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Abstract

The effects of oil shocks in inflation and growth have been widely discussed in the
literature, however few have focused on the impact of oil price increases on unemploy-
ment. In order to shed some light on this problem, this paper develops a medium scale
Dynamic Stochastic General Equilibrium model (DSGE) that allows for oil utilization
in production and consumption as in Acurio-Védsconez (2015); unemployment as in
Mortensen & Pissarides (1994); and staggered nominal wage contracting as in Gertler
& Trigari (2009). It then analyzes the effects of oil price increases on the economy.
The model recovers most of the well-known stylized facts observed after the oil shock
in the 2000s’. A sensitivity analysis shows that the reduction of the bargaining power
of households to negotiate wage contracts reduces the impact of an oil shock in unem-
ployment, without affecting negatively GDP. However, it also shows that the reduction
of bargaining power, together with wage flexibility strongly reduces the increase in
unemployment after an oil shock, but causes a decrease in real wages, which reduces
household income and affects GDP.

JEL Codes: D58, E24, E32, Q43

Keywords: New-Keynesian Model, DSGE, oil, CES, Match & Search models, Unemploy-
ment.

1 Introduction

In the two recession periods that occurred in the United States in the 1970s’, oil prices
reached a secular peak just prior to an economic contraction. However in the last oil
shock of the 2000s’, it seems that this typical characteristic vanished. Despite the large
increase in oil prices from the beginning of 2002 until mid-2008, the effects on inflation
were less striking than the ones observed in the 1970s’ and the effects in growth as well as
in unemployment were just visible in the aftermath of the sub-prime crisis.

The study of oil shocks and its macroeconomic effects is not a new subject. The
literature has already studied the various transmission channels through which oil price
increases may have an impact on economic activity: growth, inflation, and unemployment.

*Email: veronica.acurio-vasconez@malix.univ-parisl.fr, Université Paris-1, Panthéon-Sorbonne, Maison des
Sciences Economiques, 106-112 Boulevard de I’Hopital, 75013 Paris
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Oil and Unemployment 2

If we focus on unemployment, in his seminal work, Hamilton (1983) raised doubts about
the proposition that the correlation between oil shocks and future levels of unemployment
is a coincidence. Later on, Hamilton (1988) constructed a General Equilibrium Model of
Unemployment and the Business Cycle and showed that energy price increases could be the
source of fluctuations in aggregate employment and could exert large effects on real output.
Rotemberg & Woodford (1996) estimated the responses of private sector output and real
wages to oil price increases over the period 1947-1980 and found that private output and
real wages do indeed decline following a rise in oil prices. A one percent increase in oil prices
results in a reduction in output of about 0.25 percent after five-seven quarters and a decline
in real wages, with a maximum decline of about 0.10 percent occurring only in the second
year. Those authors constructed as well a one-sector stochastic growth model and showed
that imperfectly competitive models can explain the estimated effect of oil price increases
on output and real wages to a much greater extent than can a stochastic growth model
that assumes a perfectly competitive product market. Carruth et al. (1998) developed an
efficiency-wage model and show that a simple framework based of only two prices, real
price of oil and real rate of interest, is able to explain the main postwar movements in
the rate of U.S. joblessness. Davis & Haltiwanger (2001) studied the effects of oil price
shocks on the creation and destruction of U.S. manufacturing jobs from 1972 to 1988 using
a VAR approach and showed that oil shocks account for 20-25 percent of the variability in
employment growth. In a recent work, Loschel & Oberndorfer (2009) analyzed oil price
impacts on unemployment for Germany within the framework of a vector autoregression
(VAR) and found as well a positive relationship between oil shocks and unemployment
increases.

