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1 Introduction

It is widely accepted today that the labor market and its ability to absorb shocks
can play an important role for the economic performance of an economy. The
post-70s experience in many European countries contrasts sharply to the com-
paratively low unemployment rates in the United States and Japan. The extent
to which the labor market is decisive in determining the level of unemployment
or more recently the extent to which different labor market structures have vary-
ing abilities to absorb macroeconomic shocks has received great attention in the
field of labor economics. Is there something like an ideal labor market structure
that should be implemented to reduce unemployment rates, or do labor markets
have only marginal effects? Does one scheme fit all countries, or is it the overall
design that matters? Various articles have been investigating these questions.
A central paper in this discussion that focused on the wage bargaining system
is the article by Calmfors and Driffill (1988) that proposed a hump-shaped re-
lationship between the level of bargaining and the unemployment performance.
The argument has been criticized on theoretical as well as empirical ground, and
it has been argued that with an increase in openness to trade the relationship
gets blurred and the level of wage bargaining does essentially not influence the
unemployment performance anymore. This paper adds to this discussion by
reinterpreting the Calmfors-Driffill hypothesis in an open economy context with
traded and non traded good sector.

The goal of the paper is to evaluate, whether different labor markets perform
better in terms of employment even if openness to trade has increased. More
precisely, I provide a theoretical argument that, controlling for other variables,
the hump-shape is unlikely to disappear, despite increased openness. Within
this framework, the potential effects of increased openness under different labor
market constellations are then analyzed.

In the initial chapter, I revise briefly the body of theoretical literature that
has coined the discussion on the macroeconomic performance of economies with
different wage setting structures. Based on the findings of this literature and
allowing for different wage-employment trade-offs for unions in the traded and
non traded sector, an adjusted version of the theoretical framework is proposed
in Chapter 3. The theoretical implications of the model are formulated in Chap-
ter 4 and tested in an empirical exercise. Chapter 5 concludes and formulates
possible policy implications.

From a theoretical point of view, the main contribution of this paper may
hence be seen in the explicit consideration of the non traded good sector in a
multilevel bargaining set up to allow for a more encompassing picture in order to
analyze the implications of different labor market structures in an open economy
on the unemployment level. Furthermore, I am not aware of an empirical paper
that investigated the effect of openness to trade interacted with different labor
market structures.



2 Literature Review

The major part of the theoretical literature has focused on analyzing union
behavior in an integrated labor market (i.e. assumed free movement of labor
between sectors), while a smaller amount of literature builds on the dual labor
market approach in which skill differences are the primary motive for different
wages that can be maintained in an economy (See Layard et. al. 2003 or Dixon,
Thustrup Hansen and Jacobsen Kleven 1999). For the purpose of this paper it
is essential to filter the different arguments in the literature and to provide a
motivation for the possible outcomes of different labor market structures. As a
complete literature review on the subject is well above the scope of this paper, 1
will focus on the part of the literature which is essential for the analysis of this
paper.!

Although the literature on corporatism and union behavior dates further
back, the main reference papers on the issue of wage bargaining at different lev-
els of centralization is the paper by Calmfors and Driffill. Calmfors and Driffill
(1988) proposed in their article the well cited hump-shaped relation between
centralization of wage bargaining and macroeconomic performance in a closed
economy. According to the paper countries with highly decentralized or very
centralized union wage setting should experience a lower real wage increase and
have lower unemployment rates than countries that are characterized by indus-
try level bargaining. The argument is based on the optimization behavior of
trade unions, which will lead in the case of decentralization to lower wage de-
mands due to increased market competition. Moving towards more centralized
wage bargaining increases the market power of the unions and the scope for
higher wage demands, but also entails a partly offsetting effect through the in-
creased price level associated with higher wages. At the most centralized level,
unions will again demand lower wages due to the incorporation of the externali-
ties that one sector’s wage increase poses to the other sectors’ real wage via the
higher price level which offsets the market power consideration (Calmfors and
Driffill 1988, p.34). Despite the paper’s contribution to the academic discus-
sion on labor market structures and their macroeconomic implications, it has
one major drawback: open economy aspects were not taken into account even
though the country sample analyzed consisted of various open economies.

The open economy issue has been addressed at a later stage by Driffill and
van der Ploeg (1993) as well as Danthine and Hunt (1992). The paper by Driffill
and van der Ploeg looks at an open economy whose consumption basket consists
of home and foreign goods. Wage setting either takes place at a decentralized
level in each of the competitive firms that produce a homogenous good, at a
national level or at an international level. This gives rise to an international
version of the hump-shaped relationship, which implies that wage bargaining
at the national level results in higher unemployment and higher real wages.
The result is analogous to the Calmfors-Driffill argument only that here, at the
national bargaining level, the negative effect on the foreign CPI is not taken

1For a more detailed analysis of labor market structures and their macroeconomic impli-
cations see Layard et. al. (2003) and Flanagan (1999).



into account, an externality that is internalized under wage setting at an inter-
national level (Driffill van der Ploeg 1993, p.382). Danthine and Hunt (1994)
instead maintain the set up of Calmfors and Driffill, but split the goods’ produc-
tion into Home and Foreign. Consumption follows the Dixit-Stiglitz approach,
with Home goods and Foreign goods being the least substitutable baskets. The
more disaggregated the consumption basket becomes the closer the goods are
to each other. This set up allows analyzing the outcomes of different levels of
wage bargaining in the respective countries.? Danthine and Hunt find that if
bargaining in both countries is at the same level of aggregation the intermediate
level performs the worst in terms of unemployment rates. Furthermore, coun-
tries with more centralized wage setting structures seem to perform less well
in terms of employment when having a trading partner that tends towards a
more decentralized structure (Danthine and Hunt 1992, p.21). For both cases,
Danthine and Hunt find that the more integrated the economies become the less
pronounced the hump-shape will be.

Besides the more detailed nature of the Danthine and Hunt paper, both
papers hint at the better performance of decentralized systems compared to
alternative levels of bargaining (in the national context). The main caveat
of both papers is that the non traded good sector is not modeled explicitly,
preventing the possibility to take into account the fact that traded good sector
workers do face a different trade-off between employment and real wages than
the sheltered non traded good sector does. Hence, the way that Danthine and
Hunt model stronger integration - via an increase in substitutability between
all domestic and foreign goods - may appear inappropriate as primarily the
traded good sector will be affected by the integration process in terms of a more
pronounced trade-off between unemployment and real wages.?

The different trade-off faced by unions in traded and non traded good sector
is taken account of in Rasmussen’s paper (1992). Taking the world price for
traded goods as given, he finds that an increase in the wage in the traded good
sector leads to less employment in the sector and lower overall income, which
reduces demand for non traded goods lowering the price for non traded goods.
This tends to decrease employment and increase real wages in the non traded
good sector. According to Rasmussen the negative employment effect tends
to outweigh the wage effect, which will induce wage setters in the non traded
good sector to demand a lower wage (Rasmussen 1992, p.569). For economies
that tend to be less open, Rasmussen finds that under non cooperative wage
setting real wages in the traded good sector will tend to be lower than real
wages in the non traded good sector. Furthermore he proposes the concept of
“centralized bargaining cooperation”, in which the two unions determine both
wages jointly. He concludes that in such a centralized set up, wage differentials
tend to be less pronounced and the outcome to be a pareto improvement to the

2Beissinger and Biisse (2002) present in a similar model international spillover effects,
which allow the trading partner to affect the unemployment rate of the home country.

3The argument that unions in the traded good sector face a more severe trade-off is very
prevalent in the literature but hardly found in the theoretical models. See for example Calm-
fors (1993), Rasmussen (1992) or Abdersen et al (2000).



decentralized wage bargaining.* However, Rasmussen’s predictions with respect
to employment performance and real wages are less precise and the modeling
approach does not allow for bargaining at different levels as shown in Calmfors
and Driffill.

Summarizing the above it may be stated that the literature on wage bar-
gaining that introduced bargaining at different levels either disregarded the open
economy aspect (like the initial paper by Calmfors and Driffill 1988), or did not
model this explicitly. While Danthine and Hunt (1994) introduce increased
integration over a higher elasticity of substitution at the level of aggregation
between Foreign and Home goods, the paper does not take account of the fact
that unions in the traded good sector and unions in the non traded good sector
do face different trade offs due to the competition from abroad that gives less
room for maneuver when deciding the wage (price) level. Rasmussen (1992)
takes account of this fact, however models bargaining solely in the whole traded
good sector and non traded good sector acting independently or, in the cooper-
ative scenario, for the overall economy, which does not permit him to look at a
more detailed set up as in Calmfors and Driffill.

The model presented in the next paragraph tries to overcome these short-
comings, by extending the open economy framework by Danthine and Hunt
through explicitly modelling the existence of traded and non traded goods sec-
tor and introducing different wage-employment trade-offs in traded and non
traded goods sector. Furthermore, the general structure of the Calmfors and
Driffill framework is maintained in order to allow for the wage setting to take
place at different levels of centralization.

3 The Theoretical Framework

The set up of the (static) model follows essentially the idea laid out by Calmfors
and Driffill (1988) and later Danthine and Hunt (1992). However, the approach
includes an essential adjustment. The existence of non traded and traded good
sector is taken into account in order to allow for the different wage employment
trade-off faced by non traded and traded goods sector, where the later faces the
foreign competition and therefore a higher elasticity of substitution for similar
brands. This will essentially result in a set-up which incorporates the traditional
Calmfors-Driffill argument at one extreme and the Danthine and Hunt version
at the other extreme. The model is not solved explicitly but given in a general
form.”

4However, “simple” centralized bargaining in this set up tends to be unstable as one union
stands to loose from co-operation compared to the decentralized wage setting outcome (Ras-
mussen 1993, p. 574).

5The derivations follow Danthine and Hunt (1994), but are adjusted wherever the non-
traded good sector comes into play. For more details on the underlying model see Calmfors
and Driffill (1988) or Danthine and Hunt (1994). See Appendix IV for the derivations.



3.1 The Baseline Model

I will present a simple model (based on Danthine and Hunt 1992) in which the
traded good sector faces stronger competition, i.e. home goods and foreign goods
are close substitutes. This represents the case where the wage employment trade
off in the traded good sector is more severe than in the non traded good sector,
such that a wage increase leads to higher unemployment in the traded good
sector compared to an equivalent increase of the wage in the non traded good
sector.® For simplicity, labor is immobile between sectors, which will essentially
lead to different wage settlements in traded and non traded good sector.”

Production
Both sectors are characterized by a large number of competitive firms, which
produce according to the following production function:

Yirg: = AK” + (1 = A)Liyrg ; 1)
Yf, = AK? + (1 - ALY, 2)

1/1— p represents the constant elasticity of substitution between capital (K)
and labor (L). A is a constant parameter. The number of firms in the overall
economy is held constant. Following Danthine and Hunt, I set the capital stock
equal to one in each of the firms.® The labor demand and the (inverse) output
supply can be derived from the firm’s maximization problem taking the wage
rate and prices as given:

—1

1/ 1 w\77 1-4]"
bi= A(l—AP,-) A ®)

P=(1—A)7 w1 — Ay;?)" (4)

6This may be justified as “in tradable sectors with strong foreign competition, the differ-
ences in terms of wage outcomes may be small between bargaining at industry and firm level.
Industry bargaining is more likely to lead to higher wages than firm-level bargaining in the
private non-tradable sectors.“ (Calmfors 1993, P.169). The differential treatment of traded
and non traded good sector may also provide an implicit argument for the decline in national
bargaining systems which has been observed in the Scandinavian countries (See Driffill 2005,
p. 8)

"This is certainly a strong assumption and limits the predictive power of the model to a
rather short run description of the economy. However, in an extension (part 3.2) I show that
the main conclusion remains unchanged when changing the assumptions such that there is a
unified wage within the country.

8 As the following analysis focuses on the effects of different labor markets, considerations
with respect to capital are above the scope of this essay.



Consumption
Consumers in the respective country derive utility from the consumption of
traded and non traded goods:

U=C+h(Wg) (5)

, with C' = C% - Oy and h(Wg) being the utility derived from the ben-
efits received when being unemployed.’ Preferences are of Dixit-Stiglitz type
with three levels of aggregation (See Appendix 1 for a graphical illustration
of the consumer preferences and resulting production structure for the case of
a=1/2).1% More precisely, goods are imperfect substitutes, with the elasticity
of substitution between the consumption baskets decreasing with higher lev-
els of aggregation. Aggregate income is given by the sum of the value of the
domestically produced goods:

I= Z Pr;ixYT:+ Z Py ;YNTG, (6)
i=1 i=1
When looking at this level of aggregation we find from utility maximization
the demand for traded goods and non traded goods:'!

I I
fd D — 1 — D
Cr=a Py and Cyrg = ( a) Pr (7)
The corresponding CPI is given by:
P& . pl=a
a®(1 —a)l—e ()

, where the nominal exchange rate has been set equal to unity. Demands for
the next level of aggregation in the traded good sector are given by

Pr;\ % Pri\ T
Cr; = (TZ> Cr=a- <TZ> B for i=1,2 9)

T
and for the non traded goods sector by:

_(Pna\" B Py \"" I -
Cn, = (PN> -Cnrg=(1—a)- ( e Py fori=1,2  (10)

9The benefits are assumed to be financed through lump sum transfers paid by the workers
in each firm such that the benefits drop out of the budget constraint.

10The minimum number of levels of aggregation to generate a hump-shaped structure is
three. Although, Danthine and Hunt work with more sublevels (i.e. 5), this analysis limits
itself to the minimum number in order to keep the notation as simple as possible. Clearly the
analysis can easily be extended to more levels of aggregation as well as more branches at each
level of aggregation (e.g. instead of two branches, Danthine and Hunt employ 4 branches at
each nod).

1 The respective consumption baskets at the different levels of aggregation are given in
Appendix IV.



Pr; and Py ; refer to the respective price indices of the consumption baskets
and 6 x is the elasticity of substitution between the home and the foreign traded
goods consumption basket, while 6; refers to the elasticity of substitution be-
tween the two sub-baskets of the non traded goods. The idea that goods are
imperfect substitutes is captured by fx > 1 and 6; > 1. Furthermore, the as-
sumption that traded goods face stronger competition (due to the competition
from abroad) than non traded goods is captured by x > 6;. The fact that
O0x > 61 will lead firms in the traded good sector to increase prices less than
in the non traded goods sector, as the loss of demand to foreign producers is
stronger in the traded good sector than the loss of demand to other domestic
producers in the non traded goods sector. In general the elasticities of substitu-
tion within a sector are increasing with a higher degree of disaggregation, such
that: 1 < 6, < 0x < 0y < 05 < 07.'2 The intuition behind the increasing
elasticity of substitution at lower levels of aggregation is that the goods become
closer substitutes.'3

The price index at the respective level of aggregation is given by:

1
Pro= (P 4P )T (11)

1
Py = (PN RE) T (12)

Moving down one stage in the aggregation ladder, gives the demands for
those subgroups:

-0 -0
_ PT,z',j Y PT,i X I
CT,z,J = a- (PT7i > PT . Pi,r (13)
-0 -6
Pnij\ (Pni\ 1 .
Cnij = (1-a) <1']7\1]vj> <1;jv> Py for i,j=1,2 (14)

Resulting in the price index for the sub-branches:

1
Pri = (B Py )T (15)

1
Pui = (PR +PEE)™" for 112 (16)

121n order to generate the different wage-employment trade off in traded and non traded
good sector it is only necessary to have 1 < 01 < fx.

130ne may think of the choice a consumer makes at the highest aggregation level of traded
goods between durables (e.g. automobiles) and non durables (food), two baskets which have a
low elasticity of substitution ( 0x). At the next level of aggregation the consumer will choose
between, say, an SUV and a normal passenger car (for the automobiles) and vegetables and
meat (for the food). At the lowest level of aggregation the choice would then be between the
brands (say Peugeot and Volkswagen). One can see from this idea that the elasticities are
increasing with an increasing level of dis-aggregation, which is captured by: 6x < 0y < 0z
in the traded good sector.



And at the most disaggregated level for the traded good sector:

—9 —0 —9
Pr; ? (Pr;; Y (Pr,; R ..
ik =a- 2D 52 ) . f ,,k:1,2 1
CT, 2J5k a < PT7i,j > PT,i PT PT or 1,J ( 7)

This will give the following price index:

1
Prig=(PESa+ Pit) "7 forij=12 (18)

In equilibrium consumption of non traded goods must equal production:
Cnre = Ynre- This allows pinning down the equilibrium conditions. Note
that this also implies that the traded and non traded good sector can basically
be treated separately as each sector’s nominal consumption must equal its value
of production. More precisely, the Cobb-Douglas structure will result in the
fact that a change in the price of non traded goods will be exactly offset by a
corresponding change in the quantity of non traded goods such that the value
of >~ Pn; ;jYNTq,; remains unchanged. Furthermore, as Cnrg = Ynrg and the
consumption of non traded goods is Cnyrg = (1 — a)-I/Pnr¢ there is no effect
on the demand for traded goods or the wage setting in the traded good sector
stemming form wage changes in the non traded good sector.

