Monetary conservatism and fiscal coordination in
a monetary union*

Nicola Acocellal Giovanni Di Bartolomeo
University of Rome I University of Rome I

Patrizio Tirelli
University of Milan-Bicocca

September 2005

Abstract

In a monetary union time inconsistency provides the rationale for
central bank conservativeness and against the coordination of national
fiscal policies. We show that this result is based on the implicit assump-
tion of exogenous labor markets and that, once wage setters’ behav-
ior is explicitly modelled, the economic performance can be improved
by fiscal policy coordination and a less conservative monetary policy
stance.

1 Introduction.

In a monetary union as the EMU, time inconsistency provides the rationale
for a conservative central bank (CCB) and against the coordination of na-
tional fiscal policies (Beetsma and Bovenberg, 1998).! Fiscal coordination
would eliminate the disciplining effect of monetary unification and worsen
the strategic position of a CCB. We show that this result is determined
by the assumption of exogenous labour market distortions, which has been
challenged by a number of papers, showing that labour market distortions
are endogenous to the macropolicy regime in place.”? The coordination of
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national fiscal policies is beneficial when the labor market distortion is en-
dogenously determined by unions’ strategy. Paradoxically, results of the
kind of Beetsma and Bovenberg (1998) only hold for a “populist” central
bank.

The remainder of the paper is organized as follows. In section 2 we
formally describe the argument against fiscal coordination and in favor of
central bank conservativeness. Section 3 shows how the above result is re-
versed once the strategic interaction between policy-makers and wage setters
is considered. Section 4 concludes.

2 The case of exogenous real wages.

The Monetary Union is composed of n symmetric economies. Each economy
is characterized by two players: the government and a monopoly labor union.
Monetary policy is delegated to a common central bank. The supply function
is

:E¢=7T—7T€—ti—if‘i, (1)

where output deviations from the competitive non-distortionary baseline
level in country 4, xz;, are caused by tax distortions, ¢;, exogenous labor
market distortions due to monopolistic unions, %;,* and inflation surprises,
m — ¢ (¢ defines inflation expectations).

Each government’s loss function is defined over inflation, output and
public expenditure deviations from the target, g; — g:
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Gi =5 |ansm® + 27 + agr (9 — 9)° (2)
In setting the public expenditures level, the government faces a balanced
budget constraint:?

gi =t; (3)

The loss function of the independent common central bank (CCB, hence-
forth) is quadratic in inflation and Union-wide output deviations from a
non-distortionary equilibrium:
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where ag;, > agp, ie. the central bank is conservative. The central bank
directly controls the inflation rate.

3More exactly, #; is defined as the real wage mark-up over the competitive wage rate.
4For the sake of simplicity we neglect the seigniorage component of the budget and the
debt service payments.



The timing of the game is as follows. First, each trade union sets
inflation expectations;® second, each government sets taxes; third, the CCB
chooses the monetary policy. The model is solved by backward induction.

The CCB’s reaction function is easily derived from equations (1) and
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Higher expected inflation or higher taxes and wage distortions induce
the CCB to accommodate.
Government i’s first-order condition is:
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Each government anticipates the CCB reaction to its tax policy so that
inflation will increase following a rise in the tax rate in order to protect
employment. Without fiscal coordination each government behaves as if

or 1
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whereas under fiscal policy coordination the anticipated inflation response
to taxes is obtained by setting n = 1. The following solutions for output
distortions and taxes is obtained:

i = —Alay(3+9) (8)
R (R E e A

where A = [m—l}++l+agf>0.

Qrm n(1+04rm)
It is easy to see that fiscal coordination worsens output distortions. The

economic intuition for this result is as follows. National fiscal policy-makers
anticipate the central bank’s inflationary response to their actions, but can-
not fully internalize the adverse effects of their choices on inflation expecta-
tions. This, in turn, generates a tax/spending bias. The decentralization of
national fiscal policies mitigates this effect, as national policy-makers under-
estimate the CCB reaction to their actions. By contrast, fiscal coordination
leads to a more aggressive fiscal stance generating greater output distortions
for any given real wage target (‘BB effect’).