Nevertheless it seems that the interest in oil shocks and unemployment has decreased
since the mid-1990s, which is understandable given the relative steady unemployment rate
between 1995 and 2006, with the exception of 2001. However the rate of unemployment rose
by 5 per cent between 2007 and 2010, which is comparable with the 4 percent unemployment
increase some quarters after the oil shocks in the 1970s’. While the influence of the sub-
prime crisis of 2008 on the high unemployment rate observed in 2010 cannot be denied, we
should also not dismiss the effects of oil price shocks and postulate that what happened in
2008 was entirely due to a market anomaly. The objective of this paper is to address this
issue by laying the grounds of a Dynamic Stochastic General Equilibrium model (DSGE),
which could be used as a tool for policy analysis.

In this particular field of DSGE modelization with oil, Blanchard & Gali (2007), Blan-
chard & Riggi (2013), and the models developed in Acurio-Vésconez et al. (2015) and
Acurio-Vésconez (2015), among others, have constructed DSGE models that introduce oil
in consumption and production. However, none of these models allows for unemployment.
They all understand labor as hours worked and assume full employment. On the other
hand, the recent literature related to unemployment is based on Gertler & Trigari (2009)
(GT thereafter) and Gertler et al. (2008). These models use the unemployment dynam-
ics introduced by Mortensen & Pissarides (1994) and add staggered multi-period wage
contracting, features that have proven to better fit unemployment and wage dynamics.

With this in mind, this paper constructs a calibrated DSGE model with these three
elements (unemployment, staggered multi-period wage contracting, and oil) and then an-
alyzes the impact of an oil shock. The model relies on the unemployment dynamics as in
Mortensen & Pissarides (1994), with staggered multi-period wage contracting as in Gertler
& Trigari (2009). It also assumes a small open economy where oil is imported from a foreign
country at an exogenous real price and used in consumption and production. Furthermore,
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Oil and Unemployment 3

as in Acurio-Vésconez (2015), the model allows for oil imperfect substitutability. Finally
the model also includes staggered good prices as in Gertler et al. (2008) and Blanchard &
Gali (2010).

The economy consists of three sectors: Households, Firms, and Government. The
oil and capital markets have exogenous prices. The intermediate firm market will be
considered as perfectly competitive. However, the retailers’ market is monopolistic, thus
as in Calvo (1983), just a fraction of firms are able to renegotiate prices. In contrast to
models without unemployment, labor in this paper will be traded in a process that exhibits
search externalities for individual households and vacancy openness for firms.

I assume that there exists a representative household with a continuum of members
of measure unity, who put their income in a pool and lets the head of the family self-
insure their consumption path against unemployment risk. A fraction of them work for the
intermediate firms and earn a salary. The remaining part searches for a job and receives
unemployment “benefits”. Besides, the family has a diversified ownership stake in firms,
which pay out profits, pays lump-sum taxes, consumes final domestic goods and oil, invests
in government bonds, for which it receives a nominal interest rate and invests in capital,
which is rented to firms at a real rental rate of capital.

There are two kinds of firms. Intermediate good producers and Final good firms (or
retailers). I assume that all intermediate good firms are price-takers and use labor, oil
and capital to produce their goods that are sold to the retailers. Each of them also posts
vacancies in order to attract new workers for the next period. Posting vacancies has a
quadratic cost. The representative intermediate firm maximizes its profit by choosing
quantities of oil, capital, hours of work, and vacancies. In addition to that, a fraction of
the intermediate firms can bargain with the households in order to fix a new wage. This
negotiation will be done in a Nash bargaining framework. The retailers on the other hand
are monopolistic firms and a fraction of them is able to re-optimize its price at each period.

Finally, there is a Government sector that has exogenous spending and a Central Bank
that sets the nominal short-term interest rate.

Under the baseline calibration, the model recovers most of the well-known stylized facts
after an oil price shock in the 2000s’: the absent of recession, coupled with a low increase
in domestic inflation, a low price elasticity of oil demand, and in this particular model,
an increase in unemployment. Here, as in Acurio-Vasconez (2015), capital and labor are
not perfectly substitutes for oil, then an oil price shock induces the reduction in hiring
cost which in turn decreases the quantity of vacancies that the firm posts in order to
attract new workers. This provokes the increase in unemployment. A sensitivity analysis
shows that the reduction of the bargaining power of households to negotiate wage contracts
could diminish the raise in unemployment after an oil shock without affecting negatively
GDP. However, it also shows that the reduction of bargaining power, together with wage
flexibility strongly reduces the increase in unemployment after an oil shock, but causes a
decrease in real wages, which reduces household income and affects GDP.