The monopoly union approach to wage determination

In this simple approach to wage setting, unions are able to decide the wage
and firms are left to determine employment. When each union maximizes inde-
pendently it takes the other unions’ wage as given.!* Given that (a) determines
the division of demand between non traded goods and traded goods, a=1 would
imply that there will be no demand for the non traded good sector. If the pro-
duction structure would not adjust to such a change in a, this would result in
complete unemployment for all the labor formerly employed in the non traded
good sector. Therefore, the way in which firms allocate themselves between
traded and non traded good sector will depend on (a). More precisely, in terms
of the graph in Appendix 1, when a=1 all firms constitute part of the traded
good sector, and we have the case of the Danthine and Hunt open economy.
On the other hand, if a=0 all firms will produce for the non traded good sector
and we are in the original Calmfors and Driffill framework. The labor that can
potentially be employed in a firm, whether non traded good sector or traded

14 Although a wage bargaining approach, where the firm and the union set the wage by
jointly maximizing their utilities with the respective weights to union utility and firm utility
representing the respective bargaining power, is a more realistic set-up, I make use of the
monopoly union approach as Calmfors and Driffill (1988) have shown that the outcome would
not be altered significantly. Nevertheless, I will make use of the concept of relative bargaining
strength in the empirical part of the paper. The intuition of this concept is straight forward:
If the trade union does have a stronger bargaining position (either due to a high level of union
coverage or a favorable legal framework) the wage tends to be higher.



good sector will hence always be identical and equal to M;, the union members,
independent of (a). Furthermore, the demand facing a single firm in the non
traded good sector for its variety in the case of a=1/2, will be the same as in
the case of a=0, while the demand facing a single firm in the traded good sector
will be the same under a=1/2 and a=1.!% For simplicity, I will only contrast
the cases of a=0, a=1/2 and, a=1 as these cases are essentially contrasting the
three different scenarios.!6

The case of decentralized wage setting

Given that workers contribute to the production of either non traded or
traded goods, a union at the firm level will maximize the utility deriving from
the wage that maximizes the following function taking, respectively, the labor
demand in non traded good sector or traded good sector into account (a similar
function holds for unions in the traded goods sector):

W; ;
U=L;nrg-v (P) + (M; — Lin7c)V (19)

The first term is the utility (v) derived from the real wage paid to those
members of the union that will remain employed and the second term reflects
the mellnbers ‘diat will not be employed anymore (M; — L; n7¢) and derive
utility V', with V being defined as: V = h(Wg)

The first order condition is given by:

OL; NnTG - dv;
=—F(v-V)+ —L; 20
aw, V) g Liwre (20)

From the labor demand function, the output supply function as well as the
demand for each single variety one can derive the wage chosen by the union in
the non traded good sector:

0

m
Winre =h(Wg) - | 1+ flenta: antc.ii Y SNTGRANTG k) | - (21)
k=1
m
with  f(enra, i Z SNTGEANTG ki) > 0
k=1

15This is quite intuitive, as the income being spent on non traded goods is twice as big as
the income spent on non traded goods under a=1/2, but also the number of firms in the non
traded good sector has doubled. A similar reasoning applies to the case of a=1. Appendix II
and III illustrate the consumption and production structure for the case of a=1 and a=0. For
a formal derivation of the equality of demands see Appendix IV.

16For any value 0 < a < 1, the analysis is conducted identical to the framework set out
in this paper, but would require more branches at the upper nods. E.g.: if there were three
branches at the nod Cx and three branches at the nod Crz, a = 1/3 would result in a
production structure, in which two branches would be at the nod of Cr 2 and 4 bracnhes at
the nod of Cp.
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and in the traded good sector:

Wit =h(Wg) - (1 + f(er, ar,i, Z ST,kaT,ki)> ; (22)

k=1

n
with  f(er, ar i, Z ST RAT ki) > 0
k=1

Essentially the wage is a mark-up over the utility derived from leisure which
depends on the unemployment benefits Wg. Higher unemployment benefits
tend to raise wage demands. eyrg and er are the elasticity of labor demand
with respect to the real product wage in non traded and traded good sector,
respectively. Clearly, a higher elasticity tends to decrease the wage demands as
it would imply a strong loss of employment in response to a small increase in
the wage. syrq,i is the share of income spent on non traded goods that goes
to the single good k.!7 Of particular interest are a;; and ay;, which represent
the respective elasticity of the price of product k and product i with respect
to a wage increase in firm i.'® These elasticities depend on all the elasticities
of substitution between the goods, i.e. from the lowest to the highest level of
aggregation in the non traded good for (21) and all the elasticities in the traded
good sector for (22). Hence, one may rewrite the relationships as:

m

f(€NTG,aNTG,ii7ZSNTG,WNTG,M) = flenra,0nTC) (23)
=1
fler,arii,»  srwarei) = fler,0r) (24)
=1

It is possible to show that if the elasticity of substitution between the final
goods (in the underlying framework) increases, wage demands decrease, which
is a quite intuitive result. A higher degree of substitution between products
will lead to a stronger loss in employment, as consumers will react to the price
increase of product i that follows the wage increase in firm i, by substituting
into consumption of the other product that is the closest substitute. Hence, the
closer varieties are to each other, the lower will the wage demand be.

Moving Towards Centralized Wage Bargaining Levels
The analysis of the wage bargaining at higher levels of aggregation (i.e. for
more centralized bargaining levels) proceeds identical to Calmfors and Driffill.

1"With the symmetry assumption and in equilibrium every union setteling for the same
wage rate the share will be the same for all non traded good producers.

18Both can be obtained by deriving the respective output supply equation for industry k
with respect to the wage rate in industry i while taking into account the demand for the single
product k.
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At the intermediate level of bargaining, unions cooperate and set jointly the
wage rate. I follow Calmfors and Driffill (1988) and regard union cooperation
as the maximization of the sum of the union’s utility functions that cooperate.
Hence, at the second lowest level of aggregation, there are always two unions
that cooperate in a group and there are four groups in each country (two in the
traded good sector and two in the non traded good sector). The maximization
problem may hence be rewritten for this level (for a single group in the non
traded good sector) according to:

W; _
Uy = (Linra)- vi <P> + (M; — LinTc) -V
W, _
H(Ljnra) v {5 | + (M) = Linre) -V (25)

An identical condition holds for the other union. This utility function implies
that, when setting the wage, union i takes into account the effect that the wage
change has on the members of union j. The first order condition for union i is
given by (with a similar condition holding for union j):

4, = oU; N oU;
oW oW,
OLinrc = Ov;
ZTm(U—V)+87m'Li,NTG
8[/ i, NTG — 81}»
+57Wi (v-V) +a—mj,i-Lj7NTG =0 (26)

If 9U; /OW; > 0 (and then also due to symmetry U, /0W,; = 0U;/OW; > 0)
at the wage rate found for the decentralized setting of the former paragraph
then it follows that ¢, = ¢; > 0. Therefore, compared to the decentralized
case, the wage needs to increase in order to satisfy the first order condition
that maximizes the unions’ objective function. Whether 0U;/0OW; is positive
or negative depends on the relative size of the two effects that are essential to
the analysis: the “cross-employment effect” and the “real income effect”. While
on the one hand, a higher wage in firm i leads to an increase in the demand
for product j and hence an increase in the demand for labor such that a higher
wage can be realized which increases the utility of union j. On the other hand
the increase in wage i leads to an increase in the general price level which tends
to decrease the real wage and reduces union j’s utility.

The first effect, represented by 0L; yra/OW; - (v — V) is higher the easier
the two goods are substitutable. The idea here is that, if unions from firms that
produce close substitutes cooperate and set commonly a wage rate, prices for
the two goods will be the same. This results only in substitution effects towards
products that are less close substitutes, but there will be no substitution between

12



the two products. Given the tree structure of consumption with decreasing
elasticities of substitution between products at a higher level of aggregation,
the cooperating unions face a lower elasticity of demand for labor with respect
to the nominal wage increase. At any higher level of aggregation the elasticity
of demand for labor gets even lower as substitution between products decreases,
pushing cooperating unions to set higher wages (Calmfors and Driffill 1988,
p.33). The second effect, “the real income effect” (represented by dv;/0W; -
L; nt¢ in the FOC) leads instead to the opposite effect. The bigger the share
of unions that cooperate, the bigger the share of their aggregate production
in the overall price index. This tends to decrease the wage demands at higher
levels of aggregation as the effect on the real wage tends to offset the gains due to
increased market power. The combination of these two offsetting effects gives
rise to the hump-shaped form of wage demands when moving from a system
of decentralized bargaining to a system of centralized bargaining in the non
traded good sector.!? It is worth pointing out that the highest level (i.e. the
national level) of wage bargaining is where wage bargaining takes place at the
aggregate level of traded goods and non traded goods, respectively. Although
unions of both sectors could theoretically cooperate, there will be no scope for
wage changes as the Cobb-Douglas structure impedes any further gains from
wage cooperation.

Hence, wage bargaining is decentralized if wages are set at the most disaggre-
gated, i.e. the firm level, where each union cares only about its own members.
The intermediate level of bargaining in this framework is then represented by the
case in which the two unions of the products which are closest substitutes coop-
erate by taking the effect of the own wage setting on the other unions’ members
into account (e.g. in terms of the graph in Appendix I, the union in firm Cy 21
annd Cp 22 cooperate and the unions in firm Cy 11 annd Cn 12 cooperate).
Centralized wage bargaining is then achieved when four unions co-operate, i.e.
firms Cnp2,1, Cn,2,2, Cn1,1,8nd Cy g o.

Increase in Openness

An increase in openness to trade can be captured via two channels. Firtsly,
an increase in the share of consumption being spent on traded goods (a) clearly
leads to an increase in openness. Secondly, following the idea of Danthine and
Hunt (1994) an increase in openness may be modelled via a stronger competition
from abroad which would be reflected by a higher elasticity of substitution
between the traded home and foreign goods (fx).2° It is worth noting that the
case of a = 0 corresponds essentially to the original closed economy version by
Calmfors and Driffill and the case of a = 1 corresponds to the open economy
version of Danthine and Hunt.?! When modeling openness as an increase in

9 For given parameters, this was proven in Calmfors and Driffill (1988) and Danthine and
Hunt (1994).

20Holding the other elasticities of substitution constant.

2INote that a=0 applies due to symmetry to the home and the foreign economy such that
there will be neither a demand from home nor from foreign for traded goods. For a graphical
illustration of production and consumption structure under a=0 see Appendix II and for a=1
see Appendix III.
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the size of the traded good sector, the hump-shape will not disappear, but
will be closer to the less pronounced hump-shape in the traded good sector (as
represented in Figure 1). This is not only a result of the fact that I do not
model the increase in trade through an increase in the elasticity of substitution
between home and foreign goods (as Danthine and Hunt did), but through an
increase in the size of the traded good sector. It is much more a result of the
fact that the non traded good sector does not face any foreign competition.

Unemployment
. Mon traded goods sactor
I {upper bound, a=0)
r_f..f"--l -.H‘“x Average overall
A L da "my_,.-*" econony
,_),.- ..-"‘“I--- ! ""--_____I-I-:" l"‘-.,\'.L
__.-" "‘ "n.l_ e
— . ™
.-"- __-o-""d# \, -H_""‘-\-\..___\--.- .y
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-~
Traded good sector
{lower bound, a=1)
Centralized Decentralized

Figure 1: Unemployment in an Open Economy waith Identical
Trading Partner with Incraasing Size of the Traded Good Sactor

Even if the increase in openness is modeled exactly as in Danthine and Hunt,
that is over the increase in the elasticity of substitution, it would only apply
to the traded good sector, but the non traded good sector and its hump-shape
would remain unaffected (as represented in Figure 2, where the overall economy
hump moves with the traded good sector hump). Only a complete elimination
of the non traded good sector (i.e. setting the expenditure share for non traded
goods equal to zero: a = 0) and an increase in the elasticity of substitution (6x)
would reveal the same conclusion as the one found by Danthine and Hunt. This
however is an unlikely scenario, given the significant shares of income spent
on non traded goods. Therefore, unaffected by how the increase in openness
is modeled (i.e. either through an increase in the share of the traded good
sector in consumption (a) or as in Danthine and Hunt via an increase in the
substitutability between home and foreign goods), I find, as Danthine and Hunt,
that the gains from stronger foreign competition in terms of employment are
potentially highest in the intermediate case, where the hump is at its peak, but
that the hump-shape should not disappear unless there is no more non traded
goods sector and competition is close to perfect.
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3.2 Extension

The fact that unions were constituted along the lines of traded and non traded
goods, as well as the fact that workers contribute either only to the production
of non traded goods or only traded goods, is quite ad hoc and unlikely to reflect
reality. Furthermore, a sustained wage differential is hard to defend in the long
run. Therefore, some adjustments are necessary to overcome these shortcomings
in the baseline model. I will sketch in the following an extension to the baseline
model which will essentially leave the outcome unaltered but result in a more
realistic setting.

The consumption pattern and the production function remain unchanged.
The adjustment is made with respect to the mobility of labor and the way in
which unions set wages. Labor is homogenous and may either be employed in
the production of the non traded good or the traded good. Each firm is assumed
to produce a fraction of total output as non traded good and another fraction
of output as traded good.?? This implies that each worker will potentially
contribute a fraction of its work time to the production of the non traded good

221n terms of the graph in Appendix 1 this implies for the case of a=1/2 that a sinlge firm
owns the production of one non traded good and one traded good (i.e. firm 1: Cy 1,1 and
CT,271’1 5 firm 2: CN 1,2 and CT,271’2 firm 3: CN 2,1 and CT,272’1 N and firm 4: CN 2,2 and

Cr,2,2,2. For the case of a=1/3, each firm would own the production of two non traded goods
and one traded good (See also footnote (16) for the case of a=1/3).
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(1—-a) = M; Nnra/(M; nTe + M; 1) and the rest of the time to the traded good
production a = M; r/(M; Nt + M; 1).23

The case of decentralized wage setting

Given that workers contribute to the production of non traded and traded
goods the union at the firm level will maximize the weighted utility deriving
from the wage that maximizes the following function:

M; nTa Wi )
M; nre + M; 1 [ NTG U ( P ) (M; nTG NTG) ]
Mi.r Wi _
M; Nnre + M; [ A ( P ) (M7 ) } (27)

The first line is the utility derived from the working time devoted to the
production of the non traded good and the second line represents the utility
derived from the working time devoted to the production of the traded goods.
There will hence be only one wage rate within a firm and due to symmetry, in
equilibrium within the overall economy. The first order condition is given by:

M; nTG Ov; M; nTa —\ OL; NTG
0= —"——L;n71G - + v—V)
M; nTa + M; T oW;  M; nta + M ow;
M; T ov; M; OL; T

NV vro £ M T oWy T e £ e V) B
Av; OL; nTG OL;r
—[(1—a) L, Lir] 2% 4 11— : :
[(1—a)LinTc + aL; 1] oW + |(1—a) oW +a i

(0-7) @9
Looking at the extreme cases of open (a=1) and closed economy (a=0), it
becomes clear that in the first case (28) simplifies to:**

. BLZ-,T Jv;

= 7 L; 2
0 o (v=V)+ o, Lir (29)
and in the latter case to:
OL; NTG = Ov;
= —_— — LZ 3
0 aw, (v V) + aw, NTG (30)

But (29) and (30) are nothing else then (20) for the traded good sector and
the non traded good sector, respectively. Hence, for any value 0 < a < 1 the

23That the fraction is set equal to the expenditure share on traded and non traded goods,
respectively, is certainly somewhat restrictive, but allows for the tractability of the model. A
more involved approach would be to set the fraction equal to the actual, instead of potential,
working time devoted to the sector (i.e. L; v/L and L; y7c/L).

24For a=0, it follows that there will be no demand for the traded goods neither from home
nor from abroad. The production will alter such that the firms relocate from traded goods to
non traded goods. Therefore a=0 implies that L7=0 and L y7rg=L. For a=1, it follows that
Ly7g=0 and Lp=L.
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wage rate that applies to each worker in a firm that produces non traded goods
and traded goods will be in between the two extreme wages when considering
traded good sector and non traded good sector separately, as in the basic model.
Whether the wage will be closer to the higher wage in the non traded good sector
or closer to the lower wage in the traded good sector will be determined by the
actual value of (a) and the magnitude of the elasticity of substitution between
foreign and home goods, according to OW;/9a < 0 and OW;/00x < 0. With
0 < a < 1, the wage in the economy will be above the wage in the traded good
sector and below the wage rate in the non traded good sector, compared to the
baseline model. Therefore, prices for non traded goods will be lower than in the
baseline model and supply bigger while prices for traded goods will be higher
than in the baseline model and supply will be lower.

The analysis with respect to union cooperation proceeds then analogous to
the baseline model, where it can be shown again that the wage for 0 < a < 1 will
be in between the two extremes. Therefore, the basic outcome remains unaltered
but the economy exhibits only one wage for each level of wage bargaining.

The model carries in its baseline as well as its extended version three testable
hypothesis, of which two have already been formulated by either Calmfors and
Driffill or Danthine and Hunt. Firstly, as noted by Calmfors and Driffill inter-
mediate bargainers tend to exhibit a higher level of unemployment than cen-
tralized or decentralized bargainers. Secondly, as found by Danthine and Hunt,
increased openness to trade should lead to lower levels of unemployment, where
intermediate bargainers should benefit more in terms of lower unemployment
from an increase in openness. And thirdly, as stated above, the hump-shaped
relationship between the degree of centralization and the level of unemploy-
ment should persist for credible levels of openness, favouring centralized and
decentralized wage setting systems over intermediate systems even in the open
economy context.

4 Empirical Analysis

The model described in the previous chapter is completely static and does not
give any predictions about dynamics (Driffill 2005, p.2). However, simply look-
ing at the average unemployment rates and the level of bargaining structure is
less likely to give an insightful picture as too many potential independent vari-
ables would be left out of consideration.?” It appears hence logical to approach
the analysis by looking at the performance of different countries in terms of
unemployment over time including the wage bargaining level as a dummy vari-
able.?6 Additionally, the wage setting structure (dummy) will be inter-acted

25See Flanagan (1999, p.1165) for a critique of this problem in former empirical analysis.
However, in Appendix VI, this simple relationship is provided graphically.

26Gimilar approaches have bee taken by various authors, e.g. Layard et al (1991) and
Blanchard and Wolfers (2000). An overview of models using changing institutional variables
or fixed ones can be found in Nickell, Nunziata and Ochel (2005).
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with a measure of openness in order to test whether “intermediate bargainers”
tend to have lower unemployment rates when the competition from increased
openness becomes stronger.

