
Macroeconomics and
the Wage Bargain
A Modem Approach to Employment, Inflation,
and the Exchange Rate

Wendy Carlin and David Soskice

Oxford University Press



Contents

Introduction Inflation and Unemployment in Contemporary
Economies

PART I THE BACKGROUND: MACROECONOMICS WITH
COMPETITIVE MICROFOUNDATIONS 15

1. The Classical Model of Employment and Inflation: Market-
Clearing and the Quantity Theory of Money 17

1.1 The Classical Model 18
1.2 Summarizing the Classical Model using Aggregate Demand

and Supply 26
1.3 Conclusions and Policy Implications 28

2. Keynes's Model of Employment 29

2.1 Keynes's Model of Employment: IS/LM Analysis and
Aggregate Demand and Supply 30

2.2 Keynes versus the Classics 47
2.3 Keynes's Model and Falling Money Wages 49
2.4 The Real Balance Effect: The Classical Rejoinder to Keynes 59
2.5 Interim Conclusions on Keynes's Model 63

Appendix: Simple Mathematics and Geometry of IS/LM 65

3. Inflation and Unemployment: Friedman's Model 69

3.1 The Keynesian/Phillips Model of Inflation and the
Keynesian-Neoclassical Synthesis 69

3.2 Friedman's Model of Inflation 74
3.3 The Natural Rate of Unemployment 76
3.4 Money in Friedman's Model 85
3.5 Fiscal Policy in Friedman's Model 88
3.6 Macroeconomic Policy and the Permanent Income Hypothesis 90
3.7 Conclusions 91



Contents ix

4. The New Classical Macroeconomics 94

4.1 Rational Expectations and the New Classical Propositions:
An Introduction 96

4.2 Tools of the New Classical Macroeconomics 101
4.3 How Do We Assess the Rational Expectations Hypothesis? 105

5. The Keynesian Counter-Attack: Fixed-Price Models 106

5.1 The Background to the Reinterpretation of Keynes's Theory
of Employment: Walras's Law 107

5.2 Keynes's Model as the General Case: Clower's Dual-Decision
Hypothesis 111

5.3 Leijonhufvud's Defence of Keynes 115
5.4 Keynesian and Classical Unemployment: Fixed-Price

Quantity-Constrained Models 117
5.5 Conclusions 129

PART II IMPERFECT COMPETITION MACROECONOMICS IN
THE CLOSED ECONOMY 133

6. The Basic Imperfect Competition Model 135

6.1 Wage- and Price-Setting under Imperfect Competition: the
Equilibrium Rate of Unemployment 137

6.2 Inflation in the Imperfect Competition Model 146
6.3 Comparing the Equilibrium Rate of Unemployment

(NAIRU) with the Natural Rate of Unemployment 157
6.4 Employment in the Imperfect Competition Model 159
6.5 Summary 165

7. Economic Policy and the Imperfect Competition Model 167

7.1 Policies to Shift the Equilibrium Rate of Unemployment:
Supply-Side Fiscal Policy and Incomes Policy 168

7.2 The Effect of Policy on Actual Employment: the Crowding-
out Debate 180

7.3 The Effect on Inflation and Employment of the Adoption of a
Monetary Growth Rule 188

8. Wage Bargaining and Policy Analysis: Some Key Issues 196

8.1 Expectations Hypotheses 196
8.2 Incomes Policy: Problems with Implementation 212

*8.3 Wage Bargaining and Productivity Growth 216



Contents

PART III IMPERFECT COMPETITION MACROECONOMICS IN
THE OPEN ECONOMY 221

9. Extending IS/LM to the Open Economy 223

9.1 Goods Market Equilibrium 224
9.2 The LM curve and the Balance of Trade: Zero Capital

Mobility 228
9.3 Implications of Capital Mobility for Macro Policy 233
9.4 Conclusions for the Role of Monetary and Fiscal Policy in the