The rest of the paper is constructed as follows. Section 2 describes the basic charac-
teristics of the model. Section 3 analyzes the impulse response functions and performs a
sensitivity analysis. Section 4 concludes.

2 Model

In the same way as in Acurio-Vésconez (2015), I consider an oil-imported small open
economy with CES functions in production and consumption. Along with this framework
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Oil and Unemployment 4

this paper introduces unemployment as in Mortensen & Pissarides (1994); hiring costs and
staggered wages are introduced following Gertler & Trigari (2009) (for now on GT). Then,
within the framework of the model developed in Acurio-Vésconez (2015), this model is a
variation of the Mortensen-Pissarides Search and Matching model, which as in GT allows
for staggered multi-period wage contracting.

Households and firms interact in three markets, the exchange of goods, oil, and cap-
ital markets. Capital, oil and intermediate firm markets will be considered as perfectly
competitive and the retailers (or final good firms) will interact in a monopolistic market.

2.1 Households

I assume that there exists a representative household with a continuum of members of
measure unity. Denote L; € (0,1) the share of family members currently employed at time
t.! In order to introduce complete consumption insurance, I will assume as in Merz (1995),
that all the family members put their income in a pool and let the head of the family
optimally choose per capita consumption and asset holdings. Under this assumption, each
family member self-insures its consumption path against unemployment risk.

Each member of the family who is working at firm 4, works T;(7) hours, and earns
a nominal wage, W;(i). I adopt the hypothesis of full participation as in most of the
new Keynesian models with unemployment, meaning that I assume that the remaining
fraction of family members that are not working, 1 — L;, are searching for a job and receive
unemployment benefits, b, financed through lump-sum taxes.

Households can consume two different types of goods: a domestic good, Cy ¢, at nominal
price P, that is produced inside the country? and oil, Cet, which comes from a foreign
country, at nominal price P.. The consumption flow of household j is defined as in Acurio-
Vasconez (2015) by:

1
Cri=((1— )" 7°C5 + 2.7 7°CT5) 7 (1)

ep—1

_p_
P ep—1
where Cyy 1= (fol Cqrt(g) ) " isa Dixit-Stiglitz aggregator, where j € [0, 1] indexes

the type of good; z. represents the share of oil consumption out of total consumption®
and o, = 7737;1 where 7, is the elasticity of substitution between domestic goods and oil
consumption.

The optimal allocation expenditure among these different goods, subject to the budget
constraint P.;Cy = Py Cyt+ P Cet, where P, ; stands for the CPI price index?*, gives the
following consumption demand functions and the equation for the CPI index (Cf. Acurio-
Viésconez (2015)):

1 1
. P, oe=l . . Pe, ge—1 .
Cot() = (1 — ) | 22 Ce(§),  Cex(j) =z [ 2% Ci(5) (2)
Pc,t Pc,t
o o ge—l
P., = ((1 — )P+ a:CP;;1> ‘ (3)

!Then employment is different from hours worked

2P, could be interpreted as being the CPI without gasoline and other energy goods.
3Cf. Appendix Acurio-Vasconez (2015) for details in the calculation.