4.1 The Data?’

The limited availability of data on labor market structures restricts the analy-
sis essentially to 20 OECD countries over the period 1970-2000. Additionally,
various variables are only recorded in two year intervals, or with even lower
frequency. As the interest is in explaining the level of unemployment, the stan-
dardized unemployment rate as provided by the OECD is used as dependent
variable. The outlined theoretical framework has provided indications with re-
spect to the choice of the explanatory variables. Central to this analysis is
the degree of wage centralization.?® The indicator chosen here is based on
two separate indicators: centralization of wage bargaining and coordination of
wage bargaining.?? The centralization variable is provided by the OECD on a
five-year average basis and takes values from 1 to 5, increasing in the degree
of centralization. The coordination indicator, which is taken from the dataset
of Nickell et al (2001), takes values from 1 to 3, where higher values refer to a
higher degree of coordination on union and employer side. I distinguish between
three types of wage setting systems: centralized, intermediate and decentralized
systems. A country is classified as centralized, if it either exhibits a centralized
system of wage setting (i.e. the centralization indicator takes the value 4 or 5)
or a country has an intermediate level of centralization and additionally a high
level of coordination (values above 2.25 for the coordination index), which theo-
retically allows to offset the negative effect from the intermediate centralization
system. Intermediate systems are countries with a value of centralization be-
low 4 and above 2 and a value of coordination below 2.25. Countries with low
levels of centralization (a value below 2 for the centralization index) are con-
sidered as decentralized, irrespective of the degree of coordination, as I do not
expect additional benefits from coordination when systems are decentralized.
The reader may refer to Appendix V for an exact grouping of the respective
countries according to the above described framework.

27The exact description of the data used in the regression is given in Appendix V, with
detailed information on sources and abbreviations used within this paper.

28Due to the importance of this variable in the context of this paper, a brief discussion of
the literature with respect to the choice of the variable that reflects the wage setting system is
given in Appendix V ("Labor Market Variables"), in order to motivate more thoroughly the
indicator used in this paper.

29Flemeskov et al (1997) and Nicoletti and Scarpetta (2004) have applied a very similar
technique in constructing their wage bargaining indicator. However, it is notoriously difficult
to determine which index is most appropriate. Kenworthy (2001) gives a good overview over
the controversy about which index is preferable and lists 15 indicators from different authors
which are supposed to reflect either behavioural or formal characteristics of wage setting, some
of which take government involvement into account others rely on union concentration, while
others again rely on the pure formal setting.
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To test the hypothesis on the effect of openness under different degrees of
centralization, the three dummies of centralization are inter-acted with a mea-
sure of openness. Two main measures of openness were considered: trade in %
of GDP and imports in % of GDP. As openness in the above framework is un-
derstood as increased competition from foreign competitors, the import measure
promises to capture this idea better than trade in % of GDP, which includes
exports that do not necessarily increase competition. Nevertheless, all models
have also been re-estimated using trade in % of GDP as openness indicator,
because also exports face foreign competition, albeit in third markets. Instead
of taking only the current value of imports into account, I use the average of the
imports in % of GDP over current period and the values in the two preceding
periods. The rationale for doing so is that wage setters are possibly perceiving
increased competition from foreign competition from import penetration in the
past, which’s effects are observable for the unions.

Another variable that affected unemployment in the framework is the “fall-
back wage” in the case of unemployment (V' = h(Wg) ). Anything that increases
this value tends to increase wage demands and thereby increase unemployment.
To reflect this, I use the benefit replacement rate in the respective countries,
which is basically a measure of how much a person can expect to get from the
unemployment insurance relative to the former wage earnings in case of becom-
ing unemployed. This measure is then multiplied with a measure of duration
for the benefits. The data for the benefit replacement rate is provided by the
OECD in two year intervals and the duration measure is taken from Nickell et
al. (2001).

Besides these variables which derive directly from the theoretical framework
developed in chapter 3, it is important to control for other explanatory variables
that may influence the unemployment rate, namely: union power, employment
protection, and taxes.

It is plausible that stronger union bargaining power will induce unions to
raise wages more. The literature distinguishes here between two indicators: the
union density and the union coverage. Whereas the former one reflects the part
of the labor force that is a union member the second indicator reflects the actual
part of the labor force which will be covered by the negotiated wage agreement
that unions determine jointly with the employer organizations. Although it
would be preferably to use both indicators, only union density is available over
the studied period.

An additional variable that has been used widely to explain unemployment
rates is the restrictiveness of employment protection. The expected sign in this
case is however not so clear. While a higher degree of employment protection
may prevent firms from firing easily and thereby prevent the “insiders” from
loosing their job, a higher degree may also make firms more reluctant to employ
new workers, as the cost of firing in a downturn is high, and thus may increase
unemployment.

The difference between the actual wage rate the employee receives and the
wage the employer pays, the so-called tax wedge, may also affect the unemploy-
ment rate. One would expect a big tax wedge, i.e. a net wage the employee
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receives that is well below what the employer pays to increase unemployment as
ceteris paribus a higher tax rate induces the employee to increase wage demands
in order to keep his net real wage unchanged. Given that such an increase would
be realized, the employer will face a higher marginal cost for an unchanged level
of productivity and therefore will have to reduce employment to increase the
marginal productivity of labor.

Active labor market policy is another variable used in some empirical studies
that attempt to explain the unemployment level. Unfortunately, the available
data dates only back to the early 80s and can hence not be used in the analysis.

I introduce additionally a constructed variable based on the Employment
Protection Legislation Index and the inter-acted openness measure.?® The ra-
tionale behind this “Pressure Index” is that the competitive effect stemming
from increased openness may be dampened if employment protection is high
and unions do not perceive the higher trade-off between unemployment and
wages, as unions believe that “firing” is unlikely due to the high protection.
Hence, I simply divide the value of the lagged imports by the value of the
EPL Index, such that countries with higher degree of employment protection
perceive less pressure from foreign competition than countries with lower em-
ployment protection but the same level of openness. The construction of this
index finds a further motivation on the basis of the rather recent literature on
the interaction of product market regulations and labor market institutions (See
for example Blanchard and Giavazzi 2003 or Nicoletti and Scarpetta 2004). This
literature starts from the assertion that regulations can lower the intensity of
competition between firms. Thus deregulation may increase competition as the
number of firms may increase, increasing output and employment and lowering
potential rents (Nicoletti and Scarpetta 2005, p.7). This in turn may pave the
way for competitive wage setting, as the scope for distribution between firms
and workers shrinks, which encourages moderate wage setting (Berger and Dan-
niger 2005, p.5). Although, the literature focuses primarily on restrictions to
firm entry, Nicoletti and Scarpetta (2004, p.2) state that one measure of prod-
uct market competition can be seen in the foreign competition (i.e. openness
to trade) of a country. The authors’ estimation results “strongly suggest that
reforms in both labour and product markets are needed to raise significantly
long-run employment rates”, where the labor market institutions encompass
the employment protection legislation (Nicoletti and Scarpetta 2004, p.3). The
importance of EPL as an indicator for restrictions in the labor market is con-
firmed by the assertion that “the insider power of workers employed in firms
sheltered from competitive pressures can be compounded by the presence of
unduly restrictive EPL, pushing up wage premia and lowering equilibrium em-
ployment” (Nicoletti and Scarpetta 2004, p.8). Also Kugler and Piga (2004) find
in an empirical investigation that the two policies are complements and that the
gains from labour market reforms are only reaped when product markets are

300ther authors have already inter-acted the wage setting dummies with the EPL index,
finding a differential effect of EPL under different wage setting systems. See for example Belot
and van Ours (2000) or Nicoletti and Scarpetta (2004).
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deregulated as well.3!

Hence, the idea of the literature on product market regulations and labor
markets involves the assertion that strict product market regulations impede
competition in the product market and lead to imperfect competition, making
labor market deregulations less effective. Though imports in percent of GDP is
certainly not a perfect indicator for the extent of product market regulations, the
idea that is supposed to be covered by the openness indicator, namely reflecting
the extent of foreign competition, is similar to the notion in that literature.
The “Pressure Index” covers, therefore, also to some extent the notion of the
literature with respect to the complementarity of the two policies, as a reduction
in the EPL will have a stronger impact, when coupled with a higher level of
openness.

Besides these labor market variables, I make use of one additional macro-
economic variable in order to reflect the current state of the economy. More
precisely, I use the output gap to reflect whether the economy in the respective
period was coined by rather a growth above trend or below, in order to capture
possible deviations from the equilibrium rate of unemployment. By including
the output gap in the regression I attempt to capture any possible cyclical fluc-
tuation in the unemployment rate which has not been taken out yet through
the averaging over five years. This allows the analysis to focus on the structural
and not the cyclical determinants of the unemployment rate.

Descriptive Statistics

A look at the data reveals quickly that the variation in the unemployment
rate in the sample is wide, with the mean being roughly 6%. The variation
across countries is more pronounced than within individual countries, except
for the output gap. This holds for all the variables used in the regression.??
The variation in the degree of centralization across countries and time can be
found in Appendix V. The sample of 20 OECD countries has seen a move to-
wards less centralized systems of bargaining across time. Also the measure of
openness reveals a wide spread. Interestingly, countries with decentralized wage
setting systems tend to be less open than their counterparts, while intermediate
bargainers are slightly more open on average than centralized systems. Look-
ing instead at the “pressure index” reveals the opposite picture: Decentralized
systems do perceive foreign competition stronger than centralized systems and
those stronger than intermediate systems. This result is attributed to the fact

31The complementarity of these two policies is straightforward to show in a theoretical
framework. In a schedule of the labor market with a given labor demand and supply curve,
the increased competition in the product market would lead to a rightward shift in the de-
mand curve as well as a flattening of it, due to the higher elasticity of substitution between
the increased number of products. This leads to a higher real wage and employment level.
However, the augmentation of the employment level would be magnified, if there were a par-
allel movement of the labor supply curve to the right. Such a movement can be obtained by a
deregulation in the labor market which, for instance, could be a reduction in the employment
protection, which makes employers more willing to hire workers and weakens the position of
unions, rendering the labor supply curve flatter and moving it possibly to the right (Estevao
2005, p.9). See Berger and Danniger (2005) for a simple illustration of this argument.

328ee Appendix VI for an overview of the descriptive statistics.
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that decentralized systems tend to have lower employment protection legisla-
tion. The within variation for the “pressure index” is much more pronounced
than for the simple openness measure, which is due to the spread in employ-
ment protection and due to the fact that the data reveals a tendency towards
a reduction in the strictness of employment protection in nearly all countries
starting in the early 80s.%?

A preliminary look at the hump-shaped hypothesis, by using a simple graph
of the average unemployment rates across countries with identical bargaining
system, indicates the existence of the hump from the late eighties on, while
the graph rather supports the corporatist idea in the 70s (See Appendix VI).3*
However, as mentioned before such a simple static exercise is unlikely to shed
much light on the question, as too many possible explanatory variables, that
might overshadow the relationship are left out of consideration and the answer
to the question should be analyzed via a more encompassing approach.

4.2 Estimation Technique

Given the difficulty with the data and the fact that there is little variability over
time of the labor market variables, I continue the analysis by making use of five
year averages. This appears to be an appropriate approach as the interest is
in explaining rather the structural unemployment level and not the short run
fluctuations which are likely to be due to short run variation in macroeconomic
variables. Hence, the regression will be based on a set of 20 countries and 6
observations in time. As stated before, I will make use of panel techniques
in order to capture changes over time and exploit the increase in observations
which allows the inclusion of more explanatory variables than are feasible in a
cross-country regression of only 20 countries.

As the variability of the labor market variables is limited over time and,
as seen in the descriptive statistics section, the variation in the explanatory
variables across countries is higher than over time for the single country, one
tends to prefer generally the use of a random-effects model over the fixed effects
model. On the other hand, the sample of countries is not drawn randomly,
which would rather suggest the use of a fixed effects model. Given that for some
countries single labor market variables do not change over time, the fixed effects
approach has the disadvantage that these specific countries will not contribute to
the explanation of the coefficient of this variable, while this would not be the case
in the random effects model. On the other hand, the fixed effect model allows
to some extent to correct for cross country heteroskedasticity via absorbing the
fixed country effects, while this is not so in the random effects model. For
these reasons, I will contrast in the following fixed effect estimation results with

33This observation will later be analyzed in more detail, when applying the regression to a
diffrent time period.

34Calmfors and Driffill (1988, p. 42) already stated that the theoretical framework is better
suited for the post oil-shock period, as pre 1973 most economies were nearly at full employ-
ment.
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random effect results, when it is considered important. However, the validity of
the choice of the estimation technique remains to be tested formally.
The general form of the estimated model is the following:

Yie = po + s +ve + XaeB+ (wir - it )0 + €4

Yi: represents the unemployment rate over time and across countries.
is the common constant and pu; represents the respective country specific time-
invariant effects. Furthermore, I will allow for fixed time effects (v;), in the sense
that where appropriate time dummies are included. 8 covers the coefficients to
be estimated for the time-variant variables X,;. ¢ is the coefficient for the inter-
acted openness variable. More precisely, the entire second term from the left
may be written as:

wlif 0 0 o000 S
(Wit - zit)d = 0 wy 0 |-zu-d={ 0 = 0 oM
0 0 wh 0 0 2k 5y

, where w;; is the wage system dummy and z;; is the degree of openness
(H, M, and L refer to the level of bargaining which are centralized, intermedi-
ate, and decentralized, respectively). Both variables vary over time and across
individuals.

4.3 Regression Results®

The basic approach here is to start from the simplest regression, directly derived
from the theoretical framework and modify this regression subsequently. The
first regression (Benchmark Model A, Table 1 in Appendix VII), is hence based
on the simple openness indicator and does model the hump by the inclusion of
the dummy for intermediate bargaining systems. The Hausman test rejects the
Null of no correlation between the error term and the independent variables for
the random effects model, and therefore supports the use of the fixed effects
model. The coefficient on Employment Protection turns out to be negative,

35 All estimation results are reported in Appendix VII. The models have also been estimated
using trade in per cent of GDP as openness indicator, instead of imports in percent of GDP.
There are no essential changes with respect to the interpretation of the coefficients. Therefore,
I refer only to the measure of imports in the main text. To facilitate the reading, the labelling
of the models has been designed according to the following key: "A": models that employ
the bargaining dummy interacted with imports in % of GDP; "B": models estimated with
the pressure index and imports being the openness indicator; "C": as "B", but trade being
the openness indicator; and "D": as "B", but excluding the output gap from the estimation.
If the letter is not followed by a number the estimation technique employed is OLS. If the
letter is followed by a number, the number indicates for: "1": that the estimation includes
an AR(1) term; "2": that the estimation is performed in difference instead of level; "3": that
the estimation is a 2SLS estimation; "4": that the x variables are lagged by one period; "5",
"6" and "7" relate to robustness checks by dropping outliers from the sample.

23



while all other coefficients have the expected sign. However, most of the coeffi-
cients are insignificant, with the output gap, the tax wedge, and EPL being the
exception. When using instead the Pressure Index the picture changes (Bench-
mark Model B). The Hausman test again rejects the Null. Now, all coefficients
turn out to be significant with the exception of union density and the unemploy-
ment benefit measure. All coefficients carry the expected sign. The constant
takes a value of 6.8 which is only slightly above the average unemployment rate
of the whole sample over time. A country that reduces its taxation such that the
tax wedge reduces by 10 percent points is expected to experience a reduction
in its unemployment rate of 1.4%. The particular interest is in the dummy for
intermediate bargainers and the magnitude of the coefficients associated with
the Pressure Index. I find both the hypothesis to be supported by these results.
Firstly, countries that moved to an intermediate level of bargaining tend to ex-
perience higher unemployment rates. Secondly, the magnitude of the Pressure
Index indicates, that intermediate bargainers experience a more beneficial effect
in terms of lower unemployment rates from a given level of the Pressure Index
than countries with other systems of wage bargaining (-0.153 compared to -0.085
and -0.093 for decentralized and centralized systems, respectively). Including
a dummy for centralized systems does not alter this conclusion. However, the
inclusion of this dummy increases the magnitude of the dummy for intermedi-
ate bargainers to a higher level. Given that the included dummy is insignificant
and does not increase the fit of the model, I reject this specification in favor of
the Benchmark model B.36 One should realize, however, that the coefficient on
the dummy does not reflect the exact effect of being an intermediate bargainer,
as the coefficient on the Pressure Index is different for different wage setting
systems. An example based on Model B may illustrate this point: France is
coined by an intermediate level of bargaining and exhibits a value for the open-
ness indicator of 22% by the end of the sample period, while its EPL value is
1.4. To compare the differential effect the wage setting system has on France’s
unemployment rate, one has to compute the negative impact coming from the
Pressure Index for a fixed value of EPL and openness and add this to the value
of the dummy, which will give a value of 1.87 (=4.27 + (-0.153*22/1.4). If
France has had either a centralized system or a decentralized system of bar-
gaining, it would only experience the beneficial effect from the Pressure index,
which would take a value of —1.46 (=-0.093*22/1.4) or -1.34 (=-0.085*22/1.4),
respectively. Hence, the hump amounts to an unemployment rate for intermedi-
ate bargainers, which is 3.19 percentage points (=1.86-(-1.34)) higher than for
decentralized systems and 3.32 percentage points (=1.86-(-146)) higher than for
centralized systems.