®More exactly, each labor union sets the nominal wage at a level compatible with the
expected desired real wage, on the basis of rational expectations about future inflation.



3 The case of endogenous real wages.

In the previous section we have assumed that each wage setters set the
nominal wage as a mark up over an exogenous real wage target. In logs:
w; = I; + p¢ where p® defines the expected price level. This section extends
the analysis by assuming the following loss function for the wage setters
(Oswald, 1985; Booth, 1995):
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where ¢ is a preference parameter. Thus, in addition to the real wage, the
labor union’s loss function includes concern for output distortions (unem-
ployment aversion). In the remainder of the paper we assume that unions
bargain over the expected real wage.® The timing of the game is as in the
previous section. However, in this case the union sets w; = &} + p®, where
Z} minimizes (10).

The solution of the model depends on the assumptions about the inter-
actions between national unions and governments. There are four possible
cases: union cooperation and fiscal cooperation; union cooperation and fis-
cal non-cooperation; union non-cooperation and fiscal cooperation; unions
non cooperation and fiscal non cooperation. In this section we discuss the
first two cases.”

If unions cooperate, we get:

= —(ai;f)q (11)
B o= (i)zq—a (12)
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1. In contrast with the previous case, output distortions are independent
of the policy-makers public expenditure targets. For a given equilib-
rium level of output distortions, a change in the public expenditure
target symmetrically shifts taxes and the real wage rate in opposite
directions. In fact, taxes and labour market distortions are strategic
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This implies that:

%Tn the literature it is sometimes assumed that unions bargain over the nominal wage.
The different implications of the two assumptions are discussed in Lippi (2002). In an
appendix, available upon request, we derive the solutions for the case of nominal wage
bargaining, which confirm our results.

"In an appendix, available upon request, we show that our results hold for the complete
taxonomy.



substitutes. Moreover, any increase in ¢ is met by a tax reduction
and vice versa. The rationale for this result is that an increase in
the union’s marginal rate of substitution between the real wage and
the output distortion will raise the wage claim. As governments are
concerned with output, that induces a tax reduction.

2. The impact of CCB conservatism on output distortions is obtained
from equation (11):

O Qg f Oarm Qgf n (1 + Oéﬂ-m)2 Oé%.m

We can infer that output is maximized for a finite value of the degree
of CCB conservativeness, i.e., Grm = arf+1/0rf (1 4+ axy). Moreover,
by defining o, as the degree of CCB conservatism such that the loss
function of each fiscal policy-maker is minimized, it is intuitively obvi-
ous that ¢ < af,, < 00.® To understand this result we should focus
on how a change in the degree of central bank conservatism affects the
strategic substitutability of tax and labour market distortions. For in-
stance, starting from an initial condition where oy, = oy, a relative
increase in the first parameter — i.e. a move towards conservatism —
lowers the sensitivity of taxes to real wage distortions, see (9). This,
in turn, raises the negative effect of a real wage increase on output and
disciplines unions.

3. Under a conservative CCB national output is negatively related to the
number of Monetary Union members. In fact, from (11) we have:

Ozi :_i%—LC)‘”‘ —1> o (15)

on ags On a agr \ Qrm n2 (14 arm)

Thus, when (10) holds fiscal coordination has a disciplining effect and
lowers output distortions. The underlying intuition is as follows. When
(10) holds, taxes and the wage mark up are strategic substitutes. From
(9) it is easy to see that government coordination reduces the sensitiv-
ity of taxes to real wage distortions. This, in turn, raises the negative
effect of a real wage increase on output and disciplines unions. This ef-
fect always dominates the familiar BB effect on taxes, rendering fiscal
coordination desirable.

4. Inspection of (15) makes it clear that, paradoxically, the conclusions of
the previous section conclusions would only hold for a populist CCB.
In this case the sign of inequality would in fact be reversed. The threat

8Formally, the optimal degree of conservativeness solves the following expression:
Qrm (afrm +C(7rf) oo — arfA = 0. Numerical simulations indicate that the positive
solution of this 4th-order equation is also unique.



of a CCB inflationary policy would discipline fiscal policy-makers. Co-
ordinated governments would be even more cautious as they fully in-
ternalized the CCB inflationary reaction. However, if (10) holds, fiscal
restraint will only be to the advantage of unions, which set a real wage
that more than compensates fiscal restraint.