“Defined as the minimum expenditure required to buy one unit of C;.
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Moreover, the family has a diversified ownership stake in firms, which pay out profits,
I1;, pays lump-sum taxes, Taxs, consumes, Cy, invests in government bonds, By, for which
it receives a nominal interest rate, ¢;, and invest in capital, I;, which is rented to firms at
a real rental rate of capital, rF. Then conditional on L;(i) and T}(i) it seeks to maximize
the following lifetime discounted utility function:

1
Wy =U(Cy) — /0 V(T3(3)) Le(i)di + BEWi i1

where 8 € (0,1) is the discount factor and

) T.(i 1+w
U(Cy) =In(Cy) and V(T;(1) = t1(+)w
It does so under the following budget constraint:
P.;Cy + Pl + By < (4)

1
< (14 1) Bt / Wy(i) Lo(i)di + (1 — Ly)Pyb + Ty + 1 Py K + Taxs
0

The time path considered here is a month, then note that, with this construction, W;
represents a monthly wage.? I assume that the dynamics of capital accumulation follows:

It = Kt+1 - (1 - 6)Kt

where ¢ € (0,1) is the depreciation rate.
The first order conditions with respect to Cy, B; and K, are:°

Ct : U,(Ct) = )\tPc,t (5)
Byt A\ = BE[(1 +d) Aiy1] (6)
Kiiq1: NPy = BE; [)\t+1 <Tf+1 +1-— 5) Pk,t—&-l} (7)

Following Thomas (2008) and GT, hours per worker will be determined by firm and
worker in a privately efficient way. They will maximize the joint surplus of their employment
relationship.

2.2 Matching, Vacancies, and Unemployment

Assume that each intermediate firm indexed by i € [0, 1] employs L:(i) workers at time ¢.
It also post V(i) vacancies in order to attract new workers for the next period of operation.
Before production starts and following Mortensen & Pissarides (1994), assume that pL;_;
jobs that are not matched are destroyed. The parameter p represents then the rate of
destruction or separation rate, which will be assumed constant.” Workers that have lost
their jobs at time t — 1 start searching immediately and can still be hired at time ¢ for the

°T adopt the same assumption as in Thomas (2008).

5)¢(j) being the Lagrangian multiplier. Cf. Acurio-Vasconez et al. (2015) for details on the derivation

"As pointed out by GT within this framework, fluctuations in unemployment come from the cyclical
variation in hiring and not from fluctuations in the separation rate, a fact corroborated in U.S. labor
market. Cf. Hall (2005) and Shimer (2005).
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Oil and Unemployment 6

next period.® The total number of employed workers and vacancies are L; := fol Ly(i)di

and V; := fol Vi(1)di respectively. Accordingly, the law of motion of aggregate employment
is then:

Lt = (1 — P)Lt—l + Mt—l (8)

where M; represents the number of job aggregate matches that are made at time ¢. Then
the total number of unemployed workers, who are searching for a job, S, is given by:

St =1- Lt
=1—Li1+pli1— M
—_— —— =~
(a) (b) (c)

Then unemployment is composed by (a) unemployed workers at time t, plus (b) workers
who have lost their jobs at the end of time t-1, minus (c) the matches at time ¢ that could
include workers that lost their jobs at the end of time t-1.

Remark that the distinction between being unemployed and not being in the labor force
is ignored with this assumption. Then full participation is guaranteed (i.e at all times, all
individuals are either employed or looking for a job).

Define now:

M, Ve M

qe : ‘/t y t - St an Zt . St
then ¢; represents the probability a firm fills a vacancy in period ¢, which could be inter-
preted as the probability of transition from unfilled vacancy to a filled one; 6; is a measure
of the tightness of the labor market and z; represents the probability an unemployed worker
find a job, i.e the probability of transition from unemployment to employment. I assume
that the probabilities ¢ and z; are taken as given by both firms and workers.

2.3 Intermediate Goods Firms

Assume that there exists a continuum of perfectly competitive intermediate goods produc-
ers indexed by i € [0, 1] that produce an homogeneous good (i) through a nested CES
production function involving oil, capital, and labor as in Acurio-Vasconez (2015) defined
by:

