1.06 6.13 2.85 10.36 4.13 2.77
Euro Area -0.74 -0.29 0.32 0.82 1.77 0.33 1.16 0.56
USA 0.71 0.04 -1.14 4.17 2.66 2.84 3.53 1.80
mean 1.99 0.52 0.90 3.87 2.36 3.72 3.29 1.99

Source: European Commission, KLEMS

As | have argued above, labour mobility and comsitilens of social cohesion should
prevent large and persistent differentials in nahiwages. If the tradable sector
dominates wage bargaining and fixes monetary wag#ése competitive world level,

workers would move to the non-tradable sector wileeg could earn higher wages.
Total employment would rise up to the level wherages and inflation accelerate
(the NAIRU-level) at which point the Central banlowd raise interest rates and
unemployment returns to its natural rate. If then-tradable sector takes the
leadership in wage setting, the central bank waakpbond immediately to higher
wages by tightening money and preventing furthepleyment growth. Either way,

wages in the tradable and non-tradable sector waorigerge.

But these mechanisms do not work to the same ekieBtiropean monetary union
because labour mobility is lower and less respensivregional developmerffSA
member State dominated by the tradable sector ednce unemployment and
increase export market shares by undercutting geeEuropean unit labour costs.
But the subsequent adjustment process takes Idhgerin traditional nation States.
First of all, the wage cut has deflationary consemes for domestic (and non-
tradable) consumption and therefore unemploymerd Hre competitive price
advantage remain persistent. Second few workerddwaigrate to the non-tradable

(often public) sector in another country, so thethdur supply is less responsive.

O
20 This has been the much discussed argument whyEusaot an optimal currency area. However, ldck o
mobility may even be desirable in order to avoitldwing out peripheral regions. The problem is katour
mobility, but insufficient flexibility in the adjusnent of unit labour costs.
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Similarly, in a country where the non-tradable seté¢ads wage bargaining, above-
average wage increases in one country do not a#ragnificant influx of labour.
Hence, all sectoral wages will rise in this counffpese cost increases can not be
sanctioned by the ECB as long as aggregate UL@asers remain compatible with
the inflation target, which is to say as long asw&baverage wage increases in one
country are compensated by lower increases in anattember state. In addition,
European-wide trade unions, which could ensureas@sid wage cohesion across
borders, do not exist and national trade unionaatcconsider the wage dynamics in
other countries where they have no members. Tinese tis no mechanism, either
through market pressures or through political psses, which would correct small

unit labour cost divergences.

These two structural features make the traditissighalling game between the
independent Central Bank and wage bargainers dgstural (Hall and Franzese,
1998; Carlin and Soskice, 2006:81). More homogenaage bargaining would allow
the Central bank to influence the process. If wageainers in all members States
had the same objective of creating jobs, they wagiee to restrain wage claims and
the ECB would have to relax monetary policy ifstto maintain price stability. If all
agreed to increase wages, the ECB would respondctelerating inflation by
tightening. The interaction would then follow thmditional logic of a “signalling
game”. The main problem of wage bargaining in Eeespmonetary union is the co-
existence of non-coordinated and contradictory abjes in the wage bargaining
process. If Trade Unions disagree how to increasehasing power — some seeking
higher wages, some higher employment — the sigmplljiame breaks down and
regional distortions accumulate. There exists ategic substitutabilifff between
tradable and non-tradable sectors that will leac tshort term, but unsustainable,
Nash equilibrium in wage bargaining, that will causver greater discrepancies in
ULC.

We can model the underlying logic in a two courggme. Assume South plays a

non-tradable strategy and seeks higher wages rhare higher employment. North

O
%1 Cooper and John (1988) have developed the nofistiaiegic substitutabilities, which describeseiniive
structures for agents who can benefit from doirggdpposite of what everyone else does. In our lvewss
however, the diverging behaviour is institutionalyd not strategically determined.




plays tradable and seeks higher employment mone tiigher wages. In principle,

four strategies are possibfe(1) If both players were to push wages up, the ECB

would raise interest rates with the consequencernbiher higher employment nor
significant wage increases were possible, althoSglith would obtain a small

temporary benefit. (2) If both countries loweredges, interest rates would come
down, so that employment would increase in bothntees, although the utility of

this fact would be valued higher in the North tharthe South, because the non-
tradable sector in the South does not gain highesme. (3) If North raised wages
and South lowered them, the ECB would not react, bmith would suffer from

preference frustration. (4) If North lowered wagesl South raised them, the ECB
would also not react, but both would be satisfieable 3 indicates the payoff matrix.
Increasing wages in the South and lowering therthénNorth is the pure strategy

Nash equilibrium.

