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ABSTRACT

Monetary Institutions, Monopolistic Competition,
Unionized Labour Markets And Economic Performance*

Existing literature on the strategic interaction between the central bank (CB)
and unions assumes that firms face perfect competition on product markets
and that inflation is chosen directly by the monetary authority. Although these
simplifications have the virtue of making complex strategic interactions more
tractable, they abstract from the fact that, in reality, prices are set by firms and
that the monetary authority affects the price level and inflation by determining
the money supply. This paper makes a step in the direction of realism by
recognizing that prices are set by monopolistically competitive firms and that
the monetary authority affects the price level and inflation indirectly through its
choice of money supply. This is done in a three-stage game, in the first stage
of which unions contractually set nominal wages, in the second stage the CB
chooses the money supply, and in the third stage each firm chooses its
individually optimal price.

A sample of the paper’s results follows: 1. In spite of full price flexibility,
changes in the degree of conservativeness of the CB affect employment and
output even when inflation is fully anticipated by labour unions and even when
unions are indifferent to inflation. 2. When the CB is sufficiently conservative it
reduces the money supply in response to wage increases. Both casual and
econometric evidence suggests that such a mechanism has been operating in
Germany where the Bundesbank often tightened monetary policy in response
to ‘excessive’ wage settlements. 3. Recent results concerning the optimality of
a populist or ‘ultra-liberal’ CB are shown to be the exception rather than the
rule. In particular, in many circumstances, an ultra-conservative CB reduces
both inflation and unemployment sufficiently to make the appointment of such
a bank socially optimal. Intuitively, when the CB is more conservative each
union correctly anticipates a stronger contractionary reaction to an increase in
its wage and, therefore, a stronger increase in unemployment among its
members. As a consequence, the deterring effect of unions’ fear from
unemployment on their wage demands is stronger and employment higher
when the CB is more conservative.
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NON-TECHNICAL SUMMARY

Does the structure of monetary institutions matter for real economic activity?
According to current conventional wisdom, when shocks are absent and
labour and product markets are competitive, monetary institutions affect
inflation but not the real economy. How is this result modified, if at all, when
there are strategic interactions between wage-setting unions and the
monetary authority? Recent work reveals that if unions are inflation averse,
the degree of conservativeness of the central bank will have real effects.

Existing literature on the strategic interaction between unions and the
monetary authority makes two important, not unrelated, simplifications. One is
that firms face perfect competition in product markets. The other is that
inflation is chosen directly by the monetary authority. Although these
simplifications have the virtue of making complex strategic interactions more
tractable, they abstract from the fact that, in reality, prices are set by firms and
that the monetary authority affects the price level and inflation by determining
the money supply. This paper makes a step in the direction of realism by
recognizing that prices are set by firms and that the monetary authority can
affect the price level and inflation indirectly through its choice of money
supply. This is done by featuring monopolistic competition in the product
market. One advantage of this formulation is that it makes it possible to
identify the effects on the economy that are generated by the threefold
interaction among central bank (CB) conservativeness, centralization of wage
bargaining and product market rigidity.

Practically all previous literature has assumed that the CB sets the price level
directly (possibly up to a white noise control error). As a consequence, the
deterring effect of a sufficiently conservative CB on unions’ wage demands
(through the bank’s reaction to the pricing response of firms) has not been
recognized. An important exception is Soskice and Iversen (1999) who also
consider price-setting firms. Their main result is that a non-accommodating
CB brings about lower real wages, which is consistent with the framework of
this paper. But they assume an exogenously given money supply reaction
function and do not discuss the interaction between product and labour market
imperfections by assuming that prices are equal to wages. On the one hand,
firms react to higher nominal wages by raising prices. On the other hand, a
sufficiently conservative CB will react to higher nominal wages by tightening
monetary policy, reducing aggregate demand for goods. Consequently, the
monopolistically competitive firms will reduce production and their derived
demands for labour. Thus, when the individual union chooses its nominal
wage, it is aware that an increase in its own nominal wage will trigger such a
chain reaction on the part of the monetary authority and of firms. The resulting



contractionary consequences for employment among its members deter the
union from excessive wage demands. An important implication of those
considerations is that the degrees of both nominal and real wage rigidity
depend on the level of central bank conservativeness. This is an instance of
the Lucas critique.

In spite of full price flexibility, changes in the degree of conservativeness of
the central bank (CB) affect employment and output even when inflation is
fully anticipated by labour unions and even if unions do not care about
inflation. Broadly speaking, the mechanism responsible for this result is the
following. An increase in the nominal wage of an individual union triggers an
increase in the prices of the firms that use the labour of that union and pushes
inflation up. In addition, the derived demand for labour of the affected firms
goes down increasing unemployment. Although the CB dislikes both changes,
it cannot fully offset both of them since it possesses only one instrument.
Depending on its conservativeness, the CB will choose whether to use
monetary policy to counteract the consequences of the union’s wage increase
for inflation or for unemployment. As a consequence, the deterring impact of
monetary policy on unions’ real wage demands and on the real equilibrium of
the economy depends on CB conservativeness.

Recent literature has uncovered interesting implications for the economic
performance arising from the interactions between wage bargaining
centralization and conservativeness of the CB. In particular, the frameworks in
Cukierman and Lippi (1999a) and Guzzo and Velasco (1999), as amended by
Lippi (1999b), imply that, when there is a single monopoly union that is
somewhat averse to inflation, an ultra liberal (or populist) CB that does not
care at all about inflation eliminates both inflation and unemployment. Since
the Cukierman and Lippi and Guzzo and Velasco models differ in various
respects, the result that a populist central bank eliminates both inflation and
unemployment only in the case of a monopoly union, displays a certain
robustness with respect to model specification. This result carries over to the
more realistic framework of this paper. However, a main new result of this
paper is that, when there is more than one union and unions care more about
unemployment among their members than about inflation, an ultra
conservative CB that is only concerned with price stability reduces both
inflation and unemployment to their minimal possible levels. This suggests
that the social desirability of an ultra liberal CB result is a rather special
extreme case. The mechanism that produces this result originates from the
fact that the CB affects the price level through its choice of money supply
rather than directly. As a consequence, for sufficiently conservative central
banks, our framework features an endogenous contractionary reaction of the
CB to an increase in wages and prices. When it is relatively conservative, the
CB finds it optimal to respond by reducing the money supply even at the cost
of aggravating the consequences of the wage increase for unemployment.



Hence, if unions are sufficiently more averse to unemployment than to
inflation, a relatively conservative CB has a comparative advantage in
deterring them from excessive real wage demands, leading to less
unemployment as well as to less inflation. As far as we know, this is the first
time that this channel is modelled explicitly in a general equilibrium framework.
Both casual and econometric evidence suggest that it has been operating in
Germany where the Bundesbank often tightened monetary policy in response
to ‘excessive’ wage settlements. Studies on industrial relations in Germany
report that when it considered wage settlements to be excessively inflationary
the Bundesbank often threatened to tighten monetary policy, thereby raising
unions’ fears of unemployment. In addition estimates of the Bundesbank
reaction to domestic wage inflation during the 1970s and the 1980s reveal that
the Bundesbank has reduced the rate of high power money growth in
response to increases in wage inflation. A related result is that (under similar
conditions) this mechanism is stronger and real wages lower, the more
conservative the CB is. When the CB is more conservative the union correctly
anticipates a stronger contractionary reaction to an increase in its nominal
wage. As a consequence the moderating effect of the anticipated CB reaction
on union wage demands is stronger and employment higher when the CB is
more conservative.
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