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COMMENTS

*International Adjustment with Wage Rigidity' by Branson and Rotemberg

Jeffrey SACHS

Natiemad! Burcaw of Leonomiv Rescarch, Cambridee, NFYO2130. 0 5

In “Dnternational Adjustment with Waee Ricidity’, Willilam Branson and Julio
Rotemberg turn our attention to the recent trans-oceanic debate over macro-
ceonomic policy. Since 1974, when the industriahized countries entered the
*Grreat Recession’. the ULS, has been urging expansionary monetary and fiscal
policy in Japan and the European countries. Most of these countries have
been adamant in rejecting the ULS. advice. The different countries” choices
reflect more thun different tastes for inflation and unemployment v the short
run. Branson and Rotemberg share the view of Gierseh (1979) and Brunoe
and Sachs (1979) that the U8, has chosen expuansionary policy because 1t
waorks in the US. while the same policy is likely to ciause inflation and Tintle
clse 1 the other ceonomies.!

As in the earlier papers. Branson and Rotemberg point to the fabor
market as the source of this difference. In countries with nominal-wage
rigidity. expansionary policy can reduce the real wage and thus increase
aggregate supply: in rigid real-wage countries. ipso Jacto. 1t cannot. Thewr
empirical work is devoted o finding which countries are m which category.
to all their regrossions. the US. comes through as a rigid nommal-wage
CCONONY .

The spinit of thewr approach s just right. Their focus on oveessive real
wages after 1973 s appropriate. 1 concur in the view  that mduostrialized
ceonomies behave differentdy. and that cconomists must continue to sort out
those differences. However. 1T suspeet that Branson and - Rotemberg's
empirical work needs more sorting out itself. While they askh the broad
questions corrective they do not specily the narrow empiricad Guesnons with

" Brune and Sachs (19790 podS) we wrote: "We suspect that much of the ddterence mothe
macro-ceonomie poliey recommendations of Anterician and Furopean ceonomists stems from the
difference in the behavior of their respective cconomies reflected m 7, [a parameter of nominal-
wage nmdiny o In the United States monetary. policy s ellectine. while e most Furopein
ceanonties, monetany poalicy probably operates chielly on prices amd not on outpat”
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sufficient care. And when they try to answer the empirical questions. their
results are diminished by econometric difficulties.

The theoretical model in the paper traces out the role of real wages in
aggregate supply. along familiar lines. The empirica! work secks o answer
two key questions about wage setting. The first is whether real-wage growth
can vary fast enough to keep the wage approximately cqual to the marginal
product of labor at full employment. The second is whether expansionary
policy. by ruising the price level. can reduce the real wage and expand
aggregate output.

On the first question, the authors do not attempt to compare wage
movements directly with marginal labor productivity. Rather. they test
whether the adjustment of real wages to a target level is rapid, and whether
the target itself is a function of aggregate demand. They conclude that real-
wage adjustment in Europe and Japan is sluggish. and that the target does
not depend on aggregate output. In sum, they find that real-wage growth
since 1971 is fairly constant. Their findings. | think. are hindered by
problems in the empinical work. to which | return. A glance at the data
should be ¢nough to dissuade us from their simple rigid real-wage model. In
table 1. 1 show the growth rates of real hourly compensation and real hourly
carnings for the seven large industrial countrics. The striking aspect of the
table for Europe and apan is not the fixity of real-wage growth. but the
opposite. A real-wage explosion hits Europe and Japan during 1969 73,
while during the recent recession. real-wage growth falls sharply. In every
country outside of North America, high unemployment severely curtails the
rise in real hourly compensation after 1975,

Fable 1

Mindd erowth rates of read hourhy compensation and real hourly carnmgs in punutactunng,
1962 77
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"Nensces Nominal honrh compensaton and houorly carnmgs trom LS. Departiment of 1 itbor.
Butcan of Lahor Statsiies. Office of  Productivity and Technotogy. Fstmuted  Hourly
Compensatton of Production Workers i Manufactuning, Ten Countires, 1960, 1965 19787, and
ather publications of the Office of Productunity and Technology. The consumer price mdex 1.
tfrom the 11 S '
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The deceleration in real wages Joes not vitiate the concern over excessive
wage levels, but only the simple test of wage rigidity in the paper. In fact,
real-wage growth did not drop fust enough after 1973 to match the slower
growth of the full-employment marginal product of labor. Almost all of the
industrialized countries faced a severe drop in total productivity growth and
an adverse terms-of-trade shift after 1973.4 These disturbances have required
a slowdown in real hourly compensation growth of at least one .10 two
percentage points a year since 1973, In fact, the slowdown in compensation
only came with a long lag. Consequent'y the cyclically adjusted share of
labor compensation rose almost cverywhere following the oil shock. and
profits were squeezed. with the implications for aggregate supply and
cmployment that Branson and Rotembirg describe. In table 2. 1 show the
share of labor compensation. In Franc:. Germany. Japan and the United
Kingdom, labor’s share rises markedly daring 1973 76.

