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The literature examining the impact of labor market institutions on various aspects of economic performance is one of the most developed sub-fields of comparative politics. The strength and vitality of this tradition of research has two distinct sources. First, the research agenda has been cumulative. Each new generation of research has refined both the empirical measures but also theoretical specification proposed by earlier studies. Secondly, this tradition of research has accommodated a broad variety of methodological orientations: qualitative research on the role of trade unions in different political contexts, quantitative studies on the economic consequences of various labor market institutions as well as more formal models of wage bargaining in a variety of institutional settings. Qualitative, quantitative and game-theoretic studies have produced a broad range of consistent findings. Overall, this literature has been extremely successful in explaining why the employment performance of economies characterized by encompassing institutions of wage bargaining has been superior to the economies with more fragmented labor market institutions.

This paper will survey the major theoretical and empirical findings of this literature. I will focus on two moments in the development of this literature. A first generation of research examined the impact of labor market institutions on the wage demands of unions and on broader macroeconomic outcomes, such as the level of inflation and unemployment. These studies agreed on the proposition that labor market centralization promotes wage restraint and leads thus to lower level of inflation and unemployment, but disagreed about the functional form of the relationship between centralization and wage restraint. In my review, I attempt to identify the critical assumptions that accounted for the divergent empirical predictions of these models. The second generation of studies added complexity to these models, by introducing  monetary authorities and by exploring the strategic interaction between monetary policy-makers and wage-bargainers. The core theoretical result of this literature is that conservative (nonaccomodating) monetary policy has real effects which depend on the structure of labor market institutions . But the second generation research inherits some of the theoretical ambiguity of the earlier studies and disagreed on the specification of the functional relationship between centralization of wage bargaining and the level of unemployment. In the final section of the paper, I will point towards future directions of research in the literature. 

Early perspectives: labor market institutions and the Olsonian logic of collective action.

The early corporatist literature in comparative politics was descriptive and taxonomical. Schmitter’s 1979 article on corporatism played a pioneering role in describing the main institutional and political differences between ‘pluralist’ and ‘corporatist’ societies. Schmitter defined ‘corporatism’ as a “system of interest representative in which the constituent units are organized into a limited number of singular, compulsory, noncompetititve, hierarchically ordered and functionally differentiated categories, recognized or licensed (if not created) by the state and grated a deliberate representational monopoly within their respective categories in exchange for observing certain controls on their selection of leaders and articulation of demands and supports” (Schmitter 1979: 13)

Early on, this literature incorporated the insight of the Olsonian logic of collective action to the strategic decisions faced by wage bargaining actors (Olson 1965, see Lange and Garrett 1985, Bruno and Sachs 1987). These studies advanced the proposition that economies characterized by corporatist institutions of wage bargaining can achieve both nominal and real wage restraint, and thus lower levels of inflation and unemployment. If wage bargaining takes place in fragmented units, union will ignore the externalities of each settlement. In this setting, unions are likely to demand wage increments to offset increases elsewhere. Thus, wage bargaining in a decentralized setting might lead to wage demands that are sub-optimally high. In contrast, unions in an economy characterized by encompassing institutions of wage bargaining will face an incentive to internalize some of the externalities of their wage demands. Hence, economies characterized by coordinated wage bargaining institutions will achieve lower levels of inflation and unemployment. 

More formally, the above statements can be represented as follows (see Franzese 1999). Assume the utility of union j is a function of their real wages (
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This equation allows us to study the relationship between unions’ marginal gain from an increase in nominal wages and the centralization of the wage of the wage bargaining system. In an economy characterized by encompassing institutions of wage bargaining, an increase in the nominal wages translates entirely into an increase in inflation 
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. Hence, in these economies unions perceive no increase in utility from an increase in nominal wages and will thus exercise nominal wage restraint. In contrast, in an economy in the size of the individual unions are very small, an increase in nominal wages has a very low effect of the overall prices 
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. In these economies, higher nominal wage demands will lead to an increase in the utility of trade unions. Thus, an increase in the fragmentation of the labor movement will contribute to an increase in the militancy of wage demands. 


Unions’ concerns for employment of their members provide additional incentives for wage moderation. These incentives are also higher in economies characterized by more encompassing institutions of wage bargaining. To illustrate these effects, we can unpack the second term of the utility of trade unions in equation 1. The level of employment of the union members in sector j is a positive function of the real demand for the products (
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The last relationship provides a second reason for wage restraint. Higher wage militancy will raise the wages in sector j relative to the wages of the competitors, and thus hurt output in the particular sector (
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). In an economy characterized by very encompassing institutions of wage bargaining (
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), unions wage settlements have a greater impact on the overall demand and hence the employment losses resulting from wage militancy are higher. This suggests a second reason why economies characterized by encompassing institutions of wage bargaining create more incentives for wage moderation.  This early specification of the relationship between wage bargaining institutions and economic outcomes predicts a linear relationship between the encompassingness of the wage bargaining system and two economic outcomes, inflation rates and the level of unemployment. The functional form of this relationship is represented in Figure 1 below.