Table 3. Pay-off matrix

North
up down
South up 0,0 7,7
down -1,-1 10,5

Thus, uncoordinated wage setting in Europe leadsustained divergence of unit
labour cost levels in the short run. In the long this is not sustainable. From the
point of view of economic theory, we would expebatt ULC distortions would
sooner or later be corrected by pressures arisorg {un)employment. The question
is, how long does the process take? How quickly umit labour cost levels revert to
the European average? If labour markets are rigehning that nominal wages do
not respond significantly to relative cost diffetiats between member States, small
deviations will gradually accumulate until the sdatosts will be considerable. At
some point, the political consequences could becbighly disruptive. If wage
bargainers would understand and act on the needef@rsing discrepancies, they
would lower the social adjustment costs. We willwntook at evidence for the
adjustment speed. For this purpose we estimate m@pEan error correction
mechanism.

o}
2 Note that both players have different preferenhesge different payoffs.
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3. Convergence of European labour costs?

Estimating the Error Correction Model

The following section contains some technical detahich is necessary to remove
doubt about the empirical evidence. The econonadlyitess well trained reader may
jump straight to the discussion of table 5. Our ariwing model is inspired by
Dullien and Fritsche (2008 and 2007). In a singlerency area with competitive
markets regional unit labour costs cannot diveaggeefrer. Small deviations from the
average accumulate to large unit labour cost gape. loss of competitiveness
reduces employment and lowers wage growth. We fat@uhe hypothesis that the
further national cost levels drift away from thestref the Euro area, the stronger will
be the pressures to revert to the European avetrdig pressure increases over time
as the ULC-gap is growing and will ultimately oJVemslow short term wage
dynamics’® The logic behind our hypothesis resembles the lfanmiodel of beta-
convergence (Barro and Sala-i-Martin, 2004). It banformally tested by an Error
Correction Model (ECM). It implies that there idaamg-run equilibrium relationship
between ULC-levels and a correction mechanism thgponds to deviations from
this equilibrium. How strongly wage inflation respts to cost level discrepancy is
estimated by the long run speed of adjustment iwdexft. It should be negative and
statistically significant at conventional level$ieTestimated ECM looks like this:

dinulg, =c+a,(dInulc,), , + B(Inulc;, —Inulc_), ,
Where ulc, stands for unit labour costs in countryand—i stands for the Euro area

without countryi.

We use annual data from the AMECO data base oEtlhrepean Commission and
calculate ULC-levels as the ratio of total labooampensation per employee divided
by GDP at 2000 prices. Before 1999 they are exptessECU; after monetary union
started, they became Euro. Using ECU-data imptiaséaarlier changes in unit labour

cost levels reflect changes in exchange rates.r Alfie start of EMU, there are of

(o}
23 Infact, inspecting unemployment rates for the Eygrars shows that unemployment rose in Portugat fro
below average to the mean while ULC inflation failltaly and Spain, where ULC inflation increased,
unemployment fell ; in Ireland it fell slightly, letive to Euroland, but remained well below 50%ef

Euroland. By contrast, in Germany unemployment fos® below Euro-average to nearly 2% above. Saurce
AMECO.
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course no more changes in exchange rates, but ionlpominal wages and
productivity. We start with the annual data for E@ro Area member States from
1980 to 2008; we then resample the data set f0®-2998, in order to see possible
changes in the adjustment dynamic after the intbon of the euro. Before
estimating the model, unit root tests were apptiedhe data. ULC levels can be

accepted as being integrated as 1(1).