4 Conclusions.

Our results have far-reaching consequences for the debate on EMU institu-
tional arrangements for fiscal policies. Further research should reconsider
the rationale for the passive coordination implied by the Stability and Growth
Pact and take into account the possibility that, in a unionized labour mar-
ket, wage and tax distortions are strategic substitutes.
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Appendices not to be published (for the referee
only)

Appendix A — Derivation of equations (1) and (3)

In each country, the representative price-taking firm maximizes its net profit:
P(1— 7)Y - WiL, (A1)

where Y; = L{ is the production function, P and W; respectively define the
price and wage levels, and 7; is the sales-tax rate.
The standard first-order condition is:

P(l—7)alit =W, (A2)

The next step is the definition of the nominal wage rate which obtains in a
unionized labour market:

W; =W (14 ) P (A3)
where W is the exogenous real wage that would obtain in a competitive
labour market, (1 +pY ) defines the real wage mark-up over the competitive
rate and P¢ is the expected price level.” Taking logs, we get

a
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yi=1— (p—ti—w =T —p) + T—Ina (Ad)

where Z; = In (1 + u? ), t;i = —In (1 — 7;). Assuming that the non-distorted

real output is § = 1% (—w® + Ina), and normalizing at 1 the price level in
the previous period, we can rewrite the above equation as:
xi:(ﬂ'—’ﬂ'e—fi—ti) (A5)

9Tn this class of models wages are pre-determined w.r.t. prices, thus nominal wages are
set conditionally to the price level expectation.



~1
where z; = (ﬁ) (yi — %)

To derive the government balanced budget equation (3), consider the
following identity

7Y; = GEXP; (A6)

where GE X P; defines the level of government expenditure. Straightforward
manipulations show that

GEXP;
(1—-7)= (1 - > (AT)
Y;
Hence, setting g; = —In (1 — GET)Z_(P’), equation (3) obtains.

Appendix B — Derivation of the equilibria under
real wage bargaining

B.1 Union non-cooperation

Consider the case where neither unions nor fiscal policy-makers cooperate.
In each country, the national trade union minimizes (10) by setting #; con-
ditional to (5), (6) and the rational expectations constraint ¢ = F [r].

To solve the model we proceed as follows.

1. By substituting (5) and (7) into (6) we obtain:

n
aﬂ-f .’L'j 1 -
- i (1— ———— ) 4y (gi—§) =0
Amrm ; (1 + Oénm) n? ‘ ( (1+ Oénm) n) 9f (9= 9)
(B1)
2. Then, by using (1) and (3), we get:
n
Pty Y w5 =gy (7 — 7+ & + §) (B2)

j=1,j#i
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where p¥ = — <(1—+m + 1+ agf) <0and py = _zml; Trammn? <
0.

3. Summing up equations (B2) for each country, we obtain:

pUY witpy (n—1) zj=agy (x°—m+3+§)  (B3)
j=1 j=1 j=1



4. Straightforward manipulations of (B3) yield

n n

Y ay= Cof SN —r g - (B4

N N
j=1,j#i p]_ +p2 (n_l) i=1

5. By substituting (B4) into (B2), we get:

n N/ e ~ ~
Qgf /- e ~ agrpy (¢ —m+ 3 +§)
== Ti+7m —7m+g)— B5

N _ (oY =p) (PN +pY (n—1))
where AV = =L pQ{Verélv(nfz) <0.

6. By assuming the rational expectations constraint and minimizing (10)
subject to (B5), we finally get:

AN (p = pf) (oY + P (n 1))

NN
x; = q= g<0 (B6)
1 agy a2, [pN + o) (n—2)]
1 AN
N = —— >0 (B7)
Qmm Xgp
_ Gnf N
ANq
~NN Qs ~
; = 1o — Qmm Z 4 B8
; AT amm) + %f] o2, g (B8)
1 — Sxf ANq
tNN — 5 1— Qrm B9
! g+ (I +amm)n| o2 (B9)

Notice that:

lim N = 0 (B.10a)
Ogrm —— 100
1
im NV = 1%, (B10.b)
Qrm ——+00 O(gf
NN
Ory, — +00 = <0 (B.10c¢)
Arm

Therefore, due to the quadratic nature of preferences,.an infinite degree
of conservativeness is never optimal.'”

