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involved, and broader economic and political/institutional factors. All
these circumstances affect wage determination through the same
channel, that is their influence on the ability of the parties involved to
establish favourable conditions for themselves in the distribution of
income (Stirati 1992; Levrero 2006). There is thus no a prieri hierarchy
in their respective role, although empirical and historical analysis
may obviously show that in specific contexts certain factors have been
more important than others, and can also indicate their reciprocal
influences.?

An emphasis on the role of those circumstances can be found in vari-
ous streams of current economic literature, even though the analytical
standpoints adopted often differ greatly from the one just outlined.
This suggests that they are empirically relevant in affecting wages. For
example, the empirical literature on the ‘wage curve’ (Blanchflower and
Oswald 1994) shows the connection between labour market conditions,
the unemployment rate in particular, and real wages across regions and
industries within a country; changes in the ‘bargaining strength’ of the
parties involved (in the form of shifts in the pseudo demand and supply
curves) have been indicated as one possible explanation of changes in
income distribution in Europe (Blanchard 1997); and the political situa-
tion has been regarded as a central factor in determining the unemploy-
ment rate and income distribution across countries {(Korpi 1991).
Adoption of the classical standpoint implies, however, that such factors
as institutional changes are not expected to have only transitory effects
and are not regarded as ‘disturbances’ with respect to the underlying
forces of ‘supply and demand’. For the same reason, institutional fac-
tors determining wage stickiness cannot be seen as the causes of unem-
ployment (the latter depending essentially on effective demand and
technical change, given labour supply).

The structure of the chapter is as follows. In the next section we
describe the trends of contractual wages and earnings, both gross and
net of taxes and employees’ contributions, and discuss some regression
results as a means of assessing the major influences on wage trends. In
this connection, we also comment upon the observed scarce influence
of labour productivity and terms of trade on wages. In the following two
sections we first analyze in greater detail labour market conditions at
particular junctures and then broaden the analysis to look at the influ-
ence of institutional and economic changes. In the final section we sum-
marize our results and discuss some open questions in connection with
the literature.
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Description of trends and some quantitative analysis

Although the rest of the chapter focuses solely on the period 1970-2000,
we shall look here at the data available on contractual wages since 1956
so as to provide some longer-term perspective and ground for compari-
son. We are primarily interested in the real wages of production workers in
the business sector. Within the latter, we focus on Industry and Trade,
since they account together for about 70 per cent of all employees and
appear to be reasonably homogeneous in terms of types of activities and
of employees.?

Examination of Figure 5.1 clearly shows the drive towards higher
wage increases in industry and trade in 196265, a subsequent slow-
down caused by a cyclical downturn, and then sustained growth in
1970-77 at an annual average rate of about 7 per cent. The average
growth rates then decline sharply, approaching zero in the 1990s
(1.3 per cent per annum in 1978-88 and 0.3 per cent in 1989-2000).
They were thus similar in the 1980s and lower in the 1990s with respect
to the 1955-61 period, usually regarded as one of trade-union weakness
and large labour reserves in backward agriculture and in the southern
regions.

Changes in gross earnings (which are an average of the earnings of all
employees, including white collars) in both Industry and Trade closely

18 4 —— Trade —=— Industry
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Figure 5.1 Annual rates of change of real hourly wages of production workers in
trade and industry, 1956-2000

Sources: 1STAT, Sommario di statistiche storiche 1926-1985, and Lavore e Refribuzioni (vartous
years).
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Table 5.1 Determinants of rates of change in industrial wages

Dependent variable: rates of change in industrial real wages?

Adjusted R square 0.86

Standard error 1.00

Observations 28

F 33.10

D.W. 2.61

Coefficients Standard error t-stat Pvalue

Intercept 9.71 1.03 9.41 0.00
Productivity® 0.10 0.10 0.99 0.34
1993-95¢ -1.51 0.61 —2.47 0.02
19794 -1.80 0.99 -1.81 0.08
Unemployment* -0.78 0.10 ~7.73 0.00
Employees® 0.44 0.13 3.26 0.00

Notes: “ three years moving average; ® three years moving averages of annual rates of change:
Employees measured in ‘heads’; ©three years moving average; ¢assumes value one in
1993-95, zerc otherwise; assumes value one in 1979, zero ctherwise.