The effect of employment protection is somewhat more complex as it en-
ters the regression separately and via the Pressure Index. On the one hand, a
lower level of employment protection increases unemployment (an increase by
one point on the scale from 0 to 2 leads to a reduction in unemployment by

36 The economic interpretation of only including a dummy for systems with intermediate lev-
els of bargaining is that there is no significant difference between decentralized and centralized
economies with respect to the unemployment rate.
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more than 5%). On the other hand, a reduction in the Employment Protec-
tion Index increases the pressure coming from foreign competition and thereby
tends to offset the former effect. Moreover, the relationship is not linear due
to the particular construction of the index (i.e. dividing the level of openness
by the EPL index). Additionally, the coefficients on the Pressure Index suggest
that employment protection under decentralized and centralized systems affects
unemployment less via the Pressure index than in the case of intermediate bar-
gainers.?” Therefore, ceteris paribus, the effect of a reduction of EPL can lead
to an increase or a reduction in unemployment, depending on the level of open-
ness, the bargaining system and the magnitude of the reduction. For example
a country which has an intermediate level of openness (Imports exhibit 30 % of
GDP) and has a quite restrictive level of EPL (1.4) will experience an increase
in its unemployment rate when reducing the EPL to 0.9 by either 1.6%, 1%, or
1.8% in centralized, intermediate and decentralized systems, respectively. Were
the same country to reduce the index from 1.4 to 0.4, the effect would be a
reduction of the unemployment rate by 2.6% for intermediate bargainers and
an increase in the unemployment rate by 0.6% for centralized systems and 1%
for decentralized systems. The more open the economy in all of the three cases
the less reduction in the EPL is required in order to attain an outcome in which
unemployment rates will fall as a consequence of the increased competition.
These results are in line with Nicoletti and Scarpetta (2004) as well as Kugler
and Puga’s (2004) findings that product market competition and labor market
regulations are complements and that the gains from labour market reforms are
only reaped when product markets are deregulated as well, in the sense that
a liberalization of the labor market through a weakening of the employment
protection legislation is ineffective (and even worse, for very low levels of open-
ness, it has an adverse affect) with respect to reducing unemployment figures.
Higher levels of openness will always result in lower unemployment rates for a
given level of the EPL. For example a country with an intermediate level for the
EPL (1) will be able to reduce its unemployment rate by 1.53% if the imports
in per cent of GDP increase by 10% points under intermediate bargaining lev-
els and reduce the unemployment rate by 0.85% points or 0.93% points under
decentralized or centralized systems, respectively.

The hypothesis formulated in the theoretical part included the idea hat the
hump-shape will not disappear with increased openness. It is clear however, that
due to the fact that for a given level of the EPL intermediate bargainers gain
more from increased openness in terms of a reduction in the unemployment rate,
there must be a theoretical level of openness at which the gain from increased
openness outweighs the disadvantage from being an intermediate bargainer. The

37A detailed representation of the differential effect of the EPL under different wage setting
systems is given in Appendix VIII. Nicoletti et al. (2001, p.48) find also that a reduction in
the EPL has a more beneficial effect on employment for intermediate bargainers than it is the
case for centralized or decentralized bargainers. The authors state in another paper that this
is “in line with the hypothesis that when insiders have strong bargaining power, they may
more easily resist attempts by employers to reflect high turnover costs (due to strict EPL) in
lower wages, even if this works to the detriment of outsiders.” (Nicoletti and Scarpetta 2004,
p.26)
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question is hence, at which level of openness does the hump disappear, and is
such a level credible or not? Referring again to the example of France, one can
verify that the hump will persist (though continuously be lower) up to a level of
openness of 85%. Recall that the 85% are imports in % of GDP and the actual
level for France is 22%! Hence, in the case of France, it would require a level of
openness that is close to four times higher than the actual one, for the hump to
disappear. A quite unlikely happening (a doubling of France’s openness value
to 44% would reduce the hump by roughly 1% to 2%).%®

When contrasting these results to the random effects model a similar pattern
as in the fixed effects model can be found (with the exception of the tax wedge
that turns out to be insignificant). Even though the Hausman test rejected
the random effects model (and its results cannot be taken at face value) it is
insightful to take a look at the results as the interpretation of the coeflicients
is different in the sense that the dummy for intermediate bargainers does not
only apply to those who changed their system, but also to those who have been
coined by an intermediate system of bargaining throughout the entire observa-
tion period. Therefore, these results support the hump-shaped hypothesis as
the coefficients on the pressure index as well as the dummy for intermediate
bargainers show a similar pattern.3’

The results in this set of basic regressions, therefore, reject the simple rela-
tionship between openness and wage setting system as laid out in Benchmark
Model A, and support the more complex relationship which takes additionally
the level of Employment Protection into account. Furthermore, the results ren-
der support to the hypothesis of the hump-shaped relationship and the hypoth-
esis that intermediate bargainers tend to benefit more from increased openness
in terms of lower unemployment rates than other wage setting systems for a
given level of the EPL Index. The results may also be interpreted in the sense
that the overall design of the labor market matters and its single components
can not always be regarded as having a separable impact.

Alternative Specifications

In order to evaluate whether the model might be mis-specified, the models
are analyzed on possible problems stemming from heteroskedasticity, endogene-
ity and, serial correlation. A simple White test of heteroskedasticity rejected
the presence of any further heteroskedasticity after estimating the model with

38 Using instead of France as example the average values for EPL (1.1) and for the openness
indicator (30) (see the Appendix on descriptive statistics), the hump amounts to 2.4 per-
centage points difference between intermediate bargainers and decentralized systems and 2.6
percentage points with respect to centralized systems. It would require more than a doubling
of the average level of the openness indicator in order for the hump to disappear, which is still
very unlikely. This is true when using imports or trade as openness indicator. See Appendix
IX for more details on the effect of increased openness on the hump-shape, computed for the
average level of EPL in the sample.

39The hump for Model 2, when following again the procedure as laid out for France in
the example, amounts to an unemployment rate which is 3.97 percentage points higher for
intermediate bargainers compared to decentralized systems and 4 percentage points higher
compared to centralied systems.
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fixed effects.?® The adjusted Durbin-Watson statistic, however, indicates that
there may still be some autocorrelation in the error term, even though five year
averages have been used in the estimation. It is clear that the unemployment
rate in a particular year will be highly correlated with its value in the preceeding
year. Over a 5-year average this link becomes somewhat blurred. Furthermore,
when estimating a panel of 5-year averages the primary interest is not in re-
trieving the best fit, but in attempting to explain the structural (equilibrium)
level of unemployment as determined by exogenous, rather institutional vari-
ables. Hence, from an economic point of view modelling an AR(1) structure in
the error term does not help in explaining the structural level of unemployment
and why it might have changed over time. Nevertheless, it is important from an
econometric point of view to see whether the inclusion of this adjustment will
change the results dramatically and thereby question the explanatory power of
the model when estimated in its structural version.

When re-estimating the model and including an AR (1) process (model B1),
the explanatory power as measured by the within R-squared of the structural
part reduces to 0.56. The coefficient on the taxrate remains unchanged. Now,
the coefficient on the unemployment benefit measure becomes significant at the
10% level and has the expected sign. Although the magnitude of the coefficients
on the variables of interest have changed, the interpretation remains unchanged.
More precisely, the hump for the average sample (EPL=1.1 and imports=30),
amounts to an unemployment rate which is 2% higher when comparing in-
termediate bargaining to decentralized bargaining systems and to 2.03% when
comparing intermediate bargaining to centralized bargaining systems. Again it
would require more than a doubling of the openness indicator for the hump to
disappear. Also the effect of the EPL indicator is similar to the benchmark
model’s behavior. The basic pattern remains unchanged, but the beneficial ef-
fect stemming from a reduction in the EPL becomes somewhat stronger and the
difference between the wage setting systems becomes less pronounced than un-
der the baseline model.*! Unfortunately, simply including an AR(1) structure
in the error term leads to a bias in the reported standard errors due to the cor-
relation between the fixed effects and the AR(1) term. Though this estimation
technique is frequently employed in the literature, allegedly due to the finite
sample bias of robust estimators, it has been shown that not accounting for the
serial correlation through robust standard errors creates a bias which is bigger
than any possible bias deriving from the finite-sample problem, at any sample
size (Kezdi 2006, p 3). It may, therefore, be more appropriate to re-estimate
baseline model B with autocrrelation robust standard errors through employing
the Newey-West estimation of the covariance matrix for serial correlation of or-

40However, the models have been re-estimated by GLS, correcting for cross-section het-
eroskedasticty. All the results remain valid. Estimation results are not reported. Many
authors in the literature routinely use heteroskedastic robust standard errors though some
papers find in formal testing that homoskedaticity can not be rejected (See e.g. Bassanini and
Duval (2006)).

418ee Appendix VIII for the exact results of a change in the EPL on the unemployment
rate under the different models.
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der one, instead of including an AR(1) term in the fixed effect regression.*? All
the significant coefficients of model B remain significant at the same level, except
for the output gap which is now only significant at the five percent level.*?

Model D B B B2 B3
Estirmation Technigue oLs oL oLs LS 251
Dependent Variakle 7] u 7] it} u
Labor Market Institutions

EPL (1 unit) SS R EE D EIRR g a5 poEst f Qi

Unempl. Benefit 396 3497 5.7 375 6.25

IJnion Density (10 PR 054 0.44 0453 0ES nzz

Tax Wedge (10 PP 1 .gaas 1.4 1 .gaas 1.2 1 .00

Corp M 4 ST 427 D rex 2.25* 3.0
Macro variahle

Output Gap - -0 5% S0 35 S028% -0.g0re
Interacted institution

Corp L * Pressure Index -0.08 7 00855 _0.114%% Q0o 1258
Corp b * Pressure Index S I U T S N By = e N s
Corp H* Pressure Index -0.0g7 0093 -0.115%*  -0.033%**  -0.134%**

Constant E.45* GG G 06 0.02 7ET
Fixed Effects

Courntry Yes Yes Yes Mo Yes

Time! Yes Yes Yes Yes Yes
Ohservations 114 114 94 94 94
Jarque Bera, prob. value 063 053 0.0z ] 0.7s
Adjusted Durbin-Watson 1.46 1.39 224 1.81 203
R® (hetween) 0.75 07y 036 0.5 072

Tahkle 1: Main Estimation Results

* =zignifican at 10%, * = zignificant at 5%, ** = significant at 1%
™ Time effects refer not to the whole period but only to two dummies for the 70z,
wehich are highly significant. Time dummies for other periods were never significant.

While the majority of the emprical work on the determinants of unemploy-
ment regard the labor market institutions as causal and hence exogenous, the
argument of policy endogeneity of institutions has gained importance in the
literature, in recent years.** Since the late nineties, various authors started
addressing the possibility of reverse causality and endogeneity going from the
unemployment rate to various labor market institutions. Daveri and Tabellini

42Baccaro and Rei (2005, p.43) employ in a similar regression this technique.

43 As the change in the t-values do not alter the results of model B, estimation results are
not reported here, but are available from the author.

448ce Saint-Paul (1996) as one of the main proponents of this view or Lalive and Zweimuller
(2003).
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(1997, p.24) proposed that high unemployment rates are likely to affect unem-
ployment benefits and labor taxes as governments may be forced to increase
taxes in order to pay the benefit entitlements of the increased number of un-
employed. The authors address the problem by using the lagged value of those
right hand side variables as instruments, and argue that “if the residuals of
the unemployment equation are uncorrelated over time, these are pretty good
instruments” (Daveri and Tabellini 1997, p.25). Baker et al (2005, p.22) con-
firm this idea, and assert that this reverse causality might be the reason why
many empirical works that do not account for endogeneity find a “significant
relationship between higher benefits or tax rates and higher unemployment”. In
another paper the same authors go even further and state that “with a decline
in employment [..], taxpayers could reasonably want to give unemployed work-
ers additional time to search for the right job [through increased unemployment
benefits], thereby improving the quality of the match between workers and jobs”
(Baker et al 2006, p.32).

Checci and Nunziata (2004, pp.1-3), who agree that from a political econ-
omy approach all institutions should be considered endogenous, argue more
cautious and state that “if institutions are coordinating devices [..] they cannot
be taken as fully exogenous”. However, the authors continue by asserting that
“the common practice to take them as (weakly) exogenous has prima facie some
reliability” (Checci and Nunziata 2004, p.1). In their estimation Checci and
Nunziata (2004, p.7) find that, when instrumenting union density, the causal
relationship runs in the opposite direction, which leads them to conclude that
workers are more inclined to join a union if unemployment is high.

Baccaro and Rei (2005, p.42) go so far as to instrument in one estimation
all institutional variables using their past values as instrument and in another
specification additionally the macroeconomic variables. However, in the end
the authors favor a fixed effect model in the first difference over the estimation
employing instruments.

A very recent paper by Bassanini and Duval (2006) addresses the issue of
endogeneity very thoroughly. The authors point at the potential risk of re-
verse causality, which may be reflected in the action the government takes as a
response to high unemployment rates (Bassanini and Duval 2006, p.15). Basan-
nini and Duval (2006, p.117) instrument of the institutional variables, which
are also present in the estimation in this paper, the tax rate, the employment
protection legislation, the union density and the benefit replacement rate using
the lagged values as instruments. The degree of corporatism, which is build in
a similar fashion as in this paper is not assumed to be endogenous.*®

45 Although the authors do not explicitly state why corporatism is considered exogenous, I
follow the authors’ approach due to the lack of an instrument for this dummy variable. Given
that the variable is a dummy variable that takes the value one or zero, it is impossible to use
the lagged value of the indicator as an instrument. The only explanation why corporatism may
be considered exogenous, may lie in Checci and Nunziata’s assertion (2004, p.1) that some
institutions evolve at a slower pace than macroeconomic variables, which would restrict the
argument of reverse causality to institutions that are likely to adjust faster, which is unlikely
to be the case for the bargaining regime which tend to vary little over time compared to other
labor market institutions.
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Hence, there is reason to believe that high unemployment rates are likely
to affect the shape of the labor market institutions. If this endogeneity proofs
to be strong, not accounting for it is likely to lead to a bias in the estimation
results. There is no generally agreed upon method to address this issue and
given the lack of alternative, appropriate instruments, I make use of a two
stage least squares instrumental variable estimation and follow the literature by
employing the lagged values in the level as instruments for their current value
(model B3) for all institutional (and interacted) variables, except for the wage
bargaining dummy.*S This approach bears two limitations. Firstly, the number
of observations reduces due to the loss of the first period from potentially 120
to 100 observations. Secondly, if autocorrelation of order one is still detected
when re-estimating the unemployment equation with the use of instrumental
variables, the residuals are correlated over time which introduces another bias,
making the lagged values inappropriate instruments.*”

The estimation results, however, reveal that the adjusted Durbin-Watson
does not detect anymore first order autocorrelation, which makes the use of the
lagged values as instruments feasible (model B3). Also the Jarque-Bera test
indicates the normality of the error terms. The overall fit of the model is with a
R-squared of 0.72 still relatively good. Nevertheless, the Davidson-MacKinnon
test of exogeneity does not reject the exogeneity of the independent variables,
with a prob.-value of 0.3. This implies that either the instruments are weak
instruments or endogeneity has only a limited effect on the estimates. When
testing the appropriateness of the instruments, the Sargens test of overidenti-
fication cannot reject the suitability of the instruments, with a prob.-value of
0.38. As this is a rather low value, one should be cautious to conclude that en-
dogeneity does not have a significant impact on the estimation results. Instead,
when analyzing the potential sources of endogeneity seperately, the Davidson-
MacKinnon test reveals that exogeneity is rejected at the 10 percent level for
the tax rate, the unemployment benefits as well as the employment protection
legislation, which therefore confirms the appropriateness of the use of instru-
mental variable technique at least for those three variables.*® Nevertheless, the
implications of the estimation results seem to be in line with the findings of
the other models. In particular, the hump amounts to an unemployment rate
which is 2.52% higher when compared to centralized bargainers and 2.28% when
compared to decentralized systems and, it still requires more than a doubling of
the openness indicator for the hump to disappear. Furthermore, also the effect
of a change in the EPL is very similar to the one of model B and B1. The most
remarkable difference to the ordinary least square estimation appears to be the
magnitude of the coefficient on the tax rate, which increased to 1.92, proposing
a much stronger impact of the tax wedge on unemployment when accounting

46Gee the former footnote for a comment on the wage setting dummy.

47 Another way of addressing the problem of reverse causality is to estimate the equation
by OLS, but regressing the past values of the potentially endogenous variables on the current
value of the unemployment rate. The results of this estimation are reported in the Appendix
VII, Table 2 (model B4) but are not discussed here as the main implications remain unchanged.

48The prob.-value for the joint test is 0.093.
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for possible endogeneity.*’

Besides the labor market variables, possible endogeneity may also stem from
the output gap to the unemployment rate. Again, a good instrument is not
readily available and the lagged value seems inappropriate as the correlation is
quite low, which is likely to stem from the fact that I am considering five-year
averages. However, as I am not interested in the coefficient for the output gap
but simply make use of this variable as control variable, I re-estimate model
B, leaving out the output gap in order to evaluate whether this affects the
coefficients significantly, implying a possible bias stemming form the endogeneity
of this variable.”® Leaving out a variable that has explanatory power, however,
is at the cost of another possible bias stemming from the omitted variable.
Nevertheless, either of these biases seem to be limited as a regression without
the output gap (model D3) gives nearly identical coefficient estimates and leaves
the explanatory power of the model relatively unchanged.’!

Another form of mis-specification may stem from the fact that when look-
ing at the variables on a yearly basis a unit root can not be rejected for all
variables, but the output gap.’? All the variables are however stationary in the
first difference. Therefore, in order to avoid any spurious regression problems
the model is re-estimated using the difference of the variables, except for the
output gap, which remains in the level.>® This time the Hausman test does not
detect any correlation between the error term and the regressors, and strongly
accepts the null, such that the random effects model is preferred to the fixed
effects estimation. The overall fit of the model is 0.5. The effect of the tax rate
is somewhat lower now with a coefficient of 1.2. The unemployment benefits
are again insignificant as is the union density. The Durbin-Watson suggests
that the problem of first order correlation is overcome with the use of the dif-
ferences.”* When evaluating the coefficients, it becomes clear that the hump is
less pronounced. For the average sample values, the hump amounts now only
to 1.32 when comparing to the centralized case and 1.43 when comparing to the
decentralized case. However, for the given coefficients, it requires still more than
a doubling of the openness indicator for the hump to disappear. The results for

49This stronger impact is confirmed by model D3 and model B4, which both address the
issue of reverse causality.