We use the Engle-Granger Cointegration methodologgstimate the ECM. The
cointegration vector for ULC levels indicates thend-run equilibrium relation
between a country’s unit labour costs and thosalafther euro member states. This
vector was estimated without a constant, with amstand with constant plus
deterministic time trend. A cointegration vectorttwia constant implies that the
absolute level difference in our data may be sthiftyy a constant multiple. For
example the adjustment of the wage share in 2008elfyemployed workers may
cause such a shift. More worrisome is a positivierdanistic time trend. A positive
trend indicates that ULCs for a given country ariétidg steadily above the ULC-
level of the other member States, a negative tieedtimplies that they are falling
below. In other words the gap is growing steaddygér, but the error correction
keeps responding in the same linear fashion. Olypguch development cannot last
for ever, but if the time trend is statisticallgsificant, it has dominated the last three

decades.

Given the short period and the limited number ofeskation in our example, the
cointegration tests were not highly significantr Floee long run period we detect a
cointegration relationship for Belgium and Spaird ahwe include a deterministic
trend also for Greece, Netherlands and Portug& {sble 4). The time trends are
positive for all countries, except Germany, Austial Finland, three countries which
we have already identified as the hard core ofNbghern bloc. This means, as time
goes on, ULC-gaps are growing. This is bad news.Ga@rmany, Finland, Ireland,
Italy and Spain, we find cointegration evidencéeast for the shorter period since the
start of European monetary union. These resulisatel that it is difficult to confirm

statistically a significant long-run equilibriumlagonship.
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Table 4. COINTEGRATION TEST
Cointegration test - Statistics resulting from the DF test on long run residuals without constant and without trend

McKinnon critical values at the level of statistical significance of:
5% -2.8632  -3.0796 -3.5549 -4.014 -4.1222  -4.8286
10% -2.5158  -2.6411 -3.1941  -3.4978 -3.7483  -4.1759

The cointegrating relationship contains:

Equ.1: No constant Equ. 2: A constant Equ. 3: constant and trend

1980-2008 1999-2008 1980-2008  1999-2008 1980-2008 1999-2008
AUT -2.025188 -1.656634 -1.734773 -2.449071 -3.207404 -2.638887
BEL -3.12964** -0.999778 -3.316339* -3.316795 -3.731292 -3.185284
DEU -1.434065 -0.689538 -1.695704 -5.655141* -2.018938 -14.81808**
ESP -1.456456 -0.679968 -3.682951** -3.713421* -3.674179 -6.990701**
FIN -2.000947 -5.433344** -2.568998 -6.547894** -3.000323 -7.659413**
FRA -2.117825 -0.709874 -1.802662 -2.28328 -3.170092 -2.389625
GRC -1.8602 -0.646093 -1.91972 -2.002528 -4.628107* -2.459443
IRL -0.803431 -0.598567 -0.911817 -4.30878** -2.493 -4.463799*
ITA -1.903743 -1.531382 -2.30198 -3.571448* -2.357211 -10.0951**
LUX -0.534717 -1.170108 -2.104281 -3.185072 -3.460521 -3.530485
NLD -1.700032 -1.357728 -1.386828 -1.221615 -4.038469* -0.892113
PRT -0.392008 -2.132052 -3.002305 -2.677862 -4.094146* -6.023325*

However, this does not necessarily prevent us festrmating the error correction
model. The Dickey-Fuller test is known to have |Ipawer, i.e. there is a high
probability of accepting the hypothesis of no cegration even if there actually is
cointegration. An additional approach for assessiigtegration consists in looking
at the significance (it-values >|2|) of the error correction coefficientthe ECM

model. If the coefficient is 08<1, negative and statistically significant, i.es tit

value is <-2, then it is justifiable to concludatlthe two series are cointegrated, even
if the DF-tests on residuals fails to reject thedthesis of no cointegration (see
Kremers, Ericsson and Dolado, 1992). If the adjestintoefficient is significant in
the ECM, it means that a time trend increases dpebyit the reaction to the growing
gap remains the same. For the shorter EMU peridcdd92008), a long run

cointegration relation does not exist for Austnial gossibly not for the Netherlands.