Sources: (STAT, Contabilitdi MNazionale (2002b) for productivity and employees; ISTAT,
Rilevazioni delle Forze di Lavoro (various years) for unemployment; ISTAT, Sommario di
Statistiche storiche 1926-1985 and Lavore e Retribuzioni (various years} for wages (see also
notes 3 and 16).

previous trends emerges in the early 1990s, namely a fall in contractual
real wages for the first time since the 1950s followed by stagnation.

Again, the coefficient on the 1993-95 dummy is negative (—1.5), and -

statistically significant. Such decline in real wages, albeit moderate, is
quite a new phenomenon in the postwar period, and calls for enquiry.
Some of the factors discussed are clearly described by the scatter dia-
gram in Figure 5.3, which illustrates with immediacy the relationship
between (moving averages of) unemployment and real wage growth and
its changes in 1979 and 1993-95. The diagram also shows that the rela-
tion tends to become non-linear as growth in real wages approaches zero
for the well-known reason that decreases in real wages are generally dif-
ficult to bring about and, if they take place, tend to be very gradual.l!
In the next section we shall look more closely at labour-market condi-
tions at those particular junctures. Before that, however, we shall discuss
the question of the influence of productivity on real wage trends a little
further. In this connection, it is advisable to extend the analysis to the
business sector as a whole. Actually, wage increases might not match
productivity growth in individual sectors, but productivity gains might

Enrico Sergio Levrero and Antonelia Stirati 99
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Figure 5.3 Unemployment and rate of growth of real wages in industry, 1960-99
{moving averages}

Sources: ISTAT, Rilevazioni delle Forze di Lavere {various years) for the unemployment 1ate;
ISTAT, Sorumario di Statistiche storiche 1926-1985 and Lavoro e Retribuzioni (varicus years) for
wages (see also notes 3 and 16}.

be redistributed from workers in sectors with high productivity growth
to workers in other sectors, for example owing to a centralized bargain-
ing system ensuring equal wage increases across industries. It is worth
examining this point. Productivity growth evidently ‘makes room’ for
wage increases at a given rate of profit, and it has often been argued, on
different grounds, that changes in productivity tend to determine
changes in real wages.!? However, since the same effect upon the
‘margins’ for wage increases arises also from improvements in the terms
of trade, we should in fact ascertain whether productivity and terms of
trade have played a joint direct role in determining wage trends.!?
Table 5.2 shows the results of a regression similar to the one estimated
for Industry but referring to the Business sector as a whole and with rates
of change in actual real earnings as the dependent variable and terms of
trade as one of the independent variables. Changes in terms of trade
have a very small and statistically non-significant coefficient. The coef-
ficient of productivity is now statistically significant, albeit not very
large (one percentage peint change in productivity is on average
associated with a half-percentage-point increase in real wages, other
things remaining constant). Indeed, in the Business sector as a whole, as
in Industry, until 1977, with a comparatively low unemployment rate,
wages tended to rise systematically more than productivity, despite a
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It should also be noted that the Italian labour market underwent other
important changes in the 1990s that may have played a role in the
general weakening of the workers’ position and the stagnation of real
wages and earnings during this period. First, there was an increase in the
number of jobs characterized by limited duration, made possible by
changes in legislation and accounting at the end of the 1990s for about
18 per cent of all employees in Trade and Industry. Second, there were
increasing flows of immigrant workers, accounting for about 4.8 per
cent of the fotal labour force, including irregular jobs, in the year 2000
(ISTAT 2002a). While these changes in the composition of the labour
force have a direct effect on average actual labour costs and earnings,!’
it is not easy to evaluate their impact on union bargaining and contrac-
tual wages, especially in Industry and Trade. Combined with high juve-
nile unemployment rates, the particular high incidence of temporary
jobs among the youngest segment of the labour force has very probably
inhibited the young workers’ potential for union militancy. On the
other hand, a union report suggests that the availability of immigrant
labour during the 1990s had no negative effect on contractual wages
except in Agriculture and, to a lesser extent, Construction (Olini 2003).
Allin all, given that the changes described intensified in the second part
of the decade, it appears that they may have played more of a 1ole in the
slow growth of wages in this latter period than in the fall in wages
between 1993 and 1995.