500n the use of the output gap see also other authors: Elmeskov et al (1998), who do not
instrument the output gap, or Bassanini and Duval (2006), who do instrument the output
gap.

51Gee Appendix VII for the estimation results. Table 1, Model D for the OLS estimation
and Table, 2 model D3 for the 2SLS estimation without the output gap. The Davidson-
MacKinnon test for model D3 revelas a prob.-value of 0.43 for all institutional variables, 0.19
for the tax rate, the EPL and the benefit entitlements and, 0.08 for the tax rate and the
EPL. The Sargens test for overidentification takes a prob.-value of 0.91, which supports the
conclusion drawn for model B3.

52 A unit root test on the 5-year average observations does not promise to give any conlcusive
results as 6 observations in time are to few for the test results to have any relevance. The
results of the test on the yearly observations are not reported, but may be obtained from the
author.

53The results are reported in Appendix VII, Table 2, model B2 when using imoprts as
openness indicator and model C2 when using trade as openness indicator.

54The critical value is 1.73.
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the EPL again follow the same pattern and, the exact magnitude is in between
the results of the benchmark model and model B1.

Given that in all cases, the results do not change in their essence to the
Baseline model, the latter estimation results seem to give a reasonable well
indication of the effects at play. Nevertheless, one should keep in mind that the
actual magnitude of the effects may be slightly different.

Robustness Test

In the following I perform two separate tests. Firstly, I ask whether the
results do change fundamentally when excluding countries from the sample that
are likely to bias the results and secondly, I re-estimate the two benchmark
models excluding the 70s from the sample. The latter does clearly reduce the
number of observations and decreases the power of the estimation. But on the
other hand, the highly significant time dummies for the two periods in the 70s
as well as a look at the development of unemployment rates across time suggests
that the 70s are coined by lower unemployment rates across all countries, while
the post-oil shock period is coined by a generally higher level of unemployment
(an exception may be the US).

Three outliers in terms of extraordinary developments of the unemployment
rates appear in the sample: Spain, Finland and Ireland. Spain experienced a
drastic increase in her unemployment rate in the early 80s which persisted at
a high level throughout the rest of the period of analysis. Additionally, Spain
switched from a centralized system of bargaining to an intermediate level of bar-
gaining in the late 80s. It is, therefore, likely that the inclusion of Spain tends to
favor the hum-shaped hypothesis. Finland, with its centralized system, instead
experienced a sharp increase in unemployment in the 90s, which has partly been
attributed to the decline of the Soviet Union and Finland’s subsequent loss in
exports. Ireland on the other hand experienced an increase in unemployment
during the 80s and the early 90s but recovered by the end of the sample period.
Within this period Ireland switched for one sample period from a centralized
system to a decentralized system. In the first test I drop Spain from the sample
and re-estimate Benchmark Model B (Model B6). The Hausman test rejects
the use of the random effects model. As expected the magnitude of the coeffi-
cients on the intermediate level of bargaining (i.e. the dummy and the Pressure
Index) reduce. Nevertheless, the main conclusion remains unchanged, although
at a less discriminatory level.

Dropping instead Finland and Ireland from the sample, leads not to the
rejection of the random effects model at conventional levels of significance. I
therefore proceed by interpreting the results of the random effects model. Again,
when using the simple openness measure the model performs relatively poor
(Model A5). Using instead the Pressure Index reveals a similar pattern as the
Benchmark Model B, with the exception of the coefficient on the tax wedge
which remained significant at the 10% level but halved its value (Model B5).
The dummy for intermediate bargainers is highly significant and proposes a
similar pattern for the hump as in Model B. The Pressure Index does again
support the idea that intermediate bargainers tend to reduce unemployment by
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more for a given level of the EPL Index when openness increases.

When excluding the 70s from the sample the results change to some ex-
tent. Applying the same specification as in Benchmark Model B, the Hausman
test rejects again the use of the random effects model. The output gap, the
tax wedge, employment protection and, the dummy for intermediate bargain-
ers are all significant at the 1% level and have the expected sign (Model B7).
The coefficient on the tax wedge increased somewhat and the differential effect
of the Pressure Index becomes more pronounced. Furthermore, the adjusted
Durbin-Watson statistic, with a value of 2.05, does now reject the existence of
an AR(1) structure. Most interestingly the simple openness indicator becomes
now significant (Model A7). This might be due to the tendency starting in the
80s of a general reduction in employment protection. The less restrictive the
employment protection, the more likely is an economy to react to stronger for-
eign competition in terms of wage restraint, and thereby reducing the negative
impact on unemployment. However, at the same time, the EPL Index becomes
insignificant and the dummy on intermediate bargainers as well. Given the
worsening of the fit, I however still reject the use of this model in favor of Model
B5, which employs the Pressure Index.

The various regression results and tests seem to support the conclusions
drawn from the initial specification in Benchmark Model B, which supports
the theoretical framework laid out in chapter 3. Nevertheless, the variation in
the magnitude of the coefficients when using alternative specifications of Model
B, asks to treat the exact values of the coefficients given in Model B with
caution. Given the various test results, the version of model B, that accounts
for endogeneity (model B3) is likely to give the most robust coefficient estimates.

4.4 Comparing the Results to Former Studies®

Clearly, a direct comparison with the results in other authors’ papers is not
possible with respect to the Pressure Index or the inter-acted openness indicator.
However, it is interesting to see whether the coefficients on the “traditional”
labor market indicators are similar in magnitude to former studies to evaluate
the robustness of these results.

One of the earlier papers that looked at the effects of institutions on un-
employment is by Nickell (1997). Using a GLS random effects model with a
time dummy, on a sample of 20 OECD countries, using 6-year averages for the
period 1983-1994, Nickell regressed the log of the unemployment rate on Em-
ployment Protection, Benefit Replacement, and Duration, Active Labor Market
Policies, Union Density, Union Coverage, Wage Coordination, the total tax rate
as well as the change in inflation. Nickell finds a negative relationship between
wage coordination and unemployment, but does not check for a possible hump-
shaped relationship. Additionally, his measure of wage coordination differs from

55 Although model B3 should be preferred as a basis of comparison, I compare in the following
the results of baseline model B to former studies’ results, because the studies mentioned here
did not address the issue of endogeneity.

33



the measure of centralization employed in this paper. The signs for the other
variables which also appear in Benchmark Model B of this paper are identi-
cal. Unfortunately, except for union density (which appears insignificant in this
paper) the indices used by Nickell are different from the ones employed here
and therefore do not allow a comparison of the magnitude of the effects. Fur-
thermore, one may argue about the appropriateness of applying a set of nine
explanatory variables plus a time dummy on a sample of only 40 observations.

Elmeskov et. al. (1998) conduct a panel estimation of yearly data from
1983-1995 on a sample of 19 OECD countries, using random effects. The es-
timation results reveal that except for union density and active labor market
policy all other explanatory variables appear significant in the various specifica-
tions. More precisely, the coefficient of the tax wedge ranges from 1 to 1.4 which
is roughly comparable with the estimates found in this paper. The negative im-
pact of the output gap is with a coefficient between -0.46 and —0.62, clearly
stronger than the —0.3 value in Benchmark Model B. This might be due to the
fact that based on yearly observations the unemployment rate reacts stronger
to the cycle, while this effect is somewhat “smoothened out” when taking 5-year
averages. Contrary, to the results presented here, Elmeskov et. al. find a posi-
tive relationship between employment protection and unemployment. However,
also here the results are not strictly comparable as this positive relationship is
also present in this paper, although through the Pressure index and only for
a certain discrete change in the employment protection legislation. Elmeskov
et. al. do employ a measure of wage centralization which is comparable to the
one employed in this paper. Essentially decentralized and centralized economies
are treated in the same way as both are included in the dummy of centralized
systems (See Elemeskov et al. 1998, p.216). Using dummies for centralized
(plus decentralized) and intermediate systems, they find that ceteris paribus a
country with centralized system tends to have an unemployment rate which is
about 2% lower than in countries that exhibit an intermediate level of bargain-
ing. This renders support to the Calmfors-Driffill argument. The magnitude is
about 0.5 percentage point below the level found in Benchmark Model B, but
comparable to the results found when allowing for an AR(1) structure, when
using the average values for EPL and openness.

Nickell et. al. (2001) perform a panel estimation on a set of yearly obser-
vations for a set of 20 OECD countries over the period 1961-1995, including
the lagged dependent variable and taking account for macroeconomic shocks as
well as interactions between institutions. The coefficient on the tax rate is with
1.59 very close to the value in this study. For employment protection, Nickel
et. al. find a weak positive relationship, suggesting that if the EPL Index de-
creases by one unit, unemployment decreases by 0.15 percentage points.’® Wage
coordination is modeled according to the corporatist idea.

Belot and Van Ours (2002) estimate a panel of 17 OECD countries over the

56 This is approximately equivalent to the effect of an intermediate bargainer who reduces its
EPL from 1.4 to 0.4 and exhibits a level of openness slightly above 20% in the context of the
model present in this paper. These values could represent the effect on France’s unemployment
rate, if France would have reduced its EPL by one unit by the end of the sample period.
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period 1960-1999 using 5-year averages. When including country fixed effects in
their estimation, Belot and Van Ours find that a ten percentage point increase
in the tax rate leads to an increase of the unemployment rate by 2.4 percentage
points, a level well above the one in this study. A higher level of employment
protection reduces unemployment slightly (again the indicators are not strictly
comparable to the one employed in this analysis). Finally, Belot and Van Ours
find that centralization is described by the corporatist idea rather than the
hump-shape, which was tested for, but not found significant.

Other papers that focus rather on the interaction of shocks with macroeco-
nomic variables like Blanchard and Wolfers (2000) and Bertola et. al. (2001)
find the traditional labor market institutions tax wedge, employment protec-
tion, wage coordination and unemployment benefit duration to be significant.
Both find a small positive effect of employment protection on the unemployment
rate. A 10 percentage point increase in the tax rate reduces unemployment by
roughly 1 percentage point, which is below the levels found in this paper. Again
wage coordination is found to be of a corporatist nature, with the indices being
not directly comparable to the one employed in this paper.

Concluding this comparison it may be stated that the empirical evidence
on the tax wedge seems to be indicating a common direction, with this study
being in the upper-middle range for the value of the coefficient. The controversy
with respect to the hump-shape is reflected in the different results mentioned
here. The comparison to other studies leads one to be cautious in taking the
actual magnitude of the effect found in Benchmark Model B at face value.
The differential findings with respect to sign and magnitude of the employment
protection legislation in the literature may be reconciled to some extent by
the findings in this paper, which proposes a non-linear relationship, but the
existence of two opposing effects which are at work and may either be in favor
of an overall positive or negative effect depending on openness to trade and the
bargaining structure.

5 Conclusion

This paper investigated the relationship between labor markets, openness, and
unemployment. A revised version of the Calmfors-Driffill argument in an open
economy context with traded and non-traded good sector has been proposed.
The implications of this theoretical set-up amount to a fusion of the Calmfors-
Driffill argument in a closed economy and the open economy extension by Dan-
thine and Hunt, as the hump-shape persists due to the existence of the sheltered
non-traded good sector, but increased trade tends to reduce the hump in the
sense that countries with intermediate levels of bargaining tend to reduce un-
employment by more as a response to the increased foreign competition. In an
empirical exercise this hypothesis has been tested. The evidence does render
some support for the hypothesis, particularly in a broader context in which the
employment protection legislation is taken into account. According to the esti-
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mation results, it requires an unlikely high increase in openness, for the hump to
disappear, making the extremes, either centralized or decentralized wage setting
systems, preferable to intermediate solutions. Furthermore, centralized and de-
centralized economies tend to loose less in terms of higher unemployment rates
due to a strict employment protection legislation, compared to countries coined
by intermediate levels of bargaining. The notion of the literature on product
market regulation and labor market institutions is supported in the sense that
economies which face stronger foreign competition in the product market are
more likely to experience a reduction in unemployment levels when easening em-
ployment protection. The complementarity of the two policies is emphasized by
the result that countries will benefit the most from increased trade in terms of
lower unemployment rates, the lower the level of employment protection is. Ac-
cording to the estimates and assuming that openness will continue to increase,
Belgium and the Netherlands seem to have embarked on the right policy by
reducing there respective level of employment protection, while Italy still has a
long way to go and France seems to be going in the wrong direction.

The implications of the empirical findings in this paper support the current
line of research in labor economics in the sense that emphasis should be put
on the interaction of different labor market structures as well as product mar-
ket characteristics, instead of looking at the contribution of single labor market
institutions to the overall performance in an economy. An additional aspect
for possible future research might be to analyze to which extent different labor
market structures tend to perform better under different macroeconomic con-
stellations, as performed in this paper with respect to the degree of openness of
an economy. Such an approach is likely to give more detailed policy implications
of a “country-custom made nature” instead of a “one fits them all” approach.
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Appendix IV: Derivation of the Results

Production

The labor demand function is derived by solving the profit maximization
problem of the firm with respect to labor: max7 =y - P;. —wL —rK. The first
order condition reveals then the labor demand:

gg_ — P (A+(1- AL 7 (1- AL —w=0 (A1)

2

(A+ (-7 Lt = Pi(1-A)
(A+(1-A)LHL " = [Pi(lw—A)]lp
AL = [P(l—A)] S

" (i [Pi(lw—m]&(l;lm)_; )

Using the labor demand function in the production function y! = AK* +
(1 — A)L? and recalling that K = 1 yields the inverse supply function:

e -1
YA 1 = (1-A)<{Pi(1w_A) ”_(1_A)>

w | t=r _ 1 1
{P} - (1 + (AT 1) ) (1— A)Ts
15 P A—1
wl™r YA NS
|:Pi:| CoyfAT -1 -4
12,; yfA_l -1 -1 P
R = yPA—l (1 — A) —P wl-r
o= (1—A)y 7w (1—y"A) 7 (A3)



Consumption

The maximization of the utility yields the division of income between the
two consumption baskets. The budget constraint may be rewritten using the
baskets and their respective price indices, according to:

I= Z PriixYr:+ Z PniiYNTa: = CrPr +Cn Py (A4)

i=1 i=1

The utility is then maximized according to: maxU = C&Ch " + h(Wg) s.t.
I = CrPr + CnPp. The first order conditions are given by:

aU a— —a
acn = 0= Pr +a\Cy 'Oy (A5)
6U a —a

g—g = 0=1-CrPr—CnPy (A7)

Using (A5) and (A6) in (A7) yields:

Oy = (1—a)Pi (A8)

CT = a— (A9)

Using (A8) and (A9) in the upper tier consumption basket yields the perfect
price index for the highest level of aggregation (CPI):

1)1‘“
O <13T> (<1PNa)>1a
- (@) () .

As aggregate income is equal to the value of aggregate production and consump-
tion in equilibrium, it follows that: C'P = I. Therefore, (A10) can be rewritten
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PPy
a®(l —a)l—e
The demand for the next basket is derived by minimizing the expenditures
for a target basket: minL = Cn1Pn1 + Cn2Pn2 — A(Cn — Cy), where the
basket is defined over the two sub-baskets:?”

P= (A11)

01—1 01-1\ ;-1
Cy = (CNf’ll +Cn's ) (A12)

The first order conditions result in:

oL R N
i OZPN,l—)\<CN’11 +CN’21> Oyt
Pyi = Acfjlcj;f? (A13)
s = =P (O veit )" el
Pys = Acﬁlq;fﬁ (A14)

Multiplying both sides of (A13) with Cy 1and both sides of (A14) with Cn 2
and then adding both equations yields:

1 01—t 01—t
CniPngi+CnaoPnp = PNCN:)\CJ(\’/} (CN{jll +CN?21>
1 61—t
PyCy = ACTCNT = ACy
Py = A\ (A15)

Using (A15) and (A8) in (A13) yields the demand for the sub-basket C 1:

1 _ 1
Pyvi = PnvCyCyY
0
_ Py 1 !
Cnyi = (PN) Cn
0
PNl 1(].—(1)]
— (L) Lo @f Al
o = () U (A16)

57The derivations presented here are only performed for the non traded good sector. The
analysis for the traded good sector is analagous and can be easily performed following the same
steps. Note also that the assumption of symmetric countries allows to perform the analysis
by looking only at the demand from the home country.
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Similarly, the demand for the sub-basket Cy 2 can be derived:

sy = (PN,Q)QI (1—a)l (A1)

Again, the perfect price index for this level of aggregation can be derived by
using (A16) and (A17) in (A12):

o\ ST RS
i) )
Pyi\ " = Pyo\ " K
Cy = Cn ((PJ\;> ) +<<P]\;’) )
L= e (i)
Py = (P}ijwJD}VjQ‘%)ﬁ (A18)

The analysis at the next level, which is the demand for the single non traded
variety, proceeds in the same way. The consumption basket is now given by:

05—1 f3-1 %
Cn,;= (C’NZ 1+ C’N ) for i=1,2 (A19)

The minimization problem is given by: min L = CninPnin+CnioPnio—
MCn,i — Cni)- The first order conditions yield:

8L 92—1 92—1 F 1

= 0=Pn,1—-MCy2, +Cy Oyt

3C’N,i,1 N,i,1 ( Nz 1+ N,i ) N,i,1
Pyi1 = )\C]f,"’ZCN 321 (A20)

aL 62—1 02—1 ﬁ 1
PNJ-,Q = )\C’]fflC’N i2 (A21)

Multiplying (A20) with Cx ;1 and (A21) with Cy ;2 and then summing the
two equation yields:

1 6o —1 62—1
CniiPni+Cni2Pne = PniCn;i= )‘013/2,1‘ <CN1 1t CNz 2)
61
Py .Cn; = )\leflCNSf =ACn
Pyi = A (A22)
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Using (A22) in (A20) and in (A21) yields the demand for the single non
traded good varieties:

Pnij = PN,iCJ?,iC;/,?j
-9
Py j :
CN i (’ o ) CNi
S Py '
One o = Pn i j 0 Py ; 0 (1-a)l for i and j=1,2 (A23)
Nyjj — Pr. Px Px or 1 and J=l1,

Again the perfect price index can be derived, substituting (A23) in (A19):

02 929;1 02 9%;1 2t
Pnii) Pni2\
C ’L — 9 by C ’L 3 by O Z
o (( Py ) N’) i (( Py o
N N
Pyaii) 72\ 7 Pyi2\ 72\ ™
C /L — C 7/ tAs) 90y
o e << Py > * Py
L= PR (P + PACE)
Py = (PV%+P%) T foriz12 (A24)

Equality of demands

The framework which is presented in this paper builds on two essential para-
meters, (a) which is the share of consumption being spent on traded goods and
0x the elasticity of substitution between traded goods from home and abroad.
As long as 0x > 61 and 6, < 0y < 65 < 0z substitution in the traded good
sector will be stronger than in the non traded good sector and therefore hold
prices in the traded good sector below the levels in the non traded good sector
when wages are determined in the two sectors separately.