Figure 1

The Linear model
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Philippe Schmitter and David Cameron developed the first cross-national indicators of the encompassingness of wage bargaining systems and provided the first cross-national tests of these propositions
. (Schmitter 1981: 294, Cameron 1984: 164-165). Schmitter’s index of ‘societal corporatism’ had two distinct components. The first indicator, measuring the ‘organizational centralization’ of the labor movement assessed the “ability of (con)federal powers to engage in collective bargaining, to support strikes with own funds, to maintain a large staff and to collect dues from members”. (Schmitter 1981: 294) The second component measured the “associational monopoly” of the labor movement and coded labor organizations based on the number of national labor confederations, the presence or absence of stable factions within national union confederations and the presence or absence of separate organizations for manual and non-manual workers. In addition to these two measures of union centralization and associational monopoly, Cameron’s index of corporatism considered additional institutional aspects of the labor movement: the level of union density (union membership as a percentage of the total labor force)
, the existence of institutions for worker participation in decision-making on the plant floor and on company boards and the ‘scope of collective bargaining’. The latter was a 7-point scale assessing the level of centralization of wage bargaining, from highly restricted collective bargaining (as in Spain during the Franco era) and company-level bargaining to industry-wide bargaining with economy-wide negotiated agreements. Table 1 presents Cameron’s and Schmitter’s measures of corporatism.

Table 1

Schmitter’s and Cameron’s index of centralization of wage bargaining

	
	Cameron’s index


	Schmitter’s index

	
	Organiz.

Centraliz
	Associa.l Monopoly
	Combined Ranking
	TU density
	Organiz

Unity
	Confed

Power
	Scope of

Coll barg
	Works

councils

	Austria
	1
	3
	1
	50
	1
	0.8
	1
	1

	Australia
	
	
	
	40
	0.4
	0.3
	0.6
	0.3

	Belgium
	3
	9
	7
	55
	0.6
	0.6
	0.8
	0.5

	Britain
	13
	12
	14
	45
	0.4
	0.3
	0.6
	0.3

	Canada
	13
	9
	11
	27
	0.4
	0.0
	0.4
	0.0

	Denmark
	8
	1.5
	4
	54
	0.8
	0.4
	0.9
	1.0

	Finland
	5
	4.5
	4
	47
	0.8
	0.6
	1.0
	0.5

	France
	10
	14
	13
	24
	0.2
	0.0
	0.5
	0.3

	Germany
	9
	6
	8
	32
	0.8
	0.2
	0.6
	1.0

	Italy
	13
	14
	15
	41
	0.2
	0.2
	0.6
	0.1

	Ireland
	
	
	
	32
	0.4
	0.4
	0.9
	0.3

	Japan
	
	
	
	16
	0.2
	0.1
	0.2
	0.0

	Netherl
	2
	9
	6
	28
	0.6
	0.6
	0.8
	1.0

	Norway
	5
	1.5
	2
	65
	0.8
	0.7
	1.0
	1.0

	Spain
	
	
	
	14
	0.2
	0.0
	0.3
	0.0

	Sweden
	5
	4.5
	4
	70
	0.8
	0.7
	1.0
	1.0

	Switzerland
	7
	14
	9
	24
	0.6
	0.4
	0.8
	0.3

	US
	13
	9
	11
	21
	0.4
	0.0
	0.5
	0.0



The first quantitative tests of these theories produced encouraging results. Cameron regressed his measures against a range of economic variables, such as the level of unemployment, the prices as well as measures of changes in the level of nominal and real earnings. (Cameron 1984: 169). He found a strong negative relationship between the various measures of structure and organization of the labor movement and these economic outcomes, which confirmed the theoretical hypothesis that encompassing institutions of wage bargaining produce nominal and real wage restraint and, thus, lower levels of inflation and unemployment. Using a sample of 15 OECD countries, Lange and Garrett (1985) found that the variable measuring the centralization of wage bargaining in interaction with a measure of parliamentary strength of left-wing parties explained proportionate changes in the level of growth.