To sum up, labour market conditions not captured by changes in rates
of unemployment and employment growth appear to have contributed
to triggering the fall in real wage growth taking place in the late 1970s
and early 1990s, thus confirming the influence of the labour market sit-
uation on real wages. Their downward movement between (moving
averages centred in} 1978 and 1979 appears to have been favoured by
negative trends in employment in large firms, while the fall in real wages
after 1992 by a fall in the overall employment level and activity rates.
Both in 1977-79 and in 1992-95, however, broader changes in indus-
trial relations and the general institutional and economic framework
were also taking place, as discussed in the next section.

External constraints, macroeconomic policies
and institutional changes

Let us thus look first at the social and political situation, the pressure of
international competition, and economic policy decisions around the
years 1978-79, which facilitated the emergence of policies that to some
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extent contributed to the increase in unemployment and the reduction
in industrial employment in the subsequent years, and of a dramatic
change in industrial relations.

The fact that wages begin to grow less than productivity as early
as 1978 and that the rate of increase in wages feel sharply at the very
beginning of the recession in 1980, despite the good economic perform-
ance of the previous year, suggest that the roots of the fall in real wage
growth are to be sought before 1979. In particular, it appears possible to
trace them back to the period of the so-called ‘consensual stabilization’
{Salvati 2000) in 1977-79, that is to the years that saw the end of the
previous phase beginning in 1969 characterized by real wages increas-
ing more than productivity and a sharp fall in the lira’s nominal
exchange rate.

As regards wage bargaining, the ‘consensual stabilization’ was charac-
terized by the trade unions’ acceptance of restraints in wage claims. An
initial reduction of the coverage of the wage-indexation clauses set up in
1975 was introduced in 1977 (severance pay was excluded from wage
indexation and some wage-goods were eliminated from the basket of the
cost of living index). Furthermore, the congress of the major workers’
organization {the CGIL) substantially accepted the idea that wages can-
not be an ‘independent variable’ and that high wages could conflict
with the aim of full employment and growth. With reference mainly to
the experience of other countries, an ‘exchange’ was thus proposed by
the CGIL (and accepted in 1978 by all the three major trade unions)
between wage moderation and the workers’ participation in private and
public investment decisions.

Whatever the reason for the trade unions’ new strategy — whether it
was the political prospect of the Communist Party’s full participation in
government after its electoral peak in 1975-76 or the belief that wage
moderation would lead to an increase in the amount of empioyment?® —
it substantially failed. On the one hand, owing to the vagueness of the
proposal and Italy’s different political and historical context with
respect to countries like Austria, Germany and Sweden, no ‘exchange’
actually took place to reward moderation in real wages.!? On the other,
by reducing conflicts at the workplace level, that new strategy permitted
a faster increase in productivity and employment fell in the large firms
forming the ‘core’ of the workers’ organizations. Together with an
increase in the number of small firms (to which the larger firms increas-
ingly subcontracted certain phases of production) and in outsourcing
{see Heimler and Milana 1986), these processes undermined the trade
unions’ strength precisely when a government plan {‘Documento
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real wages during these years reflects the worsening of the workers’
bargaining position during the 1980s as a result of the social and politi-
cal factors mentioned above and the increase in the average rate of
unemployment (which rose to 10 per cent). Other factors also appear to
have been relevant, however.

The 1992 devaluation of the lira occurred after the fixed exchange rate
regime in 1988-92 (Italy’s adherence to the ‘narrow band’ of the
European Monetary Systemn) designed to discipline wage bargaining
(Pivetti 1999). As is known, the regime proved only partially successful
in this regard. On the one hand, there was a growing gap with respect to
France and Germany in the rate of change in the unit labour costs of the
private sector, arising both from a recovery of money wages in 1989-91
(fostered by a cyclical increase in industrial employment) and from
lower productivity growth than in other countries (see Table 5.3). On
the other, the money costs of production were increased also by the rise
in nominal interest rates decided upon by the Bank of Italy in order to
guarantee a surplus in the overall balance of payments after the full lib-
eralization of capital movements in 1988. There was thus a real appreci-
ation of the lira {in terms both of unit labour costs and of export prices)
and the balance of trade became negative in 1987-91. Manufacturing
firms were accordingly under increasing pressure not to raise their prices
and the situation led to an increase in the wage-income share of indus-
trial value-added and to Confindustria’s unilateral suspension of the
price-indexation clauses.