Tabl 2
Share of labor compensation in Nanufacianng value-added. cyetically adjusted

1962 63 1965 69 1970 T3 1974 1975 1976 1977 1978
Canada 0.65 0.68 0,69 0.68 1,66 11,69 N, na.
I rance [IR] .82 0.5 (54 1,53 0.33 0A3 a2
Germany 164 062 0.66 071 0,72 073 074 Lt
Tty 0.64 (.63 (TR 073 PR 0.7H .08 063
Japan (LN (30 054 (L3N 0.52 [N (AN (e
UK ey 0o ([ RO (TR (1x0 (T Nt
s 0o 0N UN0 T 0X] Q0 ang wad

“Sovrce Vhe share ol tabor compensation s oo Teulated as the rate of employee compensain,
togross domestie product otgimating momanufabtunng, measured at factn cost An adinstment
womade by multplang the share by the ratio st oarput per manhour o petential owtpy’ pa
manhour. caleated by Avtas (19770 ard updided by the 1IN The anderlvmg compensation
and GDEP data e trom the TS0 Bureau o Labor Statsties. Othee of Productivin o
Technology.

Branson and Rotemberg corrcetly ask what the role of policv might be m
the fuce of exeessive real wages. the second ssue raised above, Their model
suggests that nominal-wage stickiness gives scope {or polics. Again, their
empirical speafication does not face the guestion at hand. In their s
model section 4). they test the long-run neutrality of the real wage with
respect to the price fevel: mthe dynwmic case it s the neutraliy of the real
wiage with respect to the imflaton rate. In both cases. nomimal-wage
stichiess iy made ssnonymous with o long-run Phillips care tade-ofl, But
surely the ssue of nominal-wage rigidiny s a matter of short-run stickiness

SArtus 1975 has estomaed a0 dechne mr rotal factor productinitny. of 2070 for the large
industiial eceonotmes. bor aternative estimates of the productivity deelmes and measures ol the
rermis-of-trade st see Sachs (19793
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nominal-wage change, perhaps due to long-term contracts, rather than a
proposition about the Jong-term determination of the real-wage  level.
Because the Branson Rotemberg tests of wage sluggishness do not allow for
short-run ngidities and long-run inflaton neutrality, their conclusions should
not be dircctly compared to the results in Bruno and Sachs (1979).°

Why do Branson and Rotemberg find so hitde effect of demand on reul
wages in the 1971 78 period. even though high unemployment led to a clear
real-wige  deceleration after 19757 The answer s ot clear. though s
probably related to the cconemetric procedures. First. the authors use GNP
iwith a time trend) to proxy for labor market activity, This is unwarranted.
PDurning a period of stable productivaty growth, Okun’s law allows us (o
transhate  unemployment  to GNP but during o period  of  dechiaing
productinity growth. the GNP vanable will indicate fooser Libor markets
than mdeed est.

More mnportantls. the estimation s subject 1o buses. How doowe know
that the regression ol wages on output wdenuties o Liborsupply ~chedule,
with o positinve coetticient on vutpute rather than an eatput-supph ~schedule.
with o negatne coclficient? Proesumablve the answer as the mstrumental
varntbles procedure. But the chowee of imstruments as suspect. In the first
stage of estimation. quarterly. GNP data s firowath diercen mstranients,
mncluding four lags of GNP The Ligeed values of GNP are almost surely nog
vald mstruments oerid correlation mothe wage cquation bars their usen and
the over-Bitting of the first stage probably contributes (o meonsistenes. The
concern over simultancous cquation bias v not a cavel since <o much of the
atithers” theory relies on the negative bk of wages and output ~supphy Also.
the equation s ostmiated with o lagged dependent vanable, but with no
attention to ~ertal correlation Our concern here s justificd. Fhe authory
theors suggests that the coefficient on 1, P, should hie hetween zero and
oz this s tact o for only three of the ten reeressions, The susprcion of
misspevtiication s heightened by Durbin Watson statist os concrally far from
2an and the wnexplained mstabihity of the regression coctiicients across sub-
periods.

I beheve that coonometric equations will tahe us only part way
cluaidating the differences in wage determmmation among  countries. We
should spend more time tnving 1o link observable institutions with wage
autcomes. For instance, nominal-wage sfuggishness mthe U.S0 is consistent
with the preponderance of long-term overlapping contracts, as shown in the
theoretical work  of Fisher (1977) and Tavlor (1979). The absence of
Jdiscermible nominal-wage stickiness in Germany, on the other band. prohahhy

Pt cmprcal conmivics o Brano aimd Sachs 019790 the wage egmation s speaibied so that
tre nad cvonomy s oneutrsl with respect 1o the steady-state sate of mflation. Ty Sachs (1979,
stati=leab fesis bl o pegeet the hypotiiosss of Tong-run newtrality i the wage equatton tor the
sonen e OFCTY coonomies
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results from short-term contracts, negotiated at branch levels. m the context
of the “Concerted Action” policy. Similatly, institutional detail can help us to
expliain the sharp deceleration 1o real wages after 1975 in couriries such as
the UK. where mcome policies contributed. along with igh unemplosment.
to the real-wage deccleration, :

Branson  and  Rotemberg have shown us why  the ssue of  wage
determination is important. | look forward to further empirical application of

their muodel. .
G
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