Qu(i) = (A B(i)) + (1 — ) (Apc (i)™ (T La(i) )7) "

where E}(7) is the quantity of oil used, Ky(i) is the capital rented, L;(i) is the amount of
labor rented by the intermediate firm ¢ and, T;(4) is the total of hours provided by each
worker at firm i. Agp; and Ak, represent respectively a measure of oil productivity and
the total factor productivity (TFP), which measures the productivity of the combination of
labor and capital. The “share” of capital in the composite factor is measured by « € [0, 1]

and 0, = m;;l, with 7, being the elasticity of substitution between the utilization of oil

and the composite factor (of capital and labor). Finally, z, is a distribution parameter.
As remarked in Cantore & Levine (2012) one can rewrite this equation as:

N Ap B (i) \P Apk 4K, (i) (Ty(i) L (i))l_o‘ op\ 1/op
w= (ae <Pf4EE> e ( K (TL) ) ) (9)

8Under this assumption workers that have been hired at time ¢ become productive at time ¢ 4 1. This
assumption is well accepted whenever the time period is one month.
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Oil and Unemployment 7

where variables without a time subscript represent the steady state of the equally named
variable. As proved in Acurio-Vasconez (2015), with this normalization «. is the oil’s out-
put elasticity at steady state. I assume that both technologies shocks are AR(1) processes:

In(Apt) = pacln(Ap 1) + €ae; (AL t) = paikln(ALK 1) + €air
eae ~ N(0,02.), ear ~N(0,0%;)

For simplicity I assume that capital and oil are perfectly mobile across firms and that

there is a competitive market in oil and capital. The intermediate firm sells this good Q; ()
Py,t(2)

Pyt

)

to the final good firm at the perfectly competitive real price Py :=
aggregate final good price.

As mentioned before, each firm enters the market with L;_;(i) quantity of employees,
and each follows the same law of motion defined in (8):

where P, ; is the

Lt+1 = (1 — p)Lt + Mt

where M; := fol M;(i)di denotes the aggregate matches in period ¢. Assume that the
aggregate matching process follows:

M, =SV}

where v is a scale parameter that captures the efficiency of the search and matching process.
Because firms post vacancies, there are hiring costs that introduce employment adjust-
ments. These adjustments introduce time frictions in the process in which households and
firms exchange labor and give sense to the bargaining problem between firms and workers.
Accordingly, denote X;(i) the hiring rate, i.e, the percent change in the firm’s workforce
from ¢ to t + 1, as the ratio of new hires, ¢;V;(i), to the existing workforce L;(i), then:

@t Vi (i)
Ly(i)
Note that by the law of large numbers, X;(i) is known with certainty at time ¢, since

G is known with certainty at time ¢. Then the total workforce could be expressed as the
sum of the surviving workers (1 — p)L; and the new hires ¢;V;, thus one has:

Xy(i) == (10)

Liy1(i) := (1 = p+ X4 (i) L (d) (11)

As explained before, remark that this time assumption reflects the fact that new hires
start to work one period after being hired.”

As discussed in GT and Thomas (2008), in order to introduce staggered wages rigidities,
it is necessary to consider convex vacancy cost.'? Following GT, I assume quadratic hiring
cost (in real terms) by:

X L()

where k is the cost of adjustment parameter, which I suppose constant across time.

9This assumption has been used in numerous papers as GT, Thomas (2008), Groshenny (2013), among
others.

10 A5 explained in GT, the staggered wage setting introduces dispersion of wages across firms in equilibrium,
convex hiring cost ensures that, at equilibrium, every firm posts vacancies, so that the equilibrium is
deterministic
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Firms maximize profits. In order to study this problem, I will divide it into three
stages: (1) Each firm i takes all prices, including the nominal current wage Wy(i), the
demand Q(7), the probability of filling a vacancy ¢; and its existing employment stock as
given and then it chooses quantities of oil, Fy(7), capital, K;(i) and the hiring rate X;(7),
by posting vacancies, in order to maximize its real profit; (2) Firms and workers determine
the quantity of hours by maximizing the joint surplus of their employment relationship
and; (3) The firm will bargain, if it can, with the households, in order to fix the wage,
solving a Nash bargaining problem.