A broad range of qualitative studies examining the politics of macroeconomic management in advanced industrialized societies also confirmed the empirical predictions of this linear model. Flanagan, Ulman and Soskice examined the conditions leading to the successful institutionalization of incomes policies in 9 economies during the period until the beginning of the 1980’s. (Flanagan, Ulman and Soskice 1983) Using both statistical analysis of wage developments in these countries as well as case studies of the decision-making of trade unions, these studies found that economies with centralized institutions of wage bargaining were more successful in institutionalizing incomes policies. The research projects of the Harvard Center for European Studies also confirmed the theoretical implication of the model. (Lange et. al. 1982, Gourevitch et. al 1984) 

An alternative specification of the functional relationship between labor market institutions and economic outcomes: the Calmfors Drifill model


In an influential article of 1988, Calmfors and Drifill formulated an alternative specification of the relationship between the structure of labor market institutions and macroeconomic outcomes (Calmfors and Drifill 1988, Calmfors 1993). The important additional consideration brought by Calmfors and Drifill to the analysis is that the degree of centralization of the wage bargaining system affects also the relative market power of wage setters. This additional consideration introduces a nonlinearity in the relationship between centralization of wage bargaining and unemployment. In the Calmfors and Drifill specification, both very decentralized and very centralized systems of wage bargaining are likely to produce high wage moderation and low unemployment, while intermediately centralized wage bargaining systems lead to high levels of real wages and hence low levels of employment. 


Calmfors and Drifill offer the following intuition for this “hump-shaped” relationship between the level of centralization of wage bargaining and the level of unemployment. In an economy in which wages are determined at the industry-level, unions set wages for all firms that produce similar products. Facing a lower level of competition in their products markets, firms have the possibility to shift pay increases onto consumers, by increasing the relative level of products. Given their higher capability to externalize higher labor costs onto consumers (via higher prices), firms are less likely to resist unions’ demands for higher wages and are also less likely to resort to a reduction in employment. Both effects reinforce unions’ incentives for wage militancy. In contrast, consider the cases in which wages are set at the level of the firm or in which wages are set at the level of the economy. If wages are set at the firm-level and if the level of competition in the product goods market is very high, the individual firm will not be able to raise the relative prices in response to an increase in the level of wages. In this context, an increase in wages is likely to result in a decline in employment. This creates incentives for wage restraint in decentralized labor markets. Similar considerations apply to the other extreme case in which labor markets are entirely centralized. If one trade union determines the wage level for the entire economy, an increase in the wage level leads to a uniform increase in the level of prices for the entire economy. Firms are again, unable to affect the relative prices and will respond to the higher wage demands by reducing employment. This again creates incentives for unions in very centralized labor markets to internalize some of the consequences of their militancy. 

Figure 2

The Calmfors-Drifill model





What accounts for the divergent predictions between the linear and the Calmfors-Drifill model? In my view, the critical assumption that distinguishes these models is a highly technical assumption about the relative wage elasticities of demand. More specifically, the models make different assumptions about the effects of changes in the level of wages in one sector on the level of employment in another sector. In the linear model, the assumption is that changes in the level of wages in one union will have the same effect on the level of demand (and thus employment) of the remaining N-1 unions of the economy. In contrast, the Calmfors Drifill model assumes that changes in the level of wages of one union will have different effects on the level of employment across different unions. Let 
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denotes the elasticity of employment in sector k with respect to the wage demands of unions in sector k. Calmfors and Drill disagree with all previous studies and assume that 
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Calmfors and Drifill assume the wage bargaining system is organized as follows. There are j firms and i sectors in the economy. They distinguish between intrasectoral and intersectoral centralization of wage bargaining. As intrasectoral centralization increases – one union sets the level of wages for a larger number of firms producing goods that are close substitutes. As a result of intersectoral centralization of wage bargaining, one union sets the wages for different sectors producing less perfect substitutes. In this framework, to study the relationship between 
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from an increase in wages) and the centralization of the wage bargaining system, we need to specify the impact of changes in the wage demand of this union on the wages and employment of other unions. 