Table 5 estimates the Error Correction Mechanisnite three cointegration models
(1. no constant, 2. with constant, 3. with constart time trend) over the 1980-2008
period. Coefficients for the ECM with the first tvamintegration equations are only
significant in Belgium, the Netherlands and Finlamtliis changes if we add a time
trend to the equilibrium relation. Now the adjusiineoefficients are significant in all

countries except Italy and Spain. All coefficiehimve the right sign. The speed of

adjustment is highest in Greece, Luxemburg andNkéerlands and slowest in
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Germany. In Greece it takes 15 month to narrowgdée by 50%, in Germany 40
month. We also notice that the short-run dynamyjce/bich national ULC respond to
changes in other member States (d log EU_counteyy@nerally larger than the long
term adjustment coefficients. The error correctmechanism will therefore only

make a difference when the gap between ULC-leetsbecome large.

Table 5. ECM Adjustment coefficients 1980-2008

Equation 1 Equation2 Equation3
resO dlog(EU_cou resl dlog(EU_cot res2 dlog(EU_country)
Austria  Coefficient  -0.226479  0.730781 -0.142471  0.965476 -0.381623 0.960917

t-value -1.680871  3.439221 -1.034915  6.590855 -2.490222 6.008484
Prob. 0.1052 0.0021 0.3106 0 0.0198 0
Belgium Coefficient  -0.285431  0.420654 -0.295032  0.449304 -0.359978 0.320894
t-value -3.083113  1.798253 -3.13881  1.983252 -2.629391 1.264963
Prob. 0.0049 0.0842 0.0043 0.0584 0.0144 0.2175
Germany Coefficient -0.087625  0.297376 -0.13783  0.207387 -0.209894 0.207381
t-value -0.912139  1.003586 -1.401432  0.687498 -2.353016 0.75163
Prob. 0.3704 0.3252 0.1734 0.4981 0.0268 0.4593
Spain Coefficient  -0.057784  0.563829 -0.145616 0.870426 -0.245947 0.916819
t-value -0.78775  1.667068 -1.180865 2.4397 -1.470657 2.730186
Prob. 0.4382 0.108 0.2488 0.0221 0.1539 0.0114
Finland  Coefficient -0.262856 1.855087 -0.341968 1.47402 -0.337671 1.705019
t-value -1.731845  3.512239 -2.388336  3.958676 -2.116769 4.168622
Prob. 0.0956 0.0017 0.0248 0.0006 0.0444 0.0003
France  Coefficient = -0.070648  0.635187 -0.076454  0.617265 -0.355397 0.531603
t-value -0.713497  4.753557 -0.784043 4.49152 -2.196081 4.936037
Prob. 0.4821 0.0001 0.4404 0.0001 0.0376 0
Greece  Coefficient -0.112612  0.965454 -0.111487  0.985676 -0.563081 0.809146
t-value -1.397093  1.288062 -1.358961  1.313689 -3.173353 1.470666
Prob. 0.1747 0.2095 0.1863 0.2009 0.004 0.1539
Ireland Coefficient  -0.031148 0.78831 -0.027633 0.79517 -0.313595 0.769247
t-value -0.365639 1.96895 -0.316634  1.975296 -2.663718 2.74067
Prob. 0.7177 0.0601 0.7542 0.0594 0.0133 0.0112
Italy Coefficient  -0.110627  0.818089 -0.223228  0.793365 -0.242838 0.801642
t-value -0.641436  1.386243 -1.469629 2.27301 -1.673556 2.473228
Prob. 0.5271 0.1779 0.1541 0.0319 0.1067 0.0205
Luxembot Coefficient ~ -0.093208  0.158708 -0.177135  0.429856 -0.530358 0.111325
t-value -0.875842  0.286068 -1.56748 0.771975 -2.700599 0.252066
Prob. 0.3895 0.7772 0.1296 0.4474 0.0122 0.8031
NetherlancCoefficient  -0.195727  0.792523 -0.166432  0.671635 -0.479826 0.480094
t-value -2.340881  3.240336 -1.943837  2.658031 -3.002241 1.797294
Prob. 0.0275 0.0034 0.0633 0.0135 0.006 0.0844
Portugal Coefficient -0.01602  1.317971 -0.120474  1.457327 -0.268265 1.315244
t-value -0.331014  2.280614 -1.272216  2.733696 -2.154901 2.670866
Prob. 0.7434 0.0314 0.215 0.0113 0.041 0.0131

Did monetary union change the wage regime?

