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DG ECFIN and EPC’s LMWG organised a half-day workshop on “Understanding wage
behaviour in Europe” on 7 June 2005 in Brussels. The workshop was attended by around
90 persons, including the Members of the Labour Market Working Group attached to the
Economic Policy Committee.

The workshop aimed at disseminating knowledge on recent results of empirical research
on the determinants of wages and their role for macroeconomic performance and
providing a forum for discussion between academic researchers, experts and policy
makers on economic research in this area.
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Opening remarks

In the opening address, Servaas Deroose (Commission, DG-ECFIN) stressed that the
common feature of all the studies presented was that they tried to distil information from
cross-country comparisons either in the form of looking at cross country differences in
empirical estimates of wages or labour demand or by doing panel data analysis. This is a
classic case where national differences in the EU may prove to be an advantage simply
because they allow us to arrive at a better understanding of common and special
determinants of wages. He also welcomed such an occasion to foster an interesting
debate between academics and policy makers in an issue of high policy relevance. Wages
have been a recurrent feature of the European economic policy agenda, as for instance
reflected in the recommendation on wages in the BEPGs. On the macroeconomic policy
side, the need for continuing wage moderation has recurrently been emphasised,
especially in the frame of EMU, and wage growth has contributed to macroeconomic
stability in the euro area now for a number of years. On the structural policy side, little
has been done in Member States to reform wage bargaining institutions and foster further
wage differentiation. Both aspects have been analysed in a relatively separate manner.
Therefore, it is worthwhile to focus on the interdependence of labour market institutions
and wages.

Session 1. Wages and macroeconomic performance

Raul RAMOS (AQR, University of Barcelona) and Christian DREGER (IWH Halle)
presented the results of an analysis on the contribution of wages to labour market
performance commissioned by DG ECFIN (“The contribution of wage developments to
labour market performance”'). A meta-analysis of the empirical literature suggested that
wage flexibility had changed notably over time. Measures of wage flexibility were higher
when regional, annual and more recent data were used. Their empirical analysis
demonstrated the heterogeneity of individual country experience, which was partly due
to the existence of different speeds in labour market adjustments to shocks in
productivity, unemployment and real wages. This was shown by deriving measures of
labour market flexibility as the accumulated response of wages and employment to
shocks in VAR models, as well as by comparing the relevant elasticities in structural
estimates of both wage equations and labour demand equations across countries.
Adjustment to shocks in EU labour markets is clearly influenced by institutions - the
response of real wages and employment to shocks is faster and larger in more
deregulated labour markets, which also have a lower presence of trade unions. The
empirical results suggested that union density and degree of coordination in wage
bargaining were having offsetting effects on wage flexibility while taxation had an
indirect effect through their interaction with other institutional variables.

“The contribution of wage developments to labour market performance” (2005). Study commissioned
by the Directorate-General for Economic and Financial Affairs of the European Commission, and
prepared by Analisi Quantitativa Regional (AQR), Universitat de Barcelona and Halle Institute for
Economic Research, (IWH). Coordinator, Jordi Surifiach, Researchers: Manuel Artis, Herbert
Buscher, Miquel Clar, Christian Dreger and Ratl Ramos. The complete and definitive version will be
published as European Economy Special Report N° 1/2005.
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Gilles SAINT-PAUL (IDEI, University of Toulouse) presented a paper co-authored by
Samuel Bentolila, aiming at explaining movements in the labour share in the OECD’.
Before going into the analysis he explained that the wage share was not a proper
indicator of wage pressure, i.e. a declining wage share would not indicate the absence of
a problem with wages. The reason was that productivity was endogenous and declining
employment could, for example, lead to an increase in productivity that would not justify
a similar increase in wages. He called into question the conventional view that the labour
share would be constant in the medium-run. He showed that movements in the labour
share could be decomposed into movements along a technology-determined curve,
namely the “share-capital curve” (depicting the relationship between the labour share and
the capital-output ratio), shifts of this curve, and deviations from it. Movements along the
share-capital curve capture changes in factor prices such as wage pushes and changes in
real interest rates, as well as the contribution of labour-augmenting technical progress.
The curve is itself shifted by factors such as non-labour embodied technical progress or
changes in the price of imported materials. Lastly, other sources of variation of the
labour share are represented by movements off the share-capital curve, and are accounted
for by deviations from marginal cost pricing such as changes in mark-ups, labour
adjustment costs, and changes in workers’ bargaining power. His empirical analysis
revealed evidence that the labour share was shifted by total factor productivity, capturing
technological progress, and the real price of oil. He also found that there were significant
deviations from this relationship due to changes in employment and —less clearly— labour
conflicts, which according to the model should capture gaps between the marginal
product of labour and the wage, arising respectively from labour adjustment costs and
workers’ wage bargaining power.