An increase in the wages of union ij has consequences for both prices and employment. An increase in the wage demands of union ij raises the level of prices of the goods produced by firm ij. This increase in prices affects the level of prices of goods in other industries (for which good ij is an input). The impact of this price increase in stronger, the more centralized the wage bargaining system. This increase in prices affects adversely the utility of other unions. However, an increase in wages of union ij can have a positive impact on the employment level in other firms, if the firms produce goods that are substitutes. The magnitude of the employment effect depends on the elasticity of substitution among goods and on the level of centralization of the wage bargaining system. Let 
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) In the Calmfors and Drifill model, the intrasectoral wage elasticity of employment is higher than the intersectoral wage elasticity to employment (because goods within the same sector are closer substitutes). An increase in the wage demands of union
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 will have stronger impact on the utility of another union if the firms are within the same sector. But the sign of the effect is ambiguous dependent on the magnitude of the price and employment effect, respectively. (i.e. 
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When do unions gain from higher wage demands? How does the centralization of the wage bargaining system affect marginal utility of unions from higher wage demands? In the Calmfors and Drifill model, the relationship between 
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< 0. This assumption – which is a natural one – leads to the hump-shaped relationship between centralization and unemployment. In the totally decentralized case – large number of i and j – unions face incentives for wage moderation, since an increase in wage demands translates immediately into a decline in employment (
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 is large). Thus, an intrasectoral centralization of wage bargaining reduces the incentives for wage moderation of unions in this sector. In contrast, an intersectoral centralization of wage bargaining (reduction in i, the number of sectors), increases the incentives for wage moderation, by reducing the negative externalities of higher levels of prices.  


A number of empirical studies confirmed the predictions of this model. Calmfors and Drifill regressed a measure of the degree of centralization of wage bargaining against a range of macroeconomic variable – such as the level of unemployment, the misery index and the sum of unemployment and current account deficits as a percentage of GDP. Using data for the period between 1974 and 1985, they found a ‘hump-shaped’ relationship between the measure of centralization of wage bargaining and these economic outcomes. In a 1988 paper, Richard Freeman obtained similar results. Freeman relied, however, on measures of wage dispersion as a proxy for centralization (Freeman 1988) Rowthorn confirmed the existence of a hump-shaped relationship between centralization of wage bargaining and unemployment in the 1980’s (but the relationship is not statistically significant during the 1970s). (Rowthorn 1992)


In an influential article published in 1990, David Soskice raised a number of empirical objections to the Calmfors and Drifill findings (Soskice 1990). Soskice critiqued Calmfors and Drifill for ignoring the ‘informal coordination’ in wage-setting practices provided by employers associations. Soskice objected to the coding of Japan and Switzerland, two countries where wages are set at the firm level, but where strong federations ensure a high degree of coordination of wages at the level of the economy. After recoding these cases, a linear specification of the relationship between centralization of wage bargaining and unemployment works much better than a nonlinear model in explaining variation in the employment performance of OECD economies during the period between 1985 and 1989. (Soskice 1990: 40)


This controversy about the functional form of the relationship between the centralization of wage bargaining and the level of unemployment and about the location of individual countries along the Calmfors-Drifill curve had positive externalities. One of the most significant consequences was the development of a range of additional measures of the centralization of the wage bargaining system during the 1990’s. At present, any researcher on the political and economic consequences of wage-setting institutions can choose among a broad range of measures of wage-setting institutions. Among these, the indicators that are most widely used in cross-national studies have been developed by the OECD, Calmfors and Drifill, Soskice, Iversen and, most recently by Golden, Lange and Wallerstein. (OECD 1994, 1997, Calmfors and Drifill 1988, Soskice 1990, Golden, Lange and Wallerstein 1998, Iversen 1999) These ‘second-generation’ measures of corporatism differ from the earlier measures in two important ways. First – taking the objection of Soskice seriously –  they also incorporate information about the involvement of employer confederation in the wage bargaining process. Secondly, both the Iversen and the Golden-Lange-Wallerstein measures of the centralization of wage bargaining vary over time and are measured annually. This is an important development, given the significant (formal and informal) changes in wage-setting practices experienced by some countries.  Table 2 summarizes these measures (by using country-averages for the time-variant measures).

Table 2

Recent measures of centralization and coordination of wage bargaining

	
	Calmfors-Drifill centralization
	Soskice

coordination
	Hall

Franzese
	OECD

Centraliz.*
	OECD

Coordin.*
	Iversen*
	Golden-

Lange-

Wallerstein*

	Austria
	1
	5
	1
	2.25
	3
	0.438
	2.09

	Australia
	10
	
	0.25
	2
	2
	
	3.00

	Belgium
	8
	
	0.5
	2.25
	2
	0.338
	2.33

	Britain
	12
	0
	0
	1.75
	1.33
	0.182
	1.67

	Canada
	17
	
	0
	1
	1
	0.071
	1.21

	Denmark
	4
	
	0.75
	2.08
	2.33
	0.467
	3.58

	Finland
	5
	
	0.75
	2.33
	2
	0.445
	3.02

	France
	11
	1.5
	0.25
	2
	2
	0.114
	2.02

	Germany
	6
	3.5
	0.75
	2
	3
	0.353
	2.00

	Italy
	13
	2
	0.25
	1.83
	2.33
	0.185
	3.19

	Ireland
	
	
	0
	
	
	
	

	Japan
	14
	5
	0.75
	1
	3
	0.299
	1.67

	Netherlands
	7
	3
	0.5
	2
	2
	0.392
	3.30

	Norway
	2
	4
	1
	2.16
	3
	0.569
	3.70

	Sweden
	3
	4
	1
	2.41
	2.33
	0.485
	3.53

	Switzerland
	15
	4
	0.75
	2
	2
	0.265
	2.78

	US
	16
	0
	0
	1
	1
	0.071
	1.14


* denotes time-variant measures.