In the extension of the baseline model it was argued that the demand for
the traded good variety in the case of a=1/2 is identical to the demand for
a traded variety in the case of a=1 and that the demand for the non traded
variety is identical under a=1/2 and a=0. This is due to the fact that firms
relocate between traded good sector and non traded good sector according to
a. The proof of the equality of demands is performed in the following way:*®

The demand for a non traded variety has already been derived in (A23). As
we know that there will be balanced trade, and that in equilibrium Cy = Yy
it must be true form the utility maximization and the budget constraint that
the non traded good sector "finances itself" and PyYy = PyCn = (1 — a)l.
The same logic applies for the traded good sector, which therefore implies that

58The reader may refer to Appendix I-III for consumption and production structure under
the three different scenarios.
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PrYr = PrCr = al. Hence, the demand (A23) may be rewritten for a=1/2
according to:

Onsi = Prnig\ " (Pva) " (L-a)l
o Py Py Py

C (PN,i,j)02 (P?\m‘)el PnCy
N,i,j P
N

([ Pny 02 Py 0
CN,z,] — (PN,L ) PN CN (A25)

In the same spirit, the demand for the traded variety can be rewritten according

to:
oo (Prage 7 (Prag ™" (Pra) ™ ol
T,i.j,k PT,iJ' PTyi Pr Pr
Cpiin — [Zriik T (Prag ™" (Pra\ " PrCr
Ti,j,k PT,i,j PT,'L' PT PT

_GZ —9)/ —9)(
Priik Pr;; Pr;
C i — 3005 32,0 2 C A26
T2k ( Pr; ) ( Pr; > < Pr ) g (A26)

a=0

When a = 0, we can derive the demand for a single variety following the
same steps as laid out before, where the utility is now defined over U = T9->C%5.
Utility maximization will result in the constant shares being spent on the two
sub-baskets, according to: maxU = C2:5C%° + h(Wg) s.t. I = PyCy +
PrsCrp

11

Cy = 33 (A27)
11

Cra = 55~ (A28)

Performing again the same steps as before, we arrive at the final demand for
the non traded good variety which may be written as:

—0 —0
[ Pny; * (Pn Y11
CN;L,‘] - < PN’i > PN §PN (A29)

As the elasticities of substitution applying to Cr 2 are identical to the ones
applying to Cy and the number of varieties (firms) are identical (i.e. four in
each branch), the demand for each variety under a=0 will be identical. That this
demand is equal to the demand under a=1/2 for the non traded good variety
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can be seen via the fact that under a=0 I = PyCy + Pr2T% and due to the
symmetric structure PyCy = Pr2Ts, which implies that: I/2 = PyCy and
allows to rewrite (A29):

([ Pnij 02 Py 0
Cij = (PN,i > o) o (A30)

Given that the number of firms under a=0 and a=1/2 are identical for the
basket Cl, it must be the case that (A30) is equal to (A25), i.e. the demand for
each single non traded variety under a=0 and a=1/2 is identical.”® Therefore,
the wage settlement for the whole economy under a=0 will be identical to the
wage settlement under a=1/2 in the non traded good sector.

a=1

Under a=1 the expenditure minimization amounts to: min L = PyCy +
PrCp s.t. C—C where all goods are now traded. The consumption basket is
defined according to:

Ox—1 Ox—1\ ox—1
Cr = (CH"X + Cp'x ) (A31)

, where Cp refers to the consumption of foreign produced goods and Cg to
the consumption of domestically produced goods.
The first order conditions are given by:

o - 0=PH—A(C;;%1+0§55>WOH"1

9Cr

Py = AP O (A32)
;TLF = O—PF—A<C:§’”1+C’;§ZI>MC;81X

Pr = ACFC™ (A33)

Multiplying (A32) with Cy and (A33) with Cr and summing over both
yields:

1 p=1 9z —1
CyPy +CpPr = PrCr= )\C;T <CH9"” + CF(’X )
Pr o= A (A34)

Using (A34) in (A32) gives the demand for the home basket:

59Due to the symmetric structure it must then also be true that the demand for the varieties
in the basket Cr o is identical to the demands in the basket of Cp.
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Py = PrCjrCy™

P\ 0%
Cy = <PT> C (A35)

Each sub-basket of Cy will receive half of the demand according to the
constant expenditure division, such that:

1Py

Cr» = Q(PT) c (A30)
1Py

CN - Q(E)T) C (A37)

Expenditure minimization at the next level of aggregation than proceeds
according to minL = Pr21Cr21 + Pr22Cr22 st. Cra — C, where the
consumption basket is defined over:

9)9,71 0,9,71 7y —1
Crp = <CT,2},/1 + CT,2T2 ) (A38)

Following the by now well known procedure, by taking the derivatives with
respect to Cr 21 and Cr2 2 , solving for Prs 1 and Pr 9 and, multiplying by
Cr2.1 and Cr 2, respectively and, then summing the two equations yields:

Pro=2A (A39)

Using this result in the respective first order conditions yields the demand
for the two sub-baskets:

—0y —0y —0x
P 1/P P
Crpyn = <;}2;1) Cra =3 < ;j;) <PI; > C  (A40)

—0y —0y —0x
P, 1 /P P
Croo = (;;2’2) CT,2:2<;;272> (PI;) C  (A41)
,2 2

At the most disaggregated level of aggregation the expenditure minimization
follows: minL = PT,Q,j,ICT,Zj,l + PT’Q’j’QCT’Z’j’Q s.t. CT’Q’J‘ - C,Where the
consumption basket is now defined over:

9571 9571 7,1
CT,Z’j = (CT,QZA,]',I + CT,ZZ,j,2> 5 fOr J:]_,2 (A42)

Following again the steps as described above yields the demand for the single
traded variety:
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—0
Projk

Crojk = 75> Crpa,;j
Prps,;

-6 -6 -6
1 PT27’k> Z(Psz) Y(PH> X .
= | === = —— C for j,k=1,2 A43
2 ( Pr.a, Prs Pr ) (A43)
Given that one half of the demand for home traded goods goes to the sub-
basket Cy and the other half to Cr 2 and both sub-baskets are exactly identical

(with respect to firm size and elasticities of substitution) the price index for
home traded goods will be identical to:

1 1 1 1
Py = §PT,2 + §PN = §PT,2 + §PT,2 = Pros (A44)

Substituting (A44) in (A43) yields the demand for a representative traded
variety under a=1:

—6z —0y —0x
Craojk = (P;’Q’j’k > (?’2’3 ) (P;Q > ¢ (A45)
T,2, T2 T 2

This is identical to the demand for a single traded variety under a=1/2,
which can be seen by comparing (A45) to (A26) and realizing that C'/2 in the
case of a=1 is equal to C7 in the case of a=1/2, where the traded good sector
consists of half the amount of firms compared to a=1, while the elasticities
of substitution in both cases are identical. Therefore, under a=1 the wage
settlement, will be identical to the one in the traded good sector under a=1/2

in the baseline model with the wage difference between traded and non traded
good sector.

Appendix V: Data Overview

The data set contains average values over the period 1970-2000. Except for
the last period (95-00) averages are over a five year interval. The countries in
the sample are the following 20 OECD countries:

Australia Denmark Ireland New Zealand Sweden

Austria Finland Ttaly Norway Switzerland
Belgium France Japan Portugal United Kingdom
Canada Germany Netherlands Spain United States

The time horizon are the following averages: 1970-1974, 1975-1979, 1980-
1984, 1985-1989, 1990-1994, and 1995-2000

Macroeconomic variables:

Unemployment rate (ur)

In order to make the study comparable to other papers, I used the unem-
ployment rate as a five year average over the data provided by Nickel et al.
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(2001 and 2003) which is based on the OECD harmonized unemployment rate.
The values for Italy are the exception. It is based on the US Bureau of Labor
Statistics “correction to the OECD standardized rates” (See Nickel 2003, for a
more detailed description). To avoid the break due to the German reunion, the
German unemployment rate refers to West Germany.

Trade Openness (lagimp)

The proxy for trade openness used in the regressions is the five year average
of the average of the imports in percent of GDP over the period t, t-1 and t-2.
The data is taken from the World Bank Development Indicators. Alternatively,
trade in percent of GDP was used. The measure was computed in the same
manner as imports in percent of GDP and is also taken form the World Bank
Development Indicators.

The Output Gap (outputgap)

The output gap is computed by applying a Hodrick-Prescott filter over a set
of yearly observations of constant GDP taken from the World Bank Development
Indicators (base year 2000) and then computing the percentage deviation of the
actual output from its trend. In order to avoid imprecise values for the beginning
and the end of the period a longer horizon was taken to compute the filter (where
available the period 1962 to 2004). Then the values for the 6 respective periods
where averaged.

Labor Market Variables:

Wage bargaining system (corp: hcorp, mcorp, lcorp)

The general discussion about which index to use in order to reflect the wage
setting system of an economy appropriately, builds primarily on two concepts:
wage centralization and wage coordination. While “wage centralization” refers
to the level at which wages are bargained, “wage coordination" is a behavioural
concept and refers to the “degree of harmony in the wage-setting process” (Ken-
worthy 2001, p.59 and p.75). Kenworthy (2001) notes that:

“[.] a structural measure should be preferred in such analyses
because structure is causally prior to behavior. [However,] using
a structural measure to predict macroeconomic performance pre-
sumes [..] that the centralization of wage-bargaining arrangements
determines wage-setting behavior, which in turn determines wage
changes, which in turn determines macroeconomic outcomes. In
other words, two links in the causal chain are assumed. Using a be-
havioral measure of centralization has the advantage of closing one
gap in the hypothesized causal sequence. There seems no compelling
a priori reason to favor either a measure based on wage-bargaining
structures or one based on wage-bargaining behavior. It depends on
the researcher’s theoretical interest.” (Kenworthy 2001, p.72)

Kenworthy (2001, p.7) continues by proposing an alternative index, using
scores based on a set of expectations “about which institutional features of
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wage setting arrangements are likely to generate more or less coordination.” He
creates along these lines an index which idea is similar in structure to the index
used here, in the sense that he constructs an index ranging form 1 (decentralized)
to 5 (centralized), where he considers countries more centralized /coordinated, if
they exhibit besides industry-level bargaining a certain degree of coordination,
bargaining by peak associations, regularized pattern setting or bargaining by a
powerful, monopolistic union confederation (Kenworthy 2001, p.79).

The original index used by Calmfors-Driffill drew instead on two separate
indices and summed their scores. The first index referred to within union coop-
eration and within employer organization cooperation and was increasing with
stonger cooperation from 1 to 3. The second index was decreasing from 3 to 1
with increasing numbers of unions and employer organizations (e.g. 3 if bargain-
ing takes place between only one union and one employer organization, hence
at the national level (Calmfors and Driffill 1988, Annex A)).

Soskice (1990) criticized in his article the approach taken by Calmfors and
Driffill and proposes to put more emphasis on the coordination across the coun-
try (Soskice 1990, p.41). According to him the degree of coordination in the
wage setting process greatly influences wage outcomes, and bargaining central-
ization is only one mean, albeit an important one, to achieve such coordination.
Hence, according to Soskice countries like Switzerland are supposed to be clas-
sified as centralized/ co-ordinated instead of treating them as a country on the
lower end of the intermediate bargainers. He notes that using the centralization
measure is unlikely to be wrong when a country is classified as centralized, as
those countries tend to exhibit also a high degree of coordination. However,
at lower levels of centralization, coordination may be low or high, asking for a
different classification than one solely based on the centralization index (Sos-
kice 1990, p.41). Also Germany, which exhibits a formal wage setting at the
industry level should according to Soskice be regarded as centralized given the
high coordination on the employer side and the general fashion in which one
industry is leading in setting the wage which will be roughly imitated by the
other industries (Soskice 1990, p.44). Disagreement with Soskice and the or-
dering used here relate to the Netherlands and Japan. While, Soskice would
upgrade the Netherlands as well due to stronger cooperation, the case of Japan
is less important as it would move only from decentralized to centralized, both
of which are assumed to generate similar outcomes with respect to wage set-
tlements, according to the theoretical part. Nevertheless, when comparing the
ranking of Soskice to the classification established in this paper for the period
of the late 80s, one can see that with the exception of Japan, the ranking is
consistent in the sense that the lower end of Soskice’s ranking for the degree of
actual coordination (of only 11 countries) is made up by the USA (0), the UK
(0) here classified as decentralized, the middle ground by France (1.5), Italy (2)
and the Netherlands (3) here classified as industry bargainers, and the upper
part by Germany (3.5), Sweden (4), Norway (4), Switzerland (4), Austria (5)
and Japan (5), with the exception of Japan all classified as centralized in this
paper (See Soskice 1990, p.55).

Also Halll and Franzese (1998, p.510) notice that if “wage negotiation occurs
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among trade unions and employer organizations that are highly concentrated at
the sectoral level but equipped with sufficient economy-wide linkages to transmit
across the economy the settlement reached in a leading sector”, one would have
to treat them as more centralized than a less coordinated economy with wage
setting at the sectoral level.

Similarly, Nicoletti and Scarpetta (2004) argue that:

“[..] strong coordination allows industry unions to internalize the
aggregate effects of their wage decisions into the negotiation process,
de facto mimicking the outcomes of a highly centralized bargaining
regime.” (p.22).

The authors proceed by considering first the centralization index and then
“upgrading” the intermediate bargainers who exhibit a high degree of coordina-
tion, which is considered as equivalent to a centralized wage bargaining system
(p-22).

Therefore, given the arguments presented by Kenworthy (2001) and Soskice
(1990) it appears important to use on one hand a rather structural measure for
the wage bargaining process, but to allow for the influence of strong coordina-
tion. This hints at the appropriateness of the procedure employed by Elemskov
et al (1997) and Nicoletti and Scarpetta (2004) in “upgrading” those countries
to centralized countries which exhibit besides an industry level of bargaining a
strong degree of coordination across unions and employer organizations.

The wage bargaining system employed in this paper is, therefore, identified
via three dummies based on the OECD series of centralization of the wage bar-
gaining process (ranging from 1 to 5) and the wage coordination index provided
in Nickel et al (2001), which is an interpolation of the OECD index of wage
coordination (ranging from 1 to 3). Both indices are increasing in the degree of
centralization and coordination, respectively. More precisely, a value of 1 for the
centralization index refers to company and plant level bargaining, 2 refers to a
mix of plant and industry level , 3 to predominantly industry level bargaining,
4 to a mixture of industry and nationwide bargaining, and 5 to a predominant
role of nation wide wage setting (See OECD Employment Outlook 2004).

The Index used in the empirical analysis is constructed in the following way:
A country is considered:

- centralized if the centralization index is above 3.5 (irrespective of the co-
ordination index) or if the centralization index is above 2 and the coordi-
nation index has a value equal to, or above 2.25. Hence, countries with
intermediate bargaining level but high degree of coordination are ,up-
graded “ in the sense that I expect a high degree of coordination to offset
the negative effects on unemployment from the sole fact that bargaining
takes place at an intermediate level of bargaining (a similar approach has
been followed by Elmeskov at al 1997) - hcorp
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- as having an intermediate level of bargaining if the centralization index
takes a value from 2 to 3.5 (and does not have a value for the coordination

index equal or superior to 2.25) - mcorp

- decentralized for all other cases (i.e. takes a value below 2 for the central-
ization index) - lcorp

The index will then result in the following grouping for the countries:

1970-1974 |1975-1979 |1980-1984 ]1985-1989 [1990-1994 [1995-2000
Australia, Australia, Australia, |Australia, Austria, Austria,
Austria, Austria, Austria, Austria, Denmark, Denmark,
Belgium, Denmark, Denmark, Denmark, Finland, Finland,
—~ |Denmark, Finland, Finland, Finland, Germany, Germany,
g’ Finland, Germany, Germany, Germany, Ireland, Ireland,
2 |Germany, Ireland, Norway, Ireland, Norway, Norway,
:_; Ireland, Norway, Spain, Norway, Portugal, Portugal,
‘E Norway, Portugal, Sweden, Sweden, Switzerland |Switzerland
o |Portugal, Spain, Switzerland |Switzerland
o Spain, Sweden,
Sweden, Switzerland
Switzerland
= |France, ltaly,|Belgium, Belgium, Belgium, Australia, Australia,
S |Netherlands, |France, Italy, |France, Italy,|France, Italy, |Belgium, Belgium,
g New Netherlands, |Netherlands, [Netherlands, |France, Italy, |France, Italy,
\q'; Zealand, UK |New New New Netherlands, |Netherlands,
© Zealand, UK |Zealand, Zealand, Spain, Spain,
E Portugal Portugal, Sweden Sweden
ET_.’ Spain
=
= Canada, Canada, Canada, Canada, Canada, Canada,
5 o [Japan, USA |Japan, USA |Japan, Japan, UK |Japan, New |Japan, New
§ § Ireland, UK |USA Zealand, UK, |Zealand, UK,
8 = USA USA USA

I believe that this index reflects more accurately the effective level of wage

setting than using one of the indices separately, which would neglect the positive
effect that can come from coordination of the wage setting. The table makes
clear that there has been a move towards more decentralized levels of bargaining
over the time horizon.