Julian MORGAN (ECB) presented research undertaken at the ECB on the impact of
aggregation in the empirical analysis of euro area labour markets using a Phillips Curve
specification for the 5 largest euro areas countries.” The results pointed to some
advantages from estimating such relationships at the national level rather than conducting
the analysis at the area-wide level. The standard errors and the 1-2 period ahead out-of-
sample forecast errors from the aggregated national equations were found to be lower
than those from the area-wide equation. However, these differences were not particularly
large. Morgan draw some support for adopting an area-wide approach in Phillips curves-
based analysis from the fact that it proved possible to impose a common coefficient on
the unemployment gap across countries. Moreover, the statistical properties of the area-
wide equation were quite good. Nevertheless, this should not conceal one of the main
advantages of national analysis — the possibility to incorporate different specifications at
the national level.

The general discussion focused first of all on the presentation of Saint-Paul, and in
particular on implications and explanatory power of the presented approach for cross-
country differences and changes in the wage share. It was argued that the long-run
implication of the approach was nevertheless a constant wage share as none of the
determinants shown had a trend, on which Saint-Paul agreed for the very long run.
Asked about the causality direction possibly running from wages to productivity, he
replied that this would not be in line with the results of Granger causality tests between

Samuel Bentolila and Gilles Saint-Paul (2003), “Explaining movements in the Labor Share”,
Contributions to macroeconomics, Volume 3, Issue 1.

Silvia Fabiani and Julian Morgan (2003), “Aggregation and euro area Phillips curves*, ECB Working
Paper No 213.



these two variables. A further intervention suggested that oil price movements also had a
significant impact on the wage share. Saint-Paul answered that changes in oil prices and
wage share over the last four decades were not necessarily causal but simply coincident.

As regards possible evidence on differences in labour market determinants between the
USA and the euro area, Ramos clarified that while wage flexibility has increased over
time, their estimates suggested that it was still at a level below the one measured for the
USA. Moreover, adjustment for example via migration and labour mobility were more
powerful in the USA than in the euro area.

Session 2. Wages, institutions and labour market performance

Luca NUNZIATA (University of Oxford, University of Padova) focused his talk on the
impact of labour market institutions on the wage level®. Previous research had either
been restricted to the impact of taxes on wages or had analysed the impact labour market
institutions in a static cross-country framework. Thanks to a newly developed data base
that encompasses information on changes in institutions over time, he was able to
analyse the issue in a panel approach, while controlling for macroeconomic determinants.
The estimates revealed that unemployment and productivity had an important impact on
the level of labour costs. Labour market institutions also had a significant impact, both
directly and through their interaction with unemployment and taxation. For instance,
bargaining coordination had a negative direct effect on labour costs, and also negative
indirect effect in reducing the positive impact of taxation and increasing the negative
impact of unemployment. Higher benefit replacement rates as well as employment
protection legislation had a positive impact whereas benefit duration was insignificant in
his estimates. He closed by presenting the results of an accompanying paper that showed
that the impact of institutions on wage inequality was as strong as that of trade and
technology measures. More flexibility might increase wage inequality.