Can these advances in measurement allow us to distinguish between the linear model – which predicts a negative relationship between the centralization of wage bargaining and the level of unemployment – and the Calmfors-Drifill model, which predicts a hump-shaped relationship between labor market centralization and unemployment? Soskice argued that the Calmfors and Drifill results were driven by measurement errors. If (as Soskice claims) the Calmfors and Drifill index was biased, the new empirical indicators have removed these measurement errors. But as the above discussion has pointed out, an important difference between the ‘linear’ and Calmfors and Drifill models is the assumption about the relative price-elasticities of demand. In the linear model, all unions face the same relative-price elasticities, in the Calmfors and Drifill framework, the relative price elasticities decline as the number of sectors increase. This suggests that future empirical research will have to test which of these two assumptions is empirically more plausible. 


Recent theoretical developments: Bringing in monetary policy


The most significant theoretical development of the recent decade has been the effort to integrate the findings of the literature on centralized wage bargaining with the findings of a literature studying the consequences of different monetary rules. The motivation for this theoretical synthesis was straightforward: neither monetary policy-makers nor wage-bargaining actors affect monetary and real outcomes in isolation, but only in interaction with each other. A number of studies have attempted to specify the interaction among these actors and to develop a number of predictions about the level of inflation and unemployment under different combinations of monetary regimes and labor market institutions. The core result of this theoretical synthesis is that “even under the assumption of rational expectations, complete information, credible precommitment and a finite number of price or wage setters, […] monetary rules affect the equilibrium level of employment” (Soskice and Iversen 2000: 279). The findings of these studies stand in contrast with the proposition that monetary policy does not affect real outcomes. These studies also agree that the specific nature of the impact of monetary policy on unemployment depends on the structure of labor market institutions. While agreement exists on these propositions, disagreement continues to exist about the magnitude of the impact of monetary policy in economies with different labor market institutions. The tension in the theoretical predictions of the models parallel the older disagreements among studies predicting a linear and hump-shaped relationship between labor market institutions and unemployment. The goal of this section is to illuminate the sources of this theoretical disagreement. 


Soskice and Iversen (2000) study the strategic interaction between monetary authorities and wage setters with some monopolistic power. Their analysis generates the result that “an increase in monetary nonaccomodation leads to an increase in equilibrium employment” (Soskice and Iversen 2000: 265) In other words, the shift to central bank independence can improve the employment performance of economies with a small number of independently acting unions. These real effects of monetary policy are a consequence of the fact that independent central banks can alleviate coordination problems among unions. Soskice and Iversen offer the following explanation for this “apparently counterintuitive” result. In an economy in which the central bank fixes the real money supply – referred to as a case of accommodating monetary policy – unions have no incentive for wage moderation, since the wage choices of unions cannot affect real demand and thus the equilibrium level of employment. In contrast, if the independent central bank fixes the nominal money supply, an increase in sectoral prices or wages on aggregate prices will translate into a reduction in real demand and, thus, a reduction in the level of output and employment. Thus, unions face an incentive to lower their wage demands relative to the wage demands of other sectors and hence to contribute to an increase production and employment. The ability of unions to affect real wages is greater as the number of wage bargaining actors in the economy declines. As Soskice and Iversen argue, in the case of a non-accomodating monetary policy, “the standard trade-off between the real wage and the employment level along the sectoral employment demand curve is thus altered: greater real wage restraint lowers the relative price of the sector and this raises the real money supply (given wage-price setting elsewehere)” (Soskice and Iversen 2000: 267)
 


Soskice and Iversen derive these results in the following setup. The government commits to a particular monetary policy, whose effects are fully known to the labor market participants.
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 is the level of employment in sector 
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denotes the number of sectors who are assumed to be equally-sized. Assuming Bertrand pricing 
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 and normalizing labor supply equal to unity, this equation implies the standard trade-off between employment and wages. Unions choose real wages 
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in the utility of trade unions denotes the relative importance attached by the union in sector 
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Given the assumption of symmetric equilibria (
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) and setting the equilibrium wage equal to unity yields the following result for the equilibrium level of employment
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Thus, the key result of the analysis summarized in the previous two equations is that the impact of monetary policy (monetary nonaccomodation) on the level of unemployment is contingent on and varies with the number of trade unions in the economy. An increase in the level of ‘nonaccomodation’ of the monetary policy (an increase in the conservatism of the central bank) contributes to a reduction in the level of unemployment. The magnitude of the effect of monetary policy on unemployment increases as the number of trade unions in the economy declines. Figure 3 presents a graphic interpretation of the results. 