Let us denote A¢ ¢y = ;\tl, where )¢ is the Lagrangian multiplier associated to the
household problem. Denote F;(i) the present real value of firm i, i.e:

Fy (i) := Py Qu(i) — Wit (1) Le (i) — 'r’fSk’th(i) — Se By (i) — ng(z)Lt(z) + BE; [At 441 Fi41]

(12)
where W, 4(i) := Vg(:) is the real wage paid by the firm i, Si; := % the real price
of capital and S.; = ;?z, the real price of oil.!! The real prices of oil and capital are

considered exogenous and given by:

ln(Se,t) = pseln(se,tfl) + €et, ln(Sk,t) = pskln(sk,t—l) + ekt

where e.; ~ N(0,02) and e ~ N(0,07) are Gaussian white noises.
The first order conditions with respect to E:(i) and K(i) give:

Ei(i): Ser = PlayA, (%)Up_l (13)
i - (38 (B o

Then the first-order condition with respect to Ky(i) and Fy(i) equalizes the marginal
revenue product of capital and oil to their respective real price.

Using these equations one can derive the following expression:
Q(i) g Eq (i)

k T
=aP - —0 1
R O V1) )

Given constant returns to scale in production and perfect capital and oil mobility, all
firms choose the same capital-output ratio and the same oil-output ratio. This implies
that the marginal product of labor is defined by I'4(7) := g%((;)), where L;(i) = L(i)T}(i)
is equalized across firms as well. Then one has I';(i) = 'y, for all i.

Let J¢(i) be the real value of the firm for adding another worker at time ¢ after adjust-
ment costs are sunk. Remark that Jy(i) could be interpreted as being the firm surplus and
it is equal to the partial derivative of F;(i) with respect to L;(i) holding X, (i) fixed. Then

J¢(7) is given by:

Ju(8) =Py Ti0)Te = Wiali) = 5 X26) + B0 = p+ Xe(i) EeAresrJina6)  (16)

1Note that the intermediate firm acts in a perfectly competitive market, so it cannot impose the price.
The staggered prices will be included in the final good firm process.
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Oil and Unemployment 9

Remark that firms choose L(i) by setting X(i), or equivalently, by choosing V(7).
Then the first order condition for vacancy posting equates the marginal cost of adding a
worker with the discounted marginal benefit. Then one has:

HJXt(Z) = ﬁEtAt7t+1Jt+1(Z‘) (17)

Using equation (16), one can derive the following relationship for the hiring rate:

Xu(0) = DB 1 [Pl Tia(i) = Wen () + SX20 () + (- p)sXena@)]  (18)

which is a forward looking difference equation for the hiring rate. The hiring rate depends
thus on a discounted steam of the firm’s expected surplus from the marginal worker which
is the real marginal product of labor times hours worked minus the real wage (the net
earning at the margin), plus the saving on adjustment cost §.X; H(')

Define Dy (i) the real value to a worker working at firm ¢ and define U; the value of total
unemployment at time t. Remark that these two values are defined after hiring decisions
at time t have been made. One then has:

V(Ty)
U'(Cy)

Dy(i) := Wi (i) — + BEA 41 (1 = p)Diga (i) + pUssr) (19)
The value D;(i) depends on the real salary specific to firm ¢, plus the disutility in
consumption units, plus the discounted value generated if it remains employed or not in
the subsequent period.
Let us define:

Xt (D) Ly1
Dyy = | D))~y 2
# / O 5, @ (20)

the average value of employment conditional on being a new worker at time ¢t. Then the
subscript z is for the average taken from new workers, i.e those who have been hired at
period t — 1. Then the real value of unemployment, denoted Uy, is given by:

Ut := b+ BEtAt 141 (26 Dz + (1 — 26)Upt1)

then, as in the case of value of a worker at firm i, U; is defined by the unemployment
compensation plus the discounted value restraint to the probability that the worker will
find a job or not in the subsequent period.

Note that the value of finding a job next period for a worker currently unemployed at
time ¢ is Dy 441, which is the average value of working next period. Then as pointed out
by GT, unemployed workers do not have a prior knowledge of which firm might be paying
higher wages next period.