Albert VAN DER HORST (CPB, Netherlands Bureau for Economic Policy Analysis)
gave a presentation on wages, taxes and benefits in Europe that demonstrated huge
differences in the determinants of wages as well as in the response of employment to
wages in six countries (DE, FR, ES, NL, UK and USA).” One of his central insights was
that the wage curve represented a good framework for the analysis of European countries
but not for the USA, for which a Philips curve representation was more suitable. The role
of the taxes wedge on wages was strongest in DE but not significant in FR, with NL, ES
and UK being in an intermediate position. The reservation rate had a strong effect in NL,
whereas it was insignificant in DE. Further evidence was presented on cross-country
differences in the size and speed with which employment responds to changes in wages.
Overall, the tax wedge had a role in explaining increasing unemployment in four out of
five European countries (except FR), while changes in the replacement rate over the
1990s could be related to declining unemployment in FR, NL and UK.

* L. Nunziata (2005), “Institutions and Wage Determination: a Multi-Country Approach”, Oxford

Bulletin of Economics and Statistics, forthcoming..

Albert van der Horst (2003), “Structural estimates of equilibrium unemployment in six OECD
countries”, ENEPRI Working Paper No 22.



Gilles MOURRE (European Commission, DG ECFIN) presented the main findings of a
research project that aims at identifying wage compression in Europe using the Structure
of Earnings Survey 2002.° “Wage compression” was defined as narrower wage
differences across workers or firms than productivity differences. Results of the
graphical analysis turned out to be inconclusive partly because of its inability to control
for country-specific effects. When estimating a labour demand model by means of cross-
sectional econometric analysis, there is some evidence of wage compression both across
occupations and across educational attainments. The evidence, however, appeared much
less robust across levels of education than across occupations, which might be due to the
fact that educational attainment was too coarse a measure to capture the various levels of
professional skills. Moreover, the research suggested that compression of wages was not
uniform across wage levels, consistent with the traditional observation of less wage
dispersion at the lower end of the earning distribution.

In the gemeral discussion, the audience asked questions related to the choice of
institutional variables, i.e. on the degree of organisation of employers as further variable
of interest and the composition of the tax gap. Nunziata explained that no data was
available on employers, but agreed that the composition of the tax wedge could be
relevant. Van Der Horst reported about a study that found that the composition of the
tax wedge would not matter in the NL. As regards DE, he agreed that changes in taxes
were not the only factor responsible for rising unemployment but other variables would
also need to be taken into account.

When asked whether his approach revealed an impact of institutions on wage
compression, Mourre explained that institutions, in particular the wage bargaining
framework and minimum wages, are likely to matter a lot. As an example, he noted that
more decentralised wage bargaining in the new Member States may be the reason for less
wage compression in these countries.

As regards the implication that higher wage flexibility leads to more wage inequality and
as consequence likely also to less social cohesion, Nunziata stressed that one should
distinguish between identifying costs and benefits of wage flexibility and political
decisions on what kind of society was warranted.

A further intervention pointed to potentially conflicting messages on the impact of wage
compression and employment from graphical and econometric analysis. Mourre replied
that the econometric analysis was able to correct for unobserved countries specific
effects as well as for other types of heterogeneity (firm size, occupations, gender), which
could blur the picture yielded by graphical analysis, as found out by other authors. The
empirical method used has the merit to identify the specific impact of wage dispersion,
controlling for other factors. However, he acknowledged that the negative impact of
wage compression on relative employment rests on a labour-demand theoretical
framework and other complex effects may also be at play.

6 Gilles Mourre (2005), “Wage compression and employment in Europe: First evidence from the

Structure of Earnings Survey 2002”, European Commission, DG ECFIN, Mimeo.
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Closing remarks

Anne Brunila (chairwoman of the Economic Policy Committee’s Labour Market
Working Group) closed the workshop by thanking the speakers and underlining the
importance of such an event for policy-makers. She emphasised in particular the main
learning of the second session: differences in wage developments across Europe are not
observed mainly because people are dissimilar or macroeconomic conditions are not the
same, but because labour market institutions are different. The interest was less in
individual optimising behaviour but in detecting evidence on the impact of institutions,
which provide the framework for individual decisions, on wage behaviour.

Enclosure:  Workshop programme
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