Figure 3

The Soskice Iversen model






Some questions remain about the Iversen-Soskice framework. First, as Franzese points out, “monetary authorities are non-strategic; money-supply rules are exogenous, neither deriving from policy-maker optimization nor responding to bargaining settlements. Yet if bargainers are strategically responding to money-supply rules, then monetary policy-makers are likely to respond strategically to bargainers” (Franzese 1999). Clearly, future research will have to remove this asymmetry and model the monetary authorities as a strategic actor. Secondly, “real demand elasticity is fixed, exogeneous and, in particular assumed independent of N in the comparative statics”. (Franzese 1999). It is this assumption that distinguishes the set-up of the Soskice-Iversen and Calmfors-Drifill set-up: in the Calmfors-Drifill framework, relative-price elasticities decline as the number of sectors increases . Finally and most problematically, the theoretical implications of the Iversen-Soskice model are at odds with labor market developments in Europe. The main prediction of the model is that an increase in monetary nonaccomodation “will have substantial benefits for long-term employment” (Soskice and Iversen 2000: 280). Given that during the last two decades most European economies have de facto shifted from an ‘accomodating’ to a ‘non-accomodating’ monetary policy, the level of unemployment experienced by these economies should have declined between the 1960’s and 1970’s and the recent decades! The model predicts however that the level of unemployment declines as countries shift from ‘accomodating’ to ‘nonaccomodating’ monetary policies. While the model is elegant and theoretically compelling, it remains unable to account for the rise in unemployment experienced by European economies during recent decades (cf. Mares 2001). 

Iversen (1998, 1999) takes a different approach to the study of the interaction of trade unions and monetary policy. An important difference in the theoretical set-up of Soskice and Iversen and Iversen (2000) is that in the former, unions’ utility comprises a term that shows unions’ concern for the level of wage equality. More specifically, Iversen assumes that unions’ objective function takes the form
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where 
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w

denotes the increase in nominal wages, 
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is the percentage increase in the level of consumer prices, 
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U

is the level of unemployment among the members of union i, 
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is the average unemployment rate. Thus unions’ utility increases as the level of real wages (
[image: image77.wmf]p

-

i

w

) increases,  but it falls as the level of unemployment increases. Iversen’s specification of the effect of unemployment on the utility of trade unions suggests that what matters to unions is not only the level of unemployment in a particular union (
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), but the aggregate level of unemployment in the economy (
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). Unions dislike an increase in the level of unemployment of the economy because the latter increases competition for scarce jobs and thus potentially increases the duration of unemployment spells. The third term in the utility of unions denotes unions’ concern for wage equality. 
[image: image80.wmf]i

r

denotes the ideally sought relationship between the wage increases of high-earning and low-earning workers and 
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 the actual ratio of wage increases. Thus, any discrepancy between the “desired” and “realized” level of wage equality enters the utility of trade unions with a negative sign. 
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and 
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are parameters that denote the relative weights of these different objectives. 


In the Iversen model, unions encounter a monetary authority that cares both about the level of price stability and the level of unemployment. The objective function of the monetary authority takes the form 
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where 
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denotes the percentage increase in consumer prices and 
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the level of unemployment. The parameter
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 denotes the relative weight placed by the monetary authority on the policy objectives of maintaining price stability and full employment, respectively. Thus, following Iversen’s terminology, if 
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 takes high values, we are in the presence of a non-accommodating (anti-inflationary) monetary regime. Conversely, if 
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takes low values, monetary policy is described as ‘accomodating’. In this model, the game proceeds as follows. First, at each level of centralization, low-wage and high-wage unions Nash bargain over level of wage equality. Next, all unions simultaneously announce their wage demands and chose a nominal wage rate. In the final stage of the game, monetary authorities choose the level of inflation and unemployment. 