With these two notions, one can define the worker surplus at firm i, denoted Hy(7), and
the average worker surplus conditional on being a new hire, denoted H; by:

Hy(i) == Dy(i) = U, Hyp:= Dyt — Ut
Combining these equations one has the following relationship for the worker surplus at
firm q:

V(T (i)

Ht(l) = Wr,t(i) —b- U/(Ct)

+ BE A t1 (XHi11(3) — 2¢Hyp p41) (21)
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Oil and Unemployment 10

where x =1 — p.

Then the worker’s contribution to the welfare of the family depends on the real salary
earned if she/he works in firm ¢, minus what she/he looses if she/he works, plus her/his
future contribution if she/he is not separated next period, minus the value incurred if
she/he is searching for a job.

In the second step, as remarked by Thomas (2008), hours per worker are determined
by firms and workers by maximizing the joint surplus of their employment relationship, i.e
they maximize over T; the sum the household surplus H;(i), and the firm surplus, J;(i),
which leads to the following first order condition:

V'(Ti(2))

T T,(i)"Cy (22)

Py 'y =
L.e, hours adjust to the point where the marginal value product of labor Fj,I'y equals the
marginal rate of substitution between consumption and leisure for the worker. Because the
marginal product of labor is the same for all producers, then hours across producers has to
be also the same, i.e T;(i) = T; for all i. Note that hours are independent of the monthly
wage. The wage however will depend on the hours worked.

2.4 'Wage Setting

Staggered Nash wage bargaining is introduced as in GT. First, as in Calvo (1983), let us
suppose that each period, a fraction of firms (1 — 6,,) renegotiates its wage contracts, and
its adjustment is independent of its history, meaning that firms do not need to know their
history on being capable or not to renegotiate wages.

Assume also that while the duration of the contract of each firm does remains uncertain,
the aggregate duration is ﬁ. This way 6, could be interpreted as being a wage stickiness
measure parameter.

For simplicity, I assume that firms which cannot renegotiate their wage contract at time
t, take the nominal wage as it was in the last period, i.e Wi(i) = W;_1(i). Additionally,
assume that those firms who are able to renegotiate wage contracts at time ¢, bargain with
their respective existing workforce, which includes the recent new hires. Thus, workers
hired in between contract periods receive the same wage as existing workers.!?

Let W (i) be the wage of the firm 7 that renegotiates its contract at date t. When
renegotiating wage contracts, firms face the same problem. Hence they all set the same
wage. Thus the choice of W does not depend on i. Assuming Nash bargaining, the
contract wage Wy is chosen, so as to solve the following problem:

max H: ()" (3 1—777
max  Hi(i)" ()
subject to :  Wy(i) = { Wi_1(i),  with proba 0,

wWpe,  with proba (1 —6,)

where 1 € [0, 1] is the worker’s relative bargaining power, assumed to be constant across
time, and where J;(i) and H(i) are defined by (16) and (21) respectively.

12 As pointed out by GT, constant returns to scale guarantees that bargaining with individual marginal
workers is equivalent to bargaining with a union maximizing average worker surplus. The wage is chosen in
such a way that the firm and the marginal worker share the surplus from the marginal match. For further
discussion on the validation of this assumption, please refer to Gertler et al. (2008), Thomas (2008) and
references therein.
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The first-order necessary condition for the Nash bargaining solution is given by:

néei(r) = (1 —n)X(r)H(r) (23)

where Ji(r) and Hy(r) represent the firm’s and worker’s surplus for a firm renegotiating
its wage at time ¢ respectively, which exact expressions can be found in the Appendix
(equations (33) and (34)), and:

. 8Ht(r)

- _0Ji(r)
LT awy

owy

Pqﬂg, Et(T) =

Remark that & is the effect of a rise in the contract wage on the worker surplus and
3¢(r) is the opposite of the effect of a rise in the contract wage on the firm’s surplus. Using
the exact values of & and X;(r) one can note that X(r) > £ on average. As remarked by
GT, this implies that shifts in the contract wage have a larger impact in absolute value on
firm’s surplus than on worker’s surplus.