Our long run estimates include 20 years of exchaageadjustment (1980-1998) in
addition to 10 years wage setting in the Euro-reg{t®99-2008). Has the abolition
of the exchange rate altered the adjustment betné/M/e re-estimated the ECM for

the euro decade, but the estimates were not reliablthough the statistical



significance was high, all adjustment coefficiewmere larger than -1, which does not
make sense. We therefore check the estimates hyrp@ng Chow break tests, which
are shown in Table 6.

Table 6. Chow Test

Does a structural break in 1999 exist at 5% of statistical significance?

Eq.1 Eq.2 Eq.3
Prob. F(3,22) Prob. F(3,22) Prob. F(3,22)
Austria 0.090 NO 0.013 YES 0.160 NO
Belgium 0.195 NO 0.216 NO 0.639 NO
Germany 0.000 YES 0.000 YES 0.001 YES
Spain 0.677 NO 0.531 NO 0.875 NO
Finland 0.664 NO 0.852 NO 0.978 NO
France 0.912 NO 0.832 NO 0.993 NO
Greece 0.860 NO 0.876 NO 0.880 NO
Ireland 0.470 NO 0.547 NO 0.693 NO
Italy 0.977 NO 0.831 NO 0.843 NO
Luxemboul 0.065 NO 0.075 NO 0.385 NO
Netherland 0.222 NO 0.107 NO 0.259 NO
Portugal 0.784 NO 0.481 NO 0.809 NO

We can unambiguously reject the null hypothesia structural break in all countries,
with the exception of Germany. In other words, desthe widening deterministic
gap in ULC-levels, wage negotiations take plac# t#se possibility of exchange rate
adjustments were still available. This fact poiatserious short comings in the wage

negotiating arrangements in the monetary union.

The one country, where we have evidence for a tsiraic break, is Germany.
Unfortunately, this change has gone in the wrongation: after EMU started,
German social partners have become less sengititteetULC-gap with other Euro
Area member States. Although the government carintrfere with wage

negotiations in Germany (the principleTdrifautonomie) institutional changes seem
to have affected the German error correction mdshanFigure 8 shows the
recursive estimates of the speed of adjustmentfivdehat for all member States the
adjustment coefficients have remained stable, buGérmany it has moved up in
2004, at a time when the Schroder government stagemplement fundamental
labour market reforms (Hartz 1V). The change in tloefficient means, Germany is
less inclined to correct the growing undervaluatbiits labour costs than in previous
years. But given that there is a deterministicdréor German ULC to fall below the

rest of the Euro Area, less adjustment will acetketabour cost distortions.
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Figure 8.

Recursive estimates of adjustment speed
Ger

Clearly, this pattern is unsustainable. There aritd how long you can “beggar-
your-neighbourhood”. But the problem is not justatthGermany is pursuing
aggressive mercantilist wage policies at the expaists European partnefsThe

greater issue is that, given the large weight ofr@amny in the Euro Area, this policy
is needed to stabilize aggregate unit labour cémtshe Euro Area as a wholas the

ECB cannot target national wage settlements sitegalicy is oriented towards
European price stability (Traxler, 2003:155). Byeg#ng its costs systematically
below other member States, Germany is preventiadg=tiropean Central Bank from
reacting to excessive wage inflation (i.e. abovg B%the South. Thexcessive wage
pressures in the South are conditional on the uppeocative wage restraint in
Germany The “signalling game”, whereby the central bankse&s interest rates to
communicate to wage bargainers that they are undewnprice stability, breaks

down.

o,

24 |f the South would copy Germany’s wage restrahme, ECB would have to lower interest rates in otder

avoid deflation.
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4. Reforming Euroland’s wage bargaining procedures

Labour market flexibility

Our analysis has shown serious shortcomings inirttezaction between a unified
monetary policy and national wage bargaining indpet | will now argue that the
problem isnot lack of labour market flexibility in the traditiah sense, but that
national wage negotiators make decisions in theesorof incomplete information,

where cloistered national wage negotiators ignan@&vide externalities.