Using this setup, Iversen formulates a number of propositions that stand in partial contrast to the results derived in Soskice and Iversen. The main implications of the analysis can be summarized as follows. In the case of an accommodating monetary policy (as 
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 ), the results parallel the findings of the Calmfors-Drifill model. In this context, the model predicts a hump-shaped relationship between the level of centralization of the wage bargaining system and the level of unemployment. For low- to intermediately centralized wage bargaining systems, an increase in the level of centralization leads to an increase in unemployment. In intermediately centralized wage-bargaining systems, both market forces and the internalization effects are too weak to restrain unions’ demands for higher wages. As the centralization of wage bargaining increases, the ability of large wage-setters to internalize the effects of militancy increases and begins to offset the monopoly power of trade unions, contributing to a decline in unemployment. 


The predictions of the model are reversed in the case of nonaccomodating monetary policy (as 
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becomes very large). In this case the predictions of the model for the equilibrium level of unemployment depend on the values of the parameter 
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 , denoting unions’ concern for wage equality. If 
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 is very small, the predictions of the model are in agreement with Soskice-Iversen. In this case, monetary policy has positive effects on employment, which increase as the centralization of the wage bargaining system increases. As Iversen formalizes the intuition for this result, “the collective action problem facing unions in intermediately centralized systems – which can lead to excessive wage demands and unemployment – is thus “solved” (or at least dissipated) by an agent that is deliberately nonaccomodating to unions objectives. If 
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 is very large, unions will attempt to forge more egalitarian wage compromises which can have adverse on the employment performance of the economy. Thus, Iversen argues that for highly centralized wage bargaining systems, there exists a point at which monetary nonaccomodation produces superior employment outcomes to monetary accommodation. These findings are summarized in Figure 4.

Figure 4

The Iversen model







 


This “tension” among the theoretical predictions of Iversen (1998 and 1999) and Soskice and Iversen (1999 and 2000) raises a few interesting questions. First, it appears that some of the ambiguity in the predictions about the functional relationship between the centralization of the wage bargaining system and the level of unemployment that characterized the first generation corporatism carried over to this second-generation corporatism that introduced monetary policy into the analysis. It is important to point out, however, that this theoretical ambiguity has two different sources. One of its sources is the critical assumption about the relationship between the real and relative price-elasticities of product demand and the centralization of the wage bargaining system. If the model assumes that elasticity of demand with respect to prices is fixed, exogenous and independent of the number of wage bargaining agents, then the model predicts a linear relationship between the centralization of the wage bargaining system and the level of unemployment. We are in the ‘linear model’ and in the world of Soskice and Iversen. Contrarily, if the model assumes that the price elasticity of demand declines as the number of firms that are subject to the same wage agreement increases, then we are in the Calmfors-Drifill world. As Franzese points out, “escaping the dependence on arbitrary assumptions may prove impossible, but clearer exposition of the implications of different assumptions should be possible though it awaits further theoretical development” (Franzese 1999). 


The ambiguity in the theoretical implications of the various models stems also in part from different assumptions about the utilities of trade unions. In the Soskice and Iversen models, the utility of unions has only two terms: the real wages and the level of employment of union members. (Soskice and Iversen 1999, 2000). In contrast, Iversen’s model differs in important ways in their assumption about the utility of trade unions: unemployment enters the utility of unions as a quadratic term (which causes the similarity in results between the Iversen case of monetary nonaccomodation and the Calmfors-Drifill case) and an additional concern of trade unions is the relative level of wage equality of their members. More transparency in spelling out all the empirical implications that follow from different assumptions about the utilities of these actors is clearly desirable. But this diversity in the underlying assumptions about the policy objectives of trade unions is also a strength of this literature. This remains an instance of a positive interaction between the more formal, game-theoretic literature and the vast qualitative research on the objectives and practices of trade unions in different societies.


So far, the efforts to test these theoretical models have produced ambiguous empirical results. Iversen tests the empirical predictions of his model in a sample of 15 OECD countries between 1973 and 1993, using four-year averages. (Iversen 1998, 1999) The results support the theoretical implications of his model. An increase in monetary nonaccomodation leads to lower levels of unemployment in economies in countries with low or intermediate level of centralization of wage bargaining and to higher levels of unemployment in economies with highly centralized institutions of wage bargaining. Similarly, the analysis produces similar results with respect to inflation. Monetary nonaccomodation lowers inflation, the effects are stronger (but only weakly so) in economies with encompassing institutions of wage bargaining. (Iversen 1999: 70)

Soskice and Iversen do not test the empirical predictions of their model, since “the purpose of the article is analytic rather than empirical” (Soskice and Iversen 2000: 267). Table 1 of their paper marshals only weak evidence in support of their model. (See Table 3 below) This table presents a cross-tabulation of the level of centralization of wage bargaining and the character of monetary policy for 17 OECD economies during the period between 1973 and 1993. The results support the predictions of the model that monetary non-accommodation leads to superior employment outcomes only for intermediate level of centralization of wage bargaining.  The employment performance of economies with intermediately-centralized institutions of wage bargaining but with a nonaccomodating monetary policy is superior to the performance of economies with similar labor market institutions, but with an accommodating monetary policy. In the case of economies with both decentralized and highly centralized institutions of wage bargaining, monetary nonaccomodation is associated with worse employment results than monetary accommodation. Thus, for both of these cases, the findings disconfirm the theoretical predictions of the model.