The stringent fiscal measures introduced by the Amato government in
1992 to reduce the domestic product failed to prevent the currency cri-
sis brought about by these causes and fuelled by Germany’s monetary
policy. (The Bundesbank had raised the interest rates and did not inter-
vene to defend the lira, which depreciated by 58 per cent with respect to
the mark and 30 per cent with respect to sterling.) Those measures
favoured, however, the fall in the unit labour cost even in terms of
the national currency, which was greater than in other countries. The
real exchange rates thus improved sharply, albeit more in terms of
unit-iabour-cost rate than of export prices. Firms used the depreciation
to some extent to increase their profit margins (see Banca d'Ttalia
1599a).

It can be stated that, as in other periods (see for example Graziani and
Meloni 1980), currency depreciation and deflationary policies were the
tools used to boost profits and improve the competitiveness of Italian
industry. Unlike the period 1971-76,%° both these aims were now
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Table 5.3 Rates of change (%) in hourly productivity, hourly labour costs, real
exchanges rates in manufacturing in the main industrialized countries

1979-2001 1979-85 1985-90 199095 1995-2000
Productivity per marthour
USA 3.4 3.5 24 33 4.7
FRA 3.7 30 34 4.0 1.6
GER 2.5 21 2.1 3.3 2.6
ITA 2.2 35 1.9 2.4 0.9
UK 3.6 4.4 4.6 3.3 24
Hourly labour costs
USA 4.6 7.2 3.9 3.5 4.0
FRA 5.9 12.8 4.5 3.9 1.9
GER 50 6.0 590 6.4 2.6
ITA 7.7 15.9 6.8 4.9 28
UK 7.9 12.2 9.4 5.4 4.6
Unit labour cost in national currency
USA 1.2 3.6 1.4 0.2 -0.7
FRA 2.2 9.5 1.0 -0.1 -2.6
GER 24 38 28 31 -0.1
iTA 5.4 12.0 4.8 24 1.9
UK 4.1 7.5 4.5 21 22
Real exchange rates
FRA -0.3 -3.3 11.6 1.7 -9.2
GER 1.6 -41 15.9 5.6 -7.6
ITA 0.9 -2.5 15.1 -3.7 -3.1
UK 23 -1.0 11.4 -0.4 1.3

Source: US Department of Labor (2002},

achieved. The depreciation of the currency was not accompanied by a
wage-price spiral; on the contrary, the rate of inflation decreased
slightly in 1992-94, and money wages rose less than prices.

Although the decrease in industrial and total employment during
the period 1992-96 certainly helped to keep money wages in check, the
inability of the latter to respond to price increases resulted also from the
reforms of wage settlements introduced by Amato in 1992 and 1993.
With the new wage-setting procedures, nominal wages were linked to
the target inflation rate, which was usually fixed at a level lower than
the actual (see Banca d’Italia 2000a), while the task of linking wages to
productivity was assigned to firm-level bargaining, which never
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should of course be taken not to generalize from a relation found to
hold in Italy over a certain period, which may not hold in different
countries or different periods. Further investigation in this direction
should contribute to a better understanding of the channels through
which unemployment may actually affect wage determination in
specific institutional settings. :
Having said that, we believe that the strong correlation we have
found between average values of the unemployment rate and real
wage growth is an interesting result of our work. As regards Italy, it
actually contradicts the apparently widespread view that wages are
not affected by unemployment levels, which is probably based on the
results of some cross-regional studies.?®
* An independent role for political and institutional factors? It has been
maintained that institutional factors play no role in real wage trends
in the very long run because the latter must reflect the underlying
forces of ‘supply and demand’ (see for example Phelps-Brown 1968
and Levrero 1999, for critical discussion). Apart from the theoretical
difference between the traditional view (shared by Phelps-Brown)
and our approach as regards the way in which labour market condi-
tions and institutional factors affect wages, our study suggests that
such an independent role was played in Italy, for example, by the
broad political and union situation in the years between 1976-79 and
that the effects of the changed institutional context and political
climate were largely felt in the following years through the high
unemployment generated by unconditional adherence to the EMS,
the more restrictive approach in fiscal and monetary policy, and
industrial restructuring. This is in agreement with a stream of contri-
butions, mainly from political scientists, maintaining that political
factors affect unemployment levels and income distribution (Hibbs
1977 and Alt 1985, among others). But the case of Italy also appears
to lend support to Korpi's {1991) warning that, while the political
context is a very relevant factor, a number of political and institu-
tionat circumstances must be taken into account in addition to the
political orientation of government parties.