Flexibility in the labour market has been a reodogr subject in the assessment of
European monetary union. It is the linchpin of @@imum Currency Area literature.
The European Central Bank (ECB, 2002) has writtEfficiently functioning labour
markets are of particular importance for countpesticipating in Economic and
Monetary Union (EMU), because these countries aable to use country-specific
monetary and exchange rate policies to address rasyie economic shocks.”
However, it is not entirely clear, what the express'efficiently functioning labour
markets” means. Convergence to a single nominakwatg for a given skill group
would cause havoc because of national differeneggaductivity. Unit labour cost
convergence would imply perfectly competitive goadarkets where workers get
paid according to their productivity. Presumablyhist is what the
ECB is concerned with, but our analysis has shdwahd¢an be achieved by removing

the wage leadership of the non-tradable sector.

Europe is rightly or wrongly famous for its instinally based labour market
rigidity, which may prevent the realization of efént labour market equilibrium.
The theory of institutionally induced market rigidcould explain why convergence

to aggregate European ULC is so slow. Let us ldadkeafacts.

Numerous indicators seek to measure the degreabolut market inflexibility (for

recent surveys see Freedman, 2007; Du Caju eR@D8; OECD, 1997). Table 7
shows the correlation between the speed of adjudtestimated in Table 5 (equation
3) and a number of indicators, which are traditignassumed to represent (national)

labour market (in)flexibilities. To these tradit@invariables | have added some
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proxies for “open societie$® Table 7 also indicates the p-value for acceptiegriull

hypothesis that the correlation coefficient is dgqoaero. A negative sign signals that
an increase in the value of the indicator will loerelated with an increase the value
of the adjustment coefficient (which has a negatign). Despite the statistical
weakness of the data, the result is surprising. &@n one of the typical labour
market indicators is significantly correlated withe error correction coefficients
estimated in Table 5. This is true for OECD labauarket indices such as wage
centralization and coordination, facility of diswés, employment protection
legislation (EPL) or Trade Union density. Colleetibargaining coverage (CBC)
seems to weakly improve the adjustment speed. Maormmic variables at the
national level such as social security contribugjotine tax burden, GDP per capita,
wage shares and their changes (the justice maiiee)nsignificant. Evidence for an

impact from unemployment is very weak.

However, to our surprise the only significant fastaelevant for the speed of
adjustment are the proxies for an open society.sldne for the population variable is
positive, signalling that the larger a countrytig less it is concerned with adjusting
its wages to the developments in other countrig®e importance of international
broad-mindedness is even more strongly documenteadlcators for the percentage
of people speaking no, one, two or three foreigmyleges or English: a high
percentage of exclusively native speakers reducesspeed of wage convergence;
speaking many languages, or at least English, imgsrat. These variables are a
reflection of the mechanisms underlying the roleh& non-tradable sector that we
have observed above. For dominance of the nondladsctor in wage bargaining
implies focussing on narrow national economic ctods, rather than the broader
European requirements. It is the expression of as lm favour of the familiar
immediate environment; it is a form of economic whinism, which is matched by
the narrow-mindedness of closed economies wherpl@amly communicate with
themselves in their own langua@eThis result points in an interesting direction:
rather than focusing on institutional reforms in rBpean labour markets, better
results may be obtained by improving the commuriegprocesses in European
o}
%5 Sources for these indicators are: OECD Employreritook, 2004 for labour market indicators; Eurapea

Commission, Ameco 2007 for macroeconomic data; Bamameter 246, Feb 2006 for language skills.
26| owe the definition of chauvinism as “a bias avéur of the familiar” to Ravenscroft, 2005: 58.
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wage bargaining.What matters may not be the institutional hardwdret its

software?’

Table 7. Correlation of Adjustment and Labour Market indicators
Covariance Analysis: Ordinary
Sample: 1 12
Included observations: 9

Adjustment coefficient

correlated with: Correlation coeff Probability
SOCIALSECURITY2005 -0.025633 0.9478
CENTRALIZATION -0.039633 0.9194
COORDIN ATION -0.069328 0.8593
DWAGESHARE 0.09544 0.807
TU DENSITY -0.142243 0.7151
CHANGE UNEMPLOYME? -0.171632 0.6588
WAGE SHARE 07 -0.255135 0.5076
EPL1 0.288203 0.452
WAGES HARE 96 -0.323476 0.3958
TAX BURDEN 2005 -0.353496 0.3507
EPL2 0.433952 0.2432
SUM DISMISSAL 0.43962 0.2364
UNEMEMPLOYMENT 199 0.546147 0.1282
CBC -0.558859 0.1178
POPULATION 2008 0.580259 0.1014
GDPpc 2007 -0.626165 0.0712
_3 LANGUAGES -0.629915 0.069
UNEMPLOYMENT 2008 0.705423 0.0338
NO LANGUAGE 0.711151 0.0317
_1 LANGUAGE -0.711151 0.0317
ENGLISH -0.735396 0.0239
_2 LANGUAGES -0.764418 0.0164