Consider now the case of union non-cooperation and fiscal cooperation.
Each fiscal policy-maker internalizes the effect of his policy choices on the
other policy-makers’ welfare. Thus government ¢’s first-order condition is

n
obtained by setting % = 0. Equation (6) becomes
j=1""

— Q%mm ] _ 4 Qmwm - e -~
(1+a7rm)n Yol xz+n(1+067rm)j_lzj¢ixj Qg (7T ™+ x; +g)

10The convergence from the top of the derivative as arm — 400 is computed by
separately considering the limits of its numerator and denominator.



By using the same method as above, we obtain

AC’

af
AC
Ne - 429 (B12)
Clrm Olg
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v 14+ arm af]f
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where AY = v ) <0, 07 = — |-+ 1+ae) <0,
C _ QU 1
p2 - _naTrJ:n 1+arm < 0

Since the asimptitic properties of inflation and output gap as ary, —
+0oo gre the same discussed in equations (16)-(16), even in this case the
optimal degree of conservativeness is finite.

After some straightforward manipulations, it can be shown that fiscal
coordination always reduces output distortions when the central banker is
conservative. In fact, :L‘fv ¢> :va Nif
(Pf = p§) [pT 05 (n=1)]  (p1) = pd") [ +p3 (n—1)]

Py +p§ (n—2) pl +p3 (n—2)

AC_ 4N — >0

(B15comp)
Since

[0+ Py (n—2)] [pf + p§ (n —2)]
(o1 = p5) (o1 + 3 (n—1)) [pf + p§ (n—2)]

condition (B15comp) is satisfied if:

~1
<P10—P2C> <pf+pév<n—1)—pév> <p10+pzc(n—1)—pzc> -1

> 0
< 0

Y

P = oy pr + o3 (n—1) Py + 05 (n—1)
(B17)
i : pL—p§ p{ +p§ (n—1)
Condition (B17) always obtains because 0 < N < 1 and )
Py +py (n—1)
P +py (n=2)
B.2 Union cooperation
Union ¢’s first-order condition is now obtained by setting
n
oU;
=0 B18
27, (B13)
J=1
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Consider the case of fiscal non-cooperation. Taking into account that
(16) holds for each country, we rewrite (B18) as:

f agfﬁz
—g+ L - — § z; =0 (B19)
A pl +p2 n_]‘ J 1,5

n
Under a symmetrical equilibrium, > x; = (n — 1) ;. Then straight-
J=Tji
forward manipulations show that conditions (11), (12) and (13) hold. By
contrast, when fiscal policy-makers cooperate, condition (B19) becomes:

C n
gf %fpz o
—q+ == VChd p 0 (n= 1) 75 zj =0 (B20)

and we easily get the solutions presented in the text:

cc -1
T = Qmm 4 14« B21
Qo f
1 i |
200 = CEr (B22)
Orm | 1+ axm Qg f
cc -1 ’ q
5 = |2 4114« — — g B23
7 1 +a7rm 9f agf g ( )
oxf _q oxf _q
tCC — ~ Arm + 1 + a Qrm + a q
i 1+ am, af 1+ gf agf
(B24)

Appendix C — Nominal wage bargaining

C.1 Union non-cooperation

Let us now consider the case of nominal wage bargaining. Each national
union sets the nominal wage rate at the beginning of the game; the real
wage rate is determined ez post by the equilibrium price level. If unions do
not cooperate, the loss function:

2

xs
Ui = —(wi—p)g+ 5 (c1)
is minimized with respect to the nominal wage rate, w;, conditional to the
n
rational expectation p® = 7¢ = En] = 7 = _Wlm Z =2 11 Equation (1)
j=1

""Nominal wage bargaining does not affect the first-order conditions of the CCB and
governments.
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becomes:
xiz—(wi—w)—ti (02)
since T; = w; — wE€.
The union first-order condition is:

g (1 - %) - 8—xx =0 (C3)