Notes

1 For recent critical discussion of neoclassical substitution mechanisms, see
Garegnani (2003); for analytical criticism of the tendency to the NAIRU,
see Petri (2003) and Petri (2004: chapter 7 and appendix 2).

Worsening labour-market conditions, for example, may trigger broader
changes in the institutional framework, such as a weakening of trade unions,
while on the other hand labour market conditions themselves are not
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independent of economic policies, which are influenced by the social and
political climate. In some instances, labour market conditions can also be
affected by the employers’ direct response to conflict, the large-firm restruc-
turing and ‘decentralization of production’ carried out in Italy in the 1970s
being a case in point (see pp. 100-8).

Industry includes Manufacturing and Energy production but not
Construction; Trade includes Catering and Hotels. Wages are contractual
hourly wages based on national collective agreements between unions and
employers. We shall use the series of contractual wages for production workers
only {not including white-collars). The source for aggregate earnings is
national account data on gross incomes of employees. Earnings are then
divided by ‘standard labour units’ defined as the normal working hours of a
full-time employee. Wages and earnings are deflated by the cost-of-living
index based on the typical consumption bundle of employees.

The real net earnings per standard labour unit in industry are derived by
applying to gross earnings the percentage of taxes and contributions paid by an
average Italian production worker as estimated by the OECD (various years).
Similar results can be obtained from the data of the Bureau of Labour Statistics
and atso from the Bank of Italy's I Bilanci delle Famiglie Italiane (1989-2002).
Notice also that the increasing weight of contributions and income tax
on labour incomes was not compensated by greater social expenditure or
structural changes in the Italian fiscal system towards higher de facto progres-
siveness. Social expenditure in real terms has stagnated in the last decade in
particular, and there has been a worsening of the tax-benefit position for
workers. In spite of rising fiscal pressure (attenuated after 1998, but more to
the advantage of employers than employees) there has been a tendency to
reduce the progressive nature of the tax system, and the real social expendi-
ture index incieased only from 100 in 1990 to 117.2 in 1999, having doubled
every decade during the 1960s and the 1970s (OECD 1985; EUROSTAT 2000).
Activity rates and employment rates are also interesting indicators of labour-
market conditions given their ability to pinpoint changes in disguised rather
than explicit unemployment. Systematic use has not been made of these
indicators due to some breaks in the statistical series.

We have chosen to measure employment in ‘heads’ here because the relevant
point for the bargaining strength of the parties involved appears to be the
number of actual people getting or losing jobs (rather than the total hours
worked). The drawback of this measurement is that it is gross of workers
temporarily made redundant under the CIG (a national fund financed by the
state and by contributions of employers and employees: the workers
made redundant maintain their employment relationship and receive a
subsidy}.

Similar indications can be obtained from regression analyses, which show that
along with unemployment the other statistically significant influence on real
wage rates of change in the Trade sector comes from the rate of change in
industrial employment. Employment and productivity in the Trade sector are
instead not statistically significant.

We use moving averages because we expect the impact of economic factors on
wages to be greater if they persist over time. On the other hand, we are not
interested in very short-term variations in wage growth.

|
|
|
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stop the growth of real wages, however, owing to the ever-increasing
strength and militancy of the trade unions and to price indexation.

26 1t should be noted that no increase in employment or social expenditure
could have been expected by the trade unions. The Maastricht parameters
imposed a primary budget surplus and overall budget corrections amounted
to 430 trillion fira between 1992 and 1998. The trade unions’ strategy might
thus have been guided by the idea that it was the ‘lesser evil’ and that lower
interest rates might then help to change the restrictive character of fiscal
policies.

27 See Stirati (2001}, for a more general perspective.

28 1t is very common in the literature to describe ‘shifts’ that remain largely
unexplained in some functional relations (for example the traditional
Phillips curve, or the pseude demand and supply curves). Our position may
be regarded as assuming that ‘shifts’ in empirical relations are only to be
expected because wages are affected by changes in the institutional frame-
work, but the causes of the 'shifts’ should be explained as much as possible
and not left outside the realm of economic analysis.

29 See Lucifora and Origo (1999), who also provide a survey of previous results.
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