Short Run with Fixed Prices 236

10. Competitiveness and External Balance 238

10.1 The Determinants of Exports and Imports: the Role of
Competitiveness 238

10.2 The Marshall-Lerner Condition 241
10.3 Policy Analysis and the Salter-Swan Diagram 243

11. The Imperfect Competition Model in the Open Economy 250

11.1 Price-Setting, Wage-Setting, the Real Cost of Imports, and
International Competitiveness 254

11.2 Equilibrium Rates of Unemployment and the Sustainable
Rate of Unemployment 256

11.3 Using Policy to Shift the Sustainable Rate of Unemployment 262
11.4 Inflation and Employment in the Fixed Exchange Rate Open

Economy 267
* 11.5 More Realistic Assumptions about Pricing and

Competitiveness: Profit Squeeze 274
11.6 Summary and Conclusions 281

12. The Exchange Rate as a Policy Instrument 285

12.1 Devaluation and Real Wage Resistance 286
12.2 The Effectiveness of Devaluation: A Summary of the Debate 292
12.3 Why Devalue? 295
12.4 Conclusions 301

13. Floating Exchange Rates with Zero Capital Mobility 302

13.1 Why Float the Exchange Rate? Insulation from External
Shocks 303

13.2 Reintroducing the Competing-Claims Equilibrium: the
Reappearance of the Unique Equilibrium Rate of
Unemployment 307

13.3 Summary and Policy Implications 315



Contents xi

14. Floating Exchange Rates and Perfect Capital Mobility:
Exchange Rate Expectations 318

14.1 Exchange Market Equilibrium 320
14.2 An Introduction to Policy Analysis: Fixed Prices, Fixed

Wages, and Fixed Expected Exchange Rate 322
14.3 Exchange Rate Expectations and Macro Policy: a Guide to the

Major Results 324
14.4 The Mundell-Fleming Results 325
14.5 The'Fiscalist'Model .The Reversal of Mundell-Fleming 329
14.6 Bringing Back the Unique Equilibrium Rate of

Unemployment: Exchange Rate Expectations 337
14.7 A Summary of the Floating Exchange Rate Models (Perfect

Capital Mobility) 343
14.8 Unique Equilibrium Rate of Unemployment or Asymmetry? 344

15. Further Open Economy Topics 346

15.1 Rational Exchange Rate Expectations: Dornbusch's
Overshooting Model 347

*15.2 Exchange Rate Expectations and Government Behaviour 351
15.3 The Impact of a Raw Materials Price Shock 355
15.4 Policy Interdependence and the World Equilibrium Rate of

Unemployment 360

PART IV MACROECONOMIC MODELS, STYLIZED FACTS,
AND MICROECONOMIC FOUNDATIONS 369

16. Macroeconomic Models and the Stylized Facts of Macro
Performance 371

16.1 Six Stylized Facts of Macro Behaviour in Contemporary
Industrialized Economies 372

16.2 The Imperfect Competition Model and the Stylized Facts 377
16.3 Conclusion 385

17. Wage-Setting in Imperfectly Competitive Labour Markets 386

17.1 Microfoundations for the Bargained Real Wage Curve 387
17.2 Employer Wage-Setting: the Efficiency Wage Analogue to the

Bargained Real Wage Curve 401
17.3 Wage-Bargaining Institutions and Equilibrium

Unemployment Outcomes 408

18. The Behaviour of Firms and Product Markets under
Imperfect Competition 418

18.1 Microeconomic Arguments for a Flat Price-Determined Real
Wage 420



xii Contents

18.2 Analysis with a Downward-Sloping Price-Determined Real
Wage Curve 424

18.3 Oligopolistic Pricing, the Price-Determined Real Wage, and
Open Economy Pricing Behaviour 426

18.4 Comparing Partial Equilibrium for the Firm with the General
Equilibrium of the Firm sector 436

18.5 Conclusion 439

19. The Shifting Equilibrium Rate of Unemployment: Hysteresis
and Other Explanations 440

19.1 The General Idea of Hysteresis 444
19.2 The Insider-Outsider Model: Pure Hysteresis 448
19.3 The Long-Term Unemployed and Shifting Medium-Run

Equilibrium Rates of Unemployment 452
19.4 Hysteresis and Capital Scrapping 456
19.5 Actual, Equilibrium, and Sustainable Unemployment in the

Open Economy 462
19.6 Conclusions 466

References 470

Index 477