Thus we need to identify 3—12 and giwi, which depend on the fiscal regime.
When fiscal policy-makers do not cooperate, we use equation (C2) to

redefine government 4’s first-order condition (B2):

agr 1 agr 1 " -
O R

Arm
By summing up equations (C4) for each country, we obtain:

o+ (n—2) - 2L (wi + )

Ty = Qgf ~ N ~ dom B N o +
(n =) (Pl +(n—1)p _a—ﬁ%>
n [Pév - O%iﬂ (wj +9)
AP N _ agr 1 N _ agr 1 (C5)
j=T# (Pl - amz> + <P2 = o z) (n—1)
From equations (C2), (C3) and (5), we get:
ox; -t 1 10z
_ 1 hl L1 g C6
. (aw) +amn;6wi @ (C6)
and thus:
N _ N\ (.N N _ oy oy
(Y =02 <P1 +(n—1)p —m> + o
[Pl +py (n—2)— 4 T}
N
(oY = o) (3 = pl = (n—1) ') — 22
T = Qgf n—1 N N 1 (08)
ur [ 221251 — o — o (n —2)|
N
o A 0] (o ) (A - e - ) +
i = g- q

s |} + 0 (n—2) - Fe et

Xrm N

(C9)

Since the asimptitic properties of inflation and output gap as oz, —
+oo are the same discussed in equations (16)-(16), an infinite degree of
conservativeness is never optimal.
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In the case of fiscal coordination it is easy to show that:

C
(o = p9) (6§ + (n = 1) p§ — 2eL) + 2

AOrm

xZCn . - - g<0 (C10)
of + 95 (n—2) = 222
C
(0§ — p9) <p10+(n—1)pzc—%>+#im
T o= a 1 I (1
Orm [p? +05 (n—2) - ﬁ%}
c
t?n _ iy P14 +

NAgm Qg f [plc + Pg (n - 2) - %nT_l}
(h§ — p%) <p10+ (n—1)p§ — %) q
_ —1
gy [ + 0§ (n—2) = SeLnd] [N 4 ol (n—1)]
(C12)

Since the asimptitic properties of inflation and output gap as ary, —
+oo are the same discussed in equations (16)-(16), an infinite degree of
conservativeness is never optimal also in this case.

Fiscal cooperation is beneficial. In fact

oo _ohn_ (=D =2) [+ (n—1)zmfar
! ! (14 qam) Qrmn?2324

0 (C13)

because

2 = aim(l + ) (O p + Qe + gy (14 ozwm))n2 + (B0 s + Q) +
+20472Tfoz7rm >0

22 = Omm ((1 + 047rf) Orm + [aﬂf + arm (1 + agf)] (1 + O‘ﬂ'm)) (aﬂf +

+otem 4+ agr (14 ()47rm))7L‘3 + o (2005 + 3 (arm + (Jz7rf))712 + Qe fOem
(B(amm + axf) + 2ag¢ (1 4+ azm))n + 2043rf >0

23 = (anm +agp (14 arm)) @emn® + 20z +n(n —2) app +n(n—1)
(1 + Ozﬂf) Qrm > 0
24 = Opp+ (0gmn+ogr (14 arm)) @emn + (0 — 1) agpoem >0

C.2 Union cooperation

Consider union cooperation. The first-order condition (C1) becomes:

on oz - or  Ox;
(11— ke R ; —Lx;) =0 C14
g < 8w1> 8wi . Z . <q] 8wi + 8101' xj) ( )
Jj=1j#i
Under fiscal non-cooperation, equation (C14) can be solved as:
A 1
e (e L) e
Qgf  Qmm
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It would be straightforward to show that solutions (11)-(13) are con-
nected with (C15)
Under fiscal cooperation, equation (C14) can be solved as:

anf _q anf 4 1
q -
Wi = 1_|_O‘Trm—+a 2+O”rm—+_ _t _ C16
! ( 1+aﬂ'm gf)( (1+a7rm)a9f a!]f) Oégf g ( )

which is connected with the solutions (16)-(16). Thus, as shown in Lippi
(2002), under union cooperation nominal and real bargaining lead to iden-
tical results.
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