For a further analysis, let us rewrite the Nash condition by:

vi(r)Ji(r) = (1 = vi(r)) H(r) (24)

where:

n
v(r) == NG (25)

_77+(1*77)T

Using the expressions of J;(r) and H¢(r), one can derive the following relationship for
the wage dynamics:

E AWy = ESWE () 4 BxOuBeAria A i1 Wi (26)
where:
K V(T
Wi () i= B o) (PRTi+ SXP0) + (L= () (04 s + vzt ) |
(27)

Note that in the case of full flexibility, 6,, = 0, the ratio Z(TT) equals 1 and so v4(r) = n.

Then one recovers the conventional case of period-by period wage bargaining in the case
without staggered wages.

2.5 The Final Good Firm (Retailers)

As in Gertler et al. (2008) and Blanchard & Gali (2010), let me introduce staggered prices,
via the final good producers. Suppose that there exists a continuum of monopolistically
final good producers indexed by j € [0, 1]. Each final good firm uses the intermediate goods
produced by the representative intermediate firm described in Section 2.3, and transforms
one unit of intermediate good in a differentiated final good to be resold to the households
or exported in exchange for oil. Let us denote @t(j) the quantity of output sold by the
final good firm j and F,; its nominal price. Each final good firm has the following CES

production function:
~ 1 ~
Q= < /0 Qt(4)

€

D
ep—1 ep—1
€p d]
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Each final good producer maximizes its profit in two steps. First, given the aggregate
domestic price P;; and the aggregate demand @, it chooses a quantity of output Q:(j).
The first order condition of this problem gives the demand addressed to each retailer j:

Gu(j) = (PP(”) o (28)

In the second step, the final good firm, being a monopolistically one, chooses prices
P,(j) in order to maximize its profits. As in Calvo (1983), let us assume that there is
a fraction (1 — @) of final good firms that can re-optimize their prices at time ¢. Denote

;t(j) this re-optimized price. The rest of the firms that cannot reset their prices, leave
them as the period before (i.e P,y = P,¢—1). As in the case of wages, ﬁ represents the
average duration of the price contract and so 6, could be interpreted as a price stickiness
measure.

Using equation (28) one can derive an expression for the final good price aggregator:

Puc= ( /Ol(Pq,t(j))l_epdj> i

Firms that are able to re-optimize prices will choose the same price, because all of them
face the same problem. Then one has the following Calvo aggregate equation:

1— _ 1—
Pq,t v = (1- Hp)(qu,t)l + eppq,t—azf

The maximization of the intertemporal profit leads to the following equation:

“+o00
e 'Pot € T
E, [Z (BOp) " Ayt 4 Q% (P S 1Pq,t+k>] =0

k—0 q,t+k €p
In the case of flexible prices (6, = 0), one has:

e—1 1

T __
q,t —

Ep M,

where M, is the price markup.

Note that producing Q;(j) units of final good j requires Q;(i) units of intermediate
good 4 which is purchased from the intermediate firm at real price P;,. Therefore P/,
represents the real marginal cost for the production of final goods.

2.6 GDP, Monetary Policy and Government

I define nominal GDP at time ¢ by:

1
K . N
SetYt = Py Qt — Set By — 2/ X7 (6) Ly (i) i
0

Note that with this assumption GDP is the value added of production.'?

13See Blanchard & Galf (2007) and Acurio-Vésconez et al. (2015) for further discussion on this assumption.
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Let Hqt =
nominal short- term mterest rate, i, by the followmg monetary policy:

144 1441 \" Y; i
— P L i )

where In(g; 1) = piln(cit—1) + €+ with e;4 ~ N(0,02).
Finally, the Government budget constraint is given by:

(1+4-1)Bi—1+ Gy =B + 11 + b,

where Gy stands for the nominal government spending. I assume that the real government