Union Density (uniondens)

The OECD does provide a series on union density. However, the series is
incomplete for several countries. Hence, I make use of the dataset of Nickel et al
(2001) that is based on several sources (including the OECD) and the updated
figures in Nickel (2003). For details on the composition see Nickel et al (2001).
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Tax Wedge (tazrate)

The tax wedge describes the difference between the wage cost that arise to
the employer and the actual net of tax wage that is available to the employee.
The tax wedge is therefore the sum of the payroll tax rate, the income tax
rate and the consumption tax rate. The data is taken from Nickel et al (2001)
and the update Nickel (2003) and is based on the CEP-OECD database of the
London School of Economics. See Nickel et al (2001) for an exact description.

Benefit Replacement Rate and Benefit Duration Index (brr, benefitrep, bb)

There are several indicators available. The gross benefit replacement rate
is an indicator provided by the OECD in two year intervals (brr). The OECD
measure is defined as the average of the gross unemployment benefit replace-
ment rates for two earning levels, three family situations and three durations
of unemployment. A second indicator is provided by Nickell et al (2001) and
based on OECD figures. This index describes the replacement rate averaged
over family types for the first year of unemployment (benefitrep). The same
authors also provide an index ranging from 0 to 1, which captures the duration
of benefit entitlements. Following Nickell et. al., I use the interaction of these
two indices in the regression (bb). All of the indicators were used also sepa-
rately, in order to check for the robustness of the significance and in order to
determine which indicator gives the most conclusive results. Unfortunately, no
constellation gave rise to persistent significant results.

Employment Protection Legislation (EPL)

The OECD does not provide a long term series of the EPL index. Therefore,
the EPL index is taken from Nickel et al (2001) and the updates available
in Nickel (2003), which is based on four sources that are re-scaled in order
to make them comparable. The sources are: Blanchard and Wolfers (2000),
Lazear (1990), the OECD EPL index and the most recent value is provided by
Nicoletti et al (2000). The index ranges from 0 to 2, increasing with the degree
of protection. The values used for the first five periods in this paper are the
averages over the Nickel et. al. (2001) figures and for the last period the value
provided in Nickel (2003) for the year 1998. Due to the various sources this
series may have some drawbacks in the exact measurement.
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Appendix VI: Descriptive Statistics

The following two graphs show the average unemployment rate over the
sample countries that are grouped into the three categories according to the
wage bargaining index. The pictures suggest that since the 80s the hump-shaped
hypothesis seems to hold.

The hump-shaped hypothesis
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When excluding all the countries that switched regimes during the analyzed
period, the hump-shape appears already in the early eighties (the excluded coun-
tries are: Australia, Belgium, Ireland, New Zealand, Portugal, Spain, Sweden,
and the UK). This however, reduces the size of the sample to only 12 countries
which reduces the power of the argument.
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Variable

| Hean Std. Dew, Hin Hax |
B e et
| 6. 22605 3.97759 o 20.12 |
| 2.903103 1.8TLE6T 13.83 |
| 2. 771256 -4, 86395 12. 51605 |
| |
| 0954236 1.4083%6 -3.066562 4,500041 |
| 1528282 -.1970561 . 3056648 |
| 1.40043 -3.283706 4, 682997 |
| |
| 4877193 1259164 + 26 -8
| 1226373 .31 . 7333333 |
| 0432251 « 344386 574386 |
| |
| 4212605 L1915174 .05 -85 |
I LE604L% (1216667 L BOLEE6T |
| 0563788 «2LITE0S « S83ZE05 |
I I
| 1.075167 5547836 el 21
I . 5414681 .1 1.893333
| 1640602  .335166T7  1.465167 |
| |
| .4345378 L1B36344 .02 L1710
| 1494726 1783333 L 6T6666T
| 1102935 0278712 .B562045 |
| |
| 1940336 1436546 o «66 |
| 1299123 o . 4583333 |
| L0659018 -.0042997  .4120336
| |
| 26.28742 13.26092 . 54 6l.66
| 11.568746 6. 625 50.87333 |
| 6.872005 4. 327417 45, 38908 |
| |
| 31.41558 10.43964 13.24799 68.1974
I 11.5055 15.81916 54.14843
| J. 623069 19.957085 45, 4606854 |
| |
I 33, 37299 16, 26709 15.TBETL &8, 386503 |
| 14.75891 19.39587 64, 34251 |
| 2,999272 24.43051 37.39551
| |
| 19, 98008 11. 95427 5.914852 57.7443 |
| 17. 49355 9.69942 57.7443 |
| 2. 0676596 14.Z6234 29,.95505 |
| |
| 36. 4842 29.10058 6. 924245 136.5975 |
| 28.94776 8.150855 1l18.2859 |
| 5.12154 20. 57305 54,.73584 |
| |
| 30.1211 15.65302 §.385972 §3.133861
| 21.34217 11.09294 Bl.69501 |
| 5.155788 17.72083 50.3439 |
| |
| 65.9829 40.1579% 5.840127 126.4142 |
I 40.86874  7.19329¢  115.4886
| 13.34735 28.13723 99.23281 |
| |
| 29.65493 13.70968 5.914852 68.36503
| 13.51572 9.69942 61.87703 |
| 3.599446 17.32749 43.10458 |
| |
| 40. 61481 31.82461 E.B40127 136.5975 |
| 31.45596  7.193296 1l7.68196
| 8.056172 2. 769137 T73.86472 |
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Regression Results

Appendix VII

Tabhle 1: Basic Regression Besults - Baseline Models

_U..,.._

A B D 1 2 3

Labor Market Institutions

EFL {1 unit) 3127 AT AR 5917 | -BA4S™ -4 27 -4 1

LInempl. Benefit 396 3.87 4 53 .96 3. 66 4 .04*% 4148

Union Density (10 PF) 0.59 .44 0.45 .64 0.44 0149 nz

Tax \Wedge (0 PP 1.7 1.47 1.4 O 1.7 nar N3]

Carp M 26 427 4,247 4 57 T a.26% 414

Carp H - - - - a.05 - -1.08
Macro variahle

Cutput Gap -0.337 -0F -0.327 - -0.31 -0.31 -0.3
Interacted institution

Corp L* Pressure | ndesx -0.085%F 00427 0087 | -0.0737  -0.0487F -0.081%F

Corp W * Pressure Index -0.183%*  -0.074%*  -01887 | -01987 01287 -01HF

Corp H* Pressure Index 00837 00427 00877 | -01237 -00aFT -0.048F

Carp L* lag lmp -0.028

Corp M *lag mp -0.079

Corp H* lag Imp -0.062
Constant 0.875 A8 h.35% A.45% 4.5 3.5 g8
Fixed Effects

Country Y es Y Rg Yes Y es Yes Mo Mo

Tirme" Yes Yes Yes Yes Y es Yes Yes
Chservations 114 114 114 114 114 114 114
Jarqque Bera, proh. value n.ar 0.5a 0.47 .63 0.7 1] ]
Adjusted Durbin-Watson 1.21 1.349 1.9 1.46 1.39 1.02 1.03
R® (hetween) 0.68 nr7 076 .75 077 074 0.74

* =significan a 10%, * = significant at 9%, ¥ = signfficant & 1% ™ Time effects refer not to the whole period
but onk to tiwo dummies for the TOs, which are highly significant. Time dummies for other periods were newver

significant.
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Tahle 2: Results of the Modified Estimations

B1" e Bz° e B3 03 B4

Labor Market Institutions

EPL {1 unity O T S L R =L R I i = - S < =1 -3.42

Unempl. Benefit 587" f.31* 374 47 f.28 a.07 583

Union Densty {10 PP} 0.a3 0.a7 0. 645 07z 0.2z 018 0.76*

Tax Wedge (10 PP 1.4+ 157+ 1.7+ 1.3+ 1.9 1.91* 1.70%*

Corp 3047 30 208 2.27* 370 4.20%* 3430

Corp H - - - - - - -
Macro variable

Cutput Gap -037 -03E -0.28% -03F -0, 407 - -0.357

Interacted institution
Corp L* Pressure Index 01147 S0050F -0.099 0047 -0257 -01387 -0067
Corp M * Pressure Index S0TAZ 0071 -0129% -0.0637F -0 -019EF -0 12
Corp H* Pressure Index 0187 -0 046 -0.095% -0.0427F  -01347 01417 -0.061*
Corp L*lag Imp
Coarp M *1ad Imp
Corp H* lag lmp

Constart 6.06 5.00 .oz .oy T.6Y g8.67 0.62
Fixed Effects

Caurtry Yes Yes [ [ Yes Yes Wes

Tirnet Yes Yes res Tes Yes Fes RS
Obhservations 44 94 44 44 94 94 44
Jarque Bera, prob. value noz 0.o3 1] ] 0ya 0.61 0.01
Adjusted Durbin-Watson 224 218 1.81 1.748 203 2.03 1.66
R (hetweet) 0.56 0.55 0.5 0.44 nrz2 0.67 066

2 using trade in % of GDP as openness indicator, Y vho=031 for madel C; rho=0.29 for madel B

“JR2 refers to the averall model R2. The model is a randam effect model regressed in differences
excent for the outoutaan. The value of the Hausman test was 0.99 in both cases.
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Tahle 3: Results when Accounting for Owutliers

98

Ag1 =l B&* ATt B

Labor Market Institutions

EFL {1 unit) -1.148 -4 165 -4 a7 -2.38 -5 a5

Lnempl. Benefit 4 85% arT 2.03 4549 4.80

Union Density {10 PF) .05 -0.m .42 0.65 0.7s*

Tax Wedge (10 PP 0 nr= 1.0% 1.6 1.7

Corp b 4 27+ 5.0 2.38* 18 EREF

CormpH - - - - -
Macro variable

Cutput Gap -0.27™ -0.23* -0.28% -0 36 -0. 34+
Interacted institution

Coarp L* Pressure [ndex -0.083% -0.091% 01147

Corp i * Pressure Index -0130+ -0.119 -0, 209+

Carp H * Pressure Index -0.052% -0.081% 01157

Carp L* lag [mp 0.063 -0.278

Corp M *lag Imp -0.079 -0. 383

Carp H * lag Imp -0.0645 -0. 288+
Constart 4.07* 9.1 5% 7.8 G2 4.85
Fixed Effects

Country Mo M0 Yes Fes Yes

Tirme" Yes Yes Yes Mo Mo
Observations 102 102 108 il TG
Jargue Bera, prob. value 1] n 011 0.61 0.491
Adjusted Durbin-Watson n.g4 1.07 1.37 1.83 204
R (hetweaan) 0.1 0.7k 071 058 063

® The outliers deleted from the sample are Ireland and Finland. The Hausman value is 0.24 for

A5 and 0.14 for BS. ® Spain was dropped. P Excluding the 70s. The adjusted Duorbin-¥Watson
statistic rejetcs the Mull of an AR(1) structure.



Appendix VIII: Simulations of the Effect of a Change
in the EPL Index

The composite effect of a change in EPL is a separate effect coming from the
reduction in EPL plus a effect coming from the Pressure Index which varies with
system, degree of openness and, the level of EPL at which a country starts. The
following examples give an impression of how different changes in EPL affect
the unemployment rate. For example, a country which has an initial EPL value
of 1.9, a degree of openness (imports) of 45%, and exhibits a centralized system
of bargaining, will experience an increase in the unemployment rate by 1.66 %
points, when reducing the EPL to 1.5 (4th row, 4th column).

EPL Startin

45

M
0.44 0.36
0.86 0.70
1.27 1.00
166 1.28
202 151
235 1.69
264 181
2.89 1.85
3.07 179
3.16 1.58
1.19
0.52
-0.56
-2.29 222
-5.17  0.87

EPL Startin

45

M L
0.36 0.23 0.38
0.69 0.42 0.73
0.99 0.54 1.05
123 057 132
141 051 153
151 031 1.67
1.49 -0.09 1.70
1.30 -0.76 1.57
0.86 -1.84 1.22
0.03 -3.57 0.51
-1.50 -6.45 -0.84

EPL Startin
45

M L
-0.06 0.21
-0.27 0.35
-0.66 0.38
-1.33 0.26
-2.41 -0.09
-4.14 -0.81
-7.03 -2.16

EPL Startin
45
H M L

g Level: 1.9
30
H M
0.48 0.43
0.95 0.84
141 1.23
1.85 1.60
228 1.94
269 225
3.07 252
342 273
3.73 287
3.98 293
415 2.85
421 259
411 2.06
3.74 1.09
2.91 -0.64

g Level: 1.5
30
H M
0.43 0.34
0.84 0.65
122 092
157 1.13
1.88 1.28
213 133
230 1.25
236 0.99
2.26 0.46
1.89 -0.51
1.06 -2.24

Level: 1.1

30
H M L
0.31 0.14 0.33
0.56 0.19 0.61
0.73 0.12 0.81
0.79 -0.14 0.92
0.69 -0.67 0.87
0.32 -1.64 0.58
-0.51 -3.38 -0.13

1 0.7
30
H M L

Regression B
Openness
Reduction to

60 15

0.45
0.89
131
171
2.09
2.44
2.75
3.02
3.24
3.37
3.40
3.28
2.93

0.49
0.96
1.43
1.89
2.33
2.75
3.14
3.51
3.84
4.12
4.33
4.43
4.39
4.10
3.38

0.52
1.04
1.55
2.05
2.54
3.03
3.50
3.95
4.39
4.79
5.16
5.47
5.70
5.80
5.66

0.49
0.98
1.46
1.92
2.37
2.81
3.22
3.61
3.96
4.27

0.52
1.04
1.56
2.07
2.57
3.06
3.54
4.00
4.45
4.86
5.25
5.58
5.84
5.98
5.90

0.40
0.78
1.13
1.46
1.76
2.01
221
2.35
241
2.35
2.13
1.70
0.93
-0.37
-2.60

0.29
0.55
0.78
0.96
1.08
114
111
0.97
0.70
0.24
-0.47
-1.55
-3.18
-5.67
-9.70

0.41
0.81
1.18
153
1.85
213
2.36
2.54
2.63
2.63

4.66
4.68
4.47
3.89

2.96
2.52
1.69
0.16

213
1.48
0.34
-1.65

Regression B
Openness
Reduction to
1.4
1.3
1.2
1.1
1
0.9
0.8
0.7
0.6
0.5
0.4

Regression B
Openness
Reduction to

60 15

0.49
0.98
1.45
191
2.34
2.75
311
3.43
3.65
3.75
3.61

0.45
0.89
1.30
1.69
2.04
2.35
2.59
2.74
2.75
2.55
1.96

0.50
0.99
1.47
1.93
2.38
2.80
3.18
3.52
3.77
3.91
3.83

0.44
0.86
1.26
1.63
1.96
2.23
2.44
2.55
2.50
2.21
1.50

0.30
0.55
0.75
0.89
0.94
0.89
0.67
0.24
-0.53
-1.83
-4.06

0.12
0.18
0.15
0.02
-0.26
-0.71
-1.43
-2.51
-4.13
-6.63
-10.66

0.32
0.60
0.83
1.01
111
1.10
0.95
0.60
-0.05
-1.19
-3.18

60 15

H
0.18
0.28
0.26
0.07
-0.37
-1.20
-2.73

0.35
0.66
0.90
1.05
1.07
0.86
0.28

0.45
0.86
1.25
1.58
1.84
1.98
1.90

0.43
0.84
1.21
1.52
1.75
1.84
1.71

-0.27
-0.73
-1.45
-2.52
-4.15
-6.65
-10.68

0.10

0.09
-0.06
-0.41
-1.06
-2.20
-4.19

0.05
-0.01
-0.22
-0.65
-1.42
-2.72
-4.95

Regression B Level
Openness

Reduction to

60
M L

15
M L

H H

0.6
0.5

0.4

-0.77 -1.62 -0.65
-2.07 -412 -1.79

-4.30 -8.15 -3.78

-0.44 -1.08 -0.35
-1.27 -2.81 -1.06

-0.10 -0.53 -0.05
-0.47 -1.50 -0.34

-2.80 -5.69 -2.42

-1.31 -3.23 -1.05

0.23 0.01 0.26
032 -0.19 0.39
0.19 -0.78 0.32
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When performing the same simulation for the regression model B1, which
includes an AR(1) process, the general pattern remains. However, the difference
in the effect of a given change in the EPL on the unemployment rate under the
three types of wage setting systems is less pronounced, when compared to the
baseline model.