Table 3 (Soskice and Iversen 2000: 268)

Long-run average unemployment rates for 17 OECD countries depending on the monetary rule and the centralization of wage bargaining 1973-1993

(N, in parantheses)

	
	Centralization

	Monetary Rule
	Very high
	Intermediate
	Very low
	Mean

	 Accommodating
	3.9

[Finl,Norw, Sw]
	7.6

[Austral,Belg,It]
	7.1

[UK, FR, NZ]
	6.2 (9)

	Nonaccommodating
	5.6

[Austria, DK]
	3.6

[D,Jap,NL,Switz]
	7.4

[Can, US]
	5.0 (8)

	Difference
	-1.7
	4.0*
	-0.3
	5.6 (17)



* Difference is significant at a 0.001 level (one-sided test). Monetary rule refers to the independence of the central bank except in the case of Japan where a dependent bank has followed a nonaccomodating rule. Sources OECD [1996, 1997], Cukierman, Webb and Neyapti (1992) and Hutchinson, Ito and Cargil (1997). 


Other empirical analyses reach, however, different conclusions. Hall and Franzese (1998) regress various measures of centralization of wage bargaining and central bank independence on measures of inflation and unemployment. Their data set includes 18 OECD economies during the period between 1955 and 1990, using annual and decade-level data as well as postwar averages. They find a negative relationship between the level of central bank independence and the level of unemployment, but a positive relationship between the interactive term of centralization of wage bargaining and unemployment. (Hall and Franzese 1998: 522, Table 2). With respect to inflation, Hall and Franzese find a negative relationship between the centralization of wage bargaining and the central bank independence and a positive (but statistically weak) relationship between the interaction term of the two institutional measures. (Hall and Franzese 1998: 522, Table 2) Hall and Franzese’s findings are, thus, in conflict with Iversen’s results. While Iversen results suggest that monetary nonaccommodation leads to lower levels of unemployment in economies with low- and intermediate-level of centralization of wage bargaining, Hall and Franzese’s findings suggest that central bank independence leads to higher level of unemployment, but that the increase in unemployment is lower in economies with more centralized institutions of wage bargaining. Cukierman and Lippi (1999) also regress various measures of the centralization of wage bargaining and central bank independence on both inflation and unemployment, by using a sample of 19 OECD countries at three points in time, 1980, 1990 and 1994. They find that central bank independence reduces unemployment in economies with high or intermediate level centralization of wage bargaining, but that it increases unemployment in economies with decentralized labor markets. (Cukierman and Lippi 1999: 1422)

Conclusions

This paper has reviewed the main findings of a vast tradition of research that examines the impact of labor market institutions on economic performance. In recent years, we have seen a proliferation of a large number of models that differ in their predictions of the functional form of the relationship between the centralization of the wage bargaining system and the level of employment. The goal of main review has been to identify the critical (too often hidden) assumptions that lead to these different predictions. The implication of my review is that, while the literature has been extremely successful in explaining cross-national patterns in the employment performance of advanced industrialized democracies, it has been less successful in developing models that can explain both cross-national and intertemporal changes in the employment performance of these economies. Future studies will have to address this shortcoming. The interaction of the two variables preferred by current research – monetary nonaccomodation and the centralization of the wage bargaining system – is unfortunately insufficient in explaining these empirical patterns.  
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� In fact, both Schmitter and Cameron started from an earlier measure developed by Headey. Headey 1970: 407-439.





� Cameron’s measure of union density averaged figures for 1965 and 1980. Cameron 1984: 164.





� Note however that the argument does not hold in the two limit cases: (a) the number of unions is very small N ( � EMBED Equation.3  ��� (b) N=1 (There is only one union in the economy). In the former case, the demands of unions are too small to affect the price level. In the latter case, a single union can choose full employment independent of the monetary regime. 





� Cukierman and Lippi 1999: 1419, Table 2 presents similar results (the entries in the third column differ however).
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