Reforming the Macroeconomic Dialogue

This brings us to thdlacroeconomic DialogueThe Cologne European Council in
1999 set up the Macroeconomic Dialogue (MED), astttird pillar of a broader
European Employment Pact. It intended “to imprdwe ¢onditions for a cooperative
macro-economic policy mix geared to growth and @wmlent while maintaining
price stability” (Koll, 2005). Based on economiteas laid out by Collignon (1999)
and Koll (2005Y® the MED sought to introduce wage and income pedidnto the
tools box of macroeconomic policy. It has beenethlihe ‘high point of the Euro-

Keynesian political approaches’ in the neoliberedreomic order (Schulten 2002).

O
%" Freeman, 2007, also found that economic performantabour markets is affected by information,
communication and trust.

28 Both authors were responsible as civil servanteénGerman finance Ministry for setting up the ME¥ing
the German EU-presidency in 1999.
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However, the political motivation was less ideot@dj it was derived from the
realization that a single currency area requiredndied approach for efficient
stabilization policies (see Collignon, 2002, 199994 and Collignon and Schwarzer,
2002). The idea was to get social partners to agek coordinate their wage
settlements with monetary and fiscal policy in ertdeensure a policy mix in support
of high growth and employment creation. But due résistance by the UK
government, the notion of wage policies was barfnred public documents and the
European Central Bank, careful to preserve its peddence, only agreed to
“cooperate” without committing to ex ante coordinat The weak political will
translated into an institution that imposed few staaints and favouredonfidential
exchanges of policy information. As the German gy put it, “in a
macroeconomic dialogue, based on mutual trustyamdition and opinions should be
exchanged in an appropriate manner concerning thestign of how to design
macroeconomic policy in order to increase and nialeuse of the potential for
growth and employment” (Bulletin 1999; Issue 4905Rl0. 2 and 5). Technically
this is achieved in a two level process: firstjoral monetary and fiscal authorities
meet with national social partners, and then peaarozations of social partners
meet with the ECB and ECOFIN.

Table 8. Participants of the Macroeconomic Dialogueand their level of activity
in the European Monetary Union and the EU(without EU-COM)?

MONETARY FISCAL POLICY | WAGE SETTING
POLICY
EMU or EU level |ECB ECOFIN or European peak
(policy dialogue) Eurogroup organizations
(UNICE, ETUC,
CEEO)
National level National central National legislators | National Social
(technical level) banks (enacting national | Partners
budget laws) (decentralized wage
bargaining)

The Dialogue represents a soft form of policy comton, which resembles the
Open Method of Coordination with few constrainteeTdriving political agent is the
Economic Policy Committee of the Council, not then@nission. As a consequence,

(0]
29 Adapted from Koll, 2005
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partial interest rather than the European “commamcern” dominate the
deliberation. It re-enforces chauvinistic policytaames in the sense described
above® The outcome is a general “understanding”, rathen binding commitments.
But what guarantees the implementation of polititahderstandings” between
participants in the MED? Andrew Watt (2005: 252 leorrectly observed: “The
concrete impact of the MED on its participatingtitagions and on policy making
remains unclear. In particular, there is currentiyway for the MED to send ‘signals’
to the outside world, which would have a stabiligimpact on expectations and on
the economic developments themselves.” It may thezenot come as a surprise that
the normative guidelines formulated for wage barges such as the Golden Rule, are
not respected in member States. They lack the rtognfdirce that is established when

agreements are based on fully informed deliberaiimnollective choices.

Wage agreements in the Euro Area must take intoustdEuropean-wide economic
and monetary conditions, including the relative petitive positions of national
production locations and policy reactions by theBEBut this is not possible, given
the strong role of national wage bargaining insbtus. The way to improve on
Europe’s macroeconomic policies is therefore toabem the communicative
processes of wage negotiations and integrate Eamopsasons and arguments into

the deliberation of national wage settlements. ldaw this be done?