Regression B1 EPL Starting Level: 1.9

Openness 60 45 30 15

Reductionto |H M L H M L H M L H M L
1.8 0.24 0.18 0.24] 029 0.24 0.29] 0.34 0.31 0.34] 039 0.38 0.39
1.7] 046 0.32 0.46| 057 046 0.57| 067 061 0.68 078 0.75 0.78
16| 0.65 043 0.66] 082 066 0.83] 099 0.88 0.99] 116 111 1.16
15/ 0.81 050 0.82] 1.05 0.82 1.06/ 129 114 1.30| 153 146 1.54
14| 092 051 093] 125 093 1.26/ 157 136 1.58] 190 1.79 1.90
13| 099 045 100/ 141 1.00 1.42| 183 156 1.83] 224 211 225
12| 099 031 101} 152 1.01 1.53| 205 171 206| 258 241 258
1.1l 091 0.06 0.93] 157 0.93 1.59| 223 1.81 224| 289 268 2.90
1| 073 -0.32 0.76/ 154 0.76 1.57| 2.36 1.84 238| 3.18 292 3.19
0.9] 0.40 -0.89 0.44| 1.41 0.44 1.44| 242 177 2.44| 343 3.11 3.44
0.8| -0.11 -1.72 -0.07| 1.14 -0.07 1.17| 2.39 158 2.41| 3.64 3.23 3.65
0.7 -0.90 -2.90 -0.84| 0.66 -0.84 0.70( 2.22 121 2.24| 3.77 3.27 3.79
0.6] -2.10 -4.63 -2.03| -0.13 -2.03 -0.08/ 1.84 0.57 1.87| 3.80 3.17 3.82
0.5| -3.95 -7.22 -3.86| -1.41 -3.86 -1.34 1.13 -0.50 1.18| 3.67 2.86 3.70
0.4] -6.96 -11.34 -6.84| -3.55 -6.84 -3.47| -0.15 -2.34 -0.09] 3.26 2.16 3.29

Regression B1 EPL Starting Level: 1.5
Openness 60 45 30 15
Reductionto |H M L H M L H M L H M L
1.4] 012 0.01 0.12] 0.20 0.12 0.20f 0.28 0.23 0.28/ 0.36 0.34 0.36
13| 0.18 -0.05 0.19] 0.36 0.19 0.36| 053 042 0.54| 0.71 0.65 0.71
12| 018 -0.19 0.19] 047 0.19 048 0.76 057 0.76/ 1.04 0.95 1.05
1.1] 0.10 -0.43 0.12] 0.52 0.12 0.53| 094 0.67 095 136 1.22 1.36
1| -0.08 -0.82 -0.06] 0.49 -0.06 0.51] 1.07 0.70 1.08| 1.65 1.46 1.65
0.9] -0.40 -1.39 -0.38] 0.36 -0.38 0.38[ 1.13 0.64 1.14] 1.90 1.65 1.90
0.8 -0.92 -2.21 -0.88 0.09 -0.88 0.12| 1.10 045 1.11| 210 1.78 211
0.7] -1.71 -3.40 -1.66| -0.39 -1.66 -0.36] 0.92 0.08 095 224 181 225
0.6 -290 -5.12 -2.84| -1.18 -2.84 -1.13| 0.55 -0.56 0.58| 2.27 172 2.29
05| -4.76 -7.72 -4.68| -2.46 -4.68 -2.40| -0.16 -1.64 -0.12| 2.14 140 2.16
0.4| -7.77 -11.84 -7.66| -4.60 -7.66 -4.52| -1.44 -348 -1.39] 1.72 0.70 1.75

Regression B1 EPL Starting Level: 1.1
Openness 60 45 30 15
Reductionto |H M L H M L H M L H M L

1] -0.18 -0.39 -0.18] -0.03 -0.18 -0.02| 0.13 0.03 0.13] 0.29 0.24 0.29
0.9] -0.51 -0.95 -0.49| -0.16 -0.49 -0.15[ 0.19 -0.03 0.20| 0.54 0.43 0.54
0.8| -1.02 -1.78 -1.00| -0.43 -1.00 -0.42| 0.16 -0.22 0.17| 0.74 0.55 0.75
0.7] -1.81 -2.96 -1.78| -0.91 -1.78 -0.89( -0.02 -0.59 0.00| 0.88 0.59 0.89
0.6] -3.01 -4.69 -2.96| -1.70 -2.96 -1.67| -0.39 -1.23 -0.37| 0.91 0.49 0.92
0.5| -4.86 -7.29 -4.80| -2.98 -4.80 -2.93| -1.10 -2.31 -1.07| 0.78 0.18 0.80
0.4| -7.87 -11.40 -7.77| -5.12 -7.77 -5.05| -2.38 -4.15 -2.33] 0.36 -0.52 0.39

Regression B1 EPL Starting Level: 0.7

Openness 60 45 30 15

Reduction to |H M L H M L H M L H M L
0.6| -1.20 -1.73 -1.18| -0.79 -1.18 -0.78( -0.38 -0.64 -0.37| 0.03 -0.10 0.04
0.5| -3.05 -4.32 -3.02| -2.07 -3.02 -2.04| -1.08 -1.72 -1.07| -0.10 -0.41 -0.09
0.4] -6.06 -8.44 -6.00| -4.21 -6.00 -4.16] -2.36 -3.55 -2.33| -0.52 -1.11 -0.50

Also model B2, the estimation in the difference, suggests a simlar effect of
the EPL on the unemployment rate, where the exact values range in between
the first two models:
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Regression B2

EPL Starting Level: 1.9

Openness

60

45

30

15

Reduction to

M L

H M

0.42
0.82
1.19
1.54
1.85
2.13
2.35
2.50
2.57
2.52
231
1.88
1.10
-0.21
-2.48

0.36
0.69
0.99
1.25
1.47
1.63
1.72
1.72
1.60
1.32
0.83
0.04
-1.22
-3.22
-6.50

0.41
0.80
1.17
151
181
2.07
2.27
241
2.45
2.38
214
1.66
0.83
-0.56
-2.95

0.46
0.91
1.33
1.74
212
2.47
2.78
3.04
3.24
3.35
3.34
3.16
2.73
1.89
0.34

0.42
0.81
1.18
153
1.83
2.10
231
2.46
2.52
2.46
2.23
1.78
0.99
-0.36 1.62
-2.68 -0.02

0.45
0.89
1.32
171
2.09
2.43
2.73
2.97
3.15
3.24
3.21
3.00
2.52

0.50 0.47
0.99 0.93
1.47 137
1.94 1.80
239 220
2.82 257
322 291
3.59 3.20
3.92 343
4.18 3.59
437 3.63
445 3.53
436 3.19
3.99 249
3.15 114

0.50
0.99
1.46
1.92
2.37
2.79
3.18
3.54
3.86
411
4.29
4.34
4.22
3.81
291

0.54
1.08
1.61
2.14
2.66
3.16
3.66
4.13
4.59
5.02
5.40
5.73
5.98
6.09
5.96

0.53
1.05
1.56
2.07
2.56
3.04
3.50
3.94
4.35
4.72
5.03
5.27
5.40
5.34
4.96

0.54
1.08
1.61
213
2.65
3.15
3.64
4.11
4.56
4.98
5.36
5.68
5.91
6.00
5.84

Regression B2

EPL Startin

g Level: 1.5

Openness

60

45

30

15

Reduction to

M L

H M

1.4
13
12
11

1
0.9
0.8
0.7
0.6
0.5
0.4

0.31
0.59
0.81
0.96
1.03
0.98
0.77
0.34
-0.44
-1.75
-4.02

0.22
0.38
0.47
0.46
0.34
0.07
-0.42
-1.22
-2.48
-4.47
-7.76

0.30
0.56
0.77
0.90
0.94
0.87
0.63
0.15
-0.68
-2.07
-4.46

0.38
0.73
1.04
1.30
1.50
1.61
1.60
1.42
0.99
0.15
-1.40

0.31
0.57
0.79
0.93
0.99
0.93
0.71
0.26
-0.54
-1.89 -0.09
-4.21 -1.73

0.37
0.71
1.01
1.26
1.44
1.53
1.50
1.29
0.81

0.45 0.40
0.88 0.77
128 111
1.65 1.40
1.98 164
224 179
243 184
251 1.73
242 140
2.05 0.69
1.21 -0.66

0.44
0.87
1.26
1.62
1.94
2.19
2.36
2.42
2.30
1.89
0.99

0.52
1.02
1.52
1.99
2.45
2.88
3.26
3.59
3.84
3.95
3.82

0.49
0.97
1.43
1.87
2.28
2.65
2,97
3.21
3.33
3.27
2.89

0.51
1.02
151
1.98
243
2.85
3.23
3.55
3.78
3.87
3.71

Regression B2

EPL Startin

g Level: 1.1

Openness

60

45

30

15

Reduction to

M L

H M

1
0.9
0.8
0.7
0.6
0.5
0.4

0.07

0.02
-0.19
-0.62
-1.39
-2.71
-4.97

-0.12
-0.39
-0.88
-1.68
-2.94
-4.93
-8.22

0.05
-0.03
-0.27
-0.75
-1.58
-2.97
-5.36

0.20
0.31
0.30
0.12
-0.31
-1.15
-2.71

0.06 0.18

0.00 0.27
-0.22 0.24
-0.68 0.03
-1.47 -0.45
-2.82 -1.35
-5.14 -2.99

0.33 0.23
0.59 0.39
0.78 0.44
0.86 0.33
0.77 -0.01
0.40 -0.71
-0.44 -2.06

0.32
0.57
0.74
0.80
0.68
0.27
-0.63

0.46
0.88
1.27
1.60
1.85
1.96
1.83

0.41
0.78
1.10
1.33
1.46
1.40
1.02

0.45
0.87
1.25
157
1.80
1.89
173

Regression B2

EPL Startin

g Level: 0.7

Openness

60

45

30

15

Reduction to

H M L

H

M L

H M L

H

M

L

0.6
0.5
0.4

-0.77 -1.26 -0.83
-2.09 -3.25 -2.22
-4.35 -6.54 -461

-0.43
-1.27
-2.83

-0.80 -0.48
-2.15 -1.38
-4.46 -3.02

-0.09 -0.34 -0.12
-0.46 -1.04 -0.53
-1.30 -2.39 -1.43

0.25
0.36
0.23

0.12
0.06
-0.32

0.23
0.32
0.16

With a very low degree of openness (<15%) it requires in most cases a
reduction below an EPL Index value of 0.5 in order to generate a reduction in
unemployment rates. The picture that emerges is that closed economies tend
to perform better when moving to more restrictive EPL, while open economies
will perform better when moving to less restrictive EPL.
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Regression B3 EPL Starting Level: 1.9

Openness 60 45 30 15

Reductionto |H M H M L H M L H M L
18| 045 0.37 0.46] 051 045 0.52| 057 053 057 063 0.61 0.63
1.7{ 087 0.71 0.90] 099 0.87 1.02| 1.12 1.04 1.14| 124 120 1.25
16| 126 1.00 1.31] 146 127 150f 1.66 153 1.68| 1.85 179 1.87
15 161 125 168] 189 1.62 195 217 1.99 221| 245 236 247
14 191 142 201] 229 192 236 2.66 242 272| 3.04 292 3.07
13| 215 152 228| 264 217 274 3.13 281 3.19| 362 346 3.65
12| 232 153 249] 294 234 3.06| 355 3.16 3.64| 417 397 4.21
1.1 239 141 260| 3.16 242 332 3.93 344 4.04| 470 4.46 475
1| 235 1.13 260 3.30 238 3.49| 4.25 364 438 520 4.90 527
09| 214 063 245 331 218 3.55| 449 373 465 566 529 574
0.8 1.71 -0.16 2.10| 3.16 1.76 3.45| 4.61 3.68 4.81f 6.07 560 6.17
0.7] 095 -1.37 1.44| 277 102 3.13| 458 342 482 639 581 6.52
0.6] -0.28 -3.22 0.34] 2.02 -0.19 248| 431 284 4.62( 6.60 586 6.75
0.5| -2.27 -6.07 -1.48| 0.69 -2.16 1.29| 3.65 175 4.05( 6.61 5.66 6.81
0.4] -5.61 -10.70 -4.54| -1.64 -5.46 -0.84] 2.33 -0.22 2.86[ 6.29 5.02 6.56

Regression B3 EPL Starting Level: 1.5

Openness 60 45 30 15

Reductionto |H M L H M L H M L H M L
14 030 0.18 0.33] 040 0.30 0.42| 049 043 051] 059 0.56 0.59
13| 054 028 060/ 075 055 0.79| 0.96 0.82 098] 1.16 110 1.18
1.2 071 0.28 0.80] 1.05 0.72 1.11| 138 1.17 143| 172 161 174
1.1 079 016 0.92] 127 081 137 1.76 145 1.83| 225 209 228
1| 074 -0.12 0.92| 141 0.76 155| 2.08 165 217 275 254 280
09| 053 -0.62 0.77| 142 056 1.60| 2.32 174 244 321 292 327
0.8 0.10 -1.41 041 127 0.14 151 244 169 260 3.62 3.24 3.69
0.7] -0.65 -2.62 -0.24| 0.88 -0.60 1.19| 2.41 143 261 3.94 345 4.04
0.6] -1.88 -4.46 -1.34| 0.13 -1.81 0.53| 2.14 0.85 241 4.15 350 4.28
0.5| -3.88 -7.32 -3.16| -1.20 -3.78 -0.66] 1.48 -0.24 1.84 4.16 3.30 4.34
0.4] -7.22 -11.95 -6.23| -3.53 -7.08 -2.79] 0.15 -2.21 0.65[ 3.84 2.66 4.09

Regression B3 EPL Starting Level: 1.1

Openness 60 45 30 15

Reductionto |H M L H M L H M L H M L
1] -0.05 -0.28 0.00| 0.14 -0.04 0.17 032 0.20 0.34 0.50 0.44 0.51
0.9] -0.26 -0.78 -0.15| 0.15 -0.24 0.23] 0.56 0.30 0.61f 0.96 0.83 0.99
0.8| -0.69 -1.57 -0.50| 0.00 -0.66 0.13] 0.68 0.24 0.77( 1.37 1.15 141
0.7] -1.44 -2.78 -1.16| -0.40 -1.40 -0.19] 0.65 -0.02 0.79( 1.69 1.36 1.76
0.6] -2.67 -4.63 -2.26| -1.15 -2.61 -0.84] 0.37 -0.60 0.58( 1.90 1.41 2.00
0.5| -4.67 -7.48 -4.08| -2.47 -459 -2.03| -0.28 -1.69 0.01 1.91 1.21 2.06
0.4] -8.00 -12.11 -7.14| -4.81 -7.88 -4.16] -1.61 -3.66 -1.18[ 1.59 0.56 1.81

Regression B3 EPL Starting Level: 0.7

Openness 60 45 30 15

Reductionto |H M L H M L H M L H M L
0.6] -1.23 -1.84 -1.10| -0.75 -1.21 -0.66| -0.27 -0.58 -0.21( 0.21 0.05 0.24
0.5| -3.23 -4.70 -2.92| -2.08 -3.18 -1.85| -0.93 -1.67 -0.77( 0.22 -0.15 0.30
0.4] -6.56  -9.33 -5.98| -4.41 -6.48 -3.97| -2.26 -3.64 -1.97| -0.10 -0.79 0.04

The sample presented here shows one drawback of the index. When EPL

is reduced to very low levels and a country exhibits a high degree of openness,
the reduction in unemployment takes unlikely high values. However, this should
not affect the sample as average EPL values are well above this threshold and
recorded changes over time have been much smaller. Nevertheless, a more pre-
cise pressure index, which corrects for the “bias at the lower end” of EPL, might
give even better estimation results.
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Simulation of the Hump under Different

Degrees of Openness®

Appendix IX

Model B | Modd BE1 | Modd BEZ | Model B% | Model BS Model © | Model C1 | hodel C2
Ceantalzation C entralzation
H L H L H L H L H L H L H L H L

10| -148 -181| 032 -041| 084 048 021 103 .07 047 0| -188 158 1495 072 185 08

. 95|-081 -850 .06 -024 -060 034 001 079|000 004 90| -120 129 122 053 136 099
Q60 -054 -120| 001 -007| -053 -020| 048 -0.55 073 008 L 430|100 -1.00) 089 034 147 035
— &5|-037 -o88| o8 oo -038 007 058 032 058 oze| © 470l 071 07| -0FE 05| 088 030
m g0|-009 -063| 035 o028| -0z 007 057 -00B| 0353 034 5 460| -044 04| -054 005|078 006
§ 75 048 -037| 052 046 -007 020| 077 045021 04| T 80| -042 042|031 0.24) 059 0.00
5 70| 045 -008| 060 062 009 034 005 030l 004 06D © 440| 047 047 003 043|040 023
S g5 07z 025 085 079 024 048 146 063 042 073 & 30| 045 046 045 062 021 038
= 80| 100 056 102 097 040 081 135 086 031 085 £ 420 075 075 037 081 -002 042
T 85| 127 087 119 144 085 075 155 1100 048 088 & 10| 104 104 060 1.00 047 067
o 50| 154 118 136 131 070 089 175 134 065 111 £ oqo0f 133 133 083 149) 036 O£
= 45| 182 148| 153 148 086 102| 184 157 083 123 . G0 1862 162 105 138 055 055
W 4| 2pa 180| 168 166 101 148 244 181 100 136 W 20| 191 191 128 157 074 1.1
U =8| z3s 21| 185 483| 147 130| 233 205 147 149| £ 70| 2E0 220| 151 178| 083 135
S 20| 23 24zl zoz zool 132 143 253 ozas| 134 18 w 0| 249 249 174 195 142 140
S =z5| 2@ zrFz| zzo o zas| 148 157 zFz ozs2| 152 174 9 so| z e ozFal 188 zas| 13z 185
= 20| =242 202| 237 2238 162 170| 202 275 160 187 B 40| 208 208 20 234 151 180
T 15| 245 224| 264 262 170 184 211 200 186 200| ¥ 30| 237 237 242 263 170 182
m 0| 272 255 270 2E9| 194 188| 231 =223 203 24z % 20| =B =E6| zES 272 189 198
- 5| 4o0 =86 287 zET| zd0 zAM| 350 348 221 zES 10| 385 295 2E7 291| 208z
0| 427 427| 304 sS04 225 2rs| 370 370| 238 2as o 424 424 310 30| 227 257

60The values are computed for the average sample EPL, which is equal to 1.1.
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