One approach is to make use of the single markdt Europeanize collective
bargaining. An increasing number of firms are ndag operating in the single
European market. They have concrete knowledgeaatl joroduction conditions and
they have to deal with competitive pressures in Eoeopean and world markets.
Increasingly, the information flow in such trangiompal European companies is
supported by European works councils. They offematitutional framework which

can potentially underpin cross-border bargainindthdugh all the EWCs were
constituted as information and consultation bodwgs no formal negotiating role,

there have been cases where framework agreememhd an impact on collective
bargaining (Arrowsmith and Marginson, 2006). Firpesific European wage

agreements with differentiated cross-border cotdraeould be able to take into

(0]
30 gee footnote 26.
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account local as well as European conditions ofipectvity, standards of living,

working conditions etc. This would broaden the tibmsncy for wage negotiations
beyond national borders. Management would beconceuatable to a European
constituency. If these agreements could take atesas lead negotiations for national
wage bargaining, it would shift the focus away fromn-tradable sectors to the
European wage/price dynamic. This would help teebrate adjustment of potential
shocks and distortions. The value of such arrangénh@es not consist in negotiating
a unified wage contract, say for European carmakeitsin establishing the sector for
tradable goods as a benchmark for otfikis.would require, however, that other

sectors, such as public service, would accepithige setting leadership.

Secondly, there is a role for macroeconomic pol@yr analysis has shown evidence
for wage restraint in the Euro Area, and it carb@excluded that the existence of the
Macroeconomic Dialogue has contributed to it asieéa some degree. However, our
evidence showed few member States having follownedBroad Economic Policy
Guidelines (European Commission, 2005), which wiespired by the Dialogue:
national wages have not increased in accordan¢ethetformula of the Golden Rule.
The reason, we have argued, is that wage settexsrtn account national unit labour
costs rather than European inflation targets aatlttiey are accountable to national
audiences and not to a European constituencyyPtui$ is intrinsic to the nature of
negotiating national wage contracts, although ip@amount to abolish national
indexing mechanisms. But it is also true that thenfidential nature of the
Macroeconomic Dialogue prevents actual wage bagegaito refer to European norms
as negotiating constraints, because these normsnéyeknown to a small group of
insiders. In order to Europeanize the wage bamggiprocess, it would be necessary
to open the MED up and have a broad general dedladeit appropriate wage

policies.

This leads us to propose a simple reform of therbmnomic Dialogue. Both levels
of the Dialogue should be conducted publicly andsblemitted to permanent public
scrutiny. At the national level it would open ugdibderations for all wage negotiations

rather than keeping the focus on particular sectorsspecially the non-tradable

O
%1 Du Caju et alt., 2008 have pointed out that “patteargaining” can be an important source of wage
coordination.
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sector. But it would also make the transfer to teropean level transparent.
However, deliberation at the second level also sdedbe conducted in a public
sphere. It needs a forum where debate on reasonsdxteoeconomic policies can
take place, so that the chauvinistic “bias in favoluthe familiar” can be overcome.
By definition national governments or parliamentanmot represent European
interest. The only public sphere that exists fochsypurposes is the European
Parliament (Collignon and Paul, 2008). Hence, ttecideconomic Dialogue should
be transferred from the European Council to theopean Parliament. Given that the
Committee on Economic and Monetary Affairs audsiothe President of the
European Central Bank five times a year, it woutddppropriate that it invites and
listens to European Social Partners prior to thaseitions and then makes
recommendations, which integrate monetary, fisoal wage policies in the interest
of the objectives of Euroland and the European binikhis would also support the

ECB, as its authority depends on the public congerisan build for its policies.

Conclusion

Our analysis has revealed a lack of convergenceational unit labour costs that
could potentially threaten the sustainability of #uro. The urgency of this problem
is masked by the fact that ULC developments inNlbeth keep aggregate cost and
price levels down, so that monetary policy cannbderivene. Institutional reforms in
national labour markets are unlikely to solve tpreblem on their own. A more
promising route for overcoming divergence is impngv the communicative
framework within which national wage negotiationakd place. Moving the
confidential Macroeconomic Dialogue from Ecofinttee European Parliament may
be a first step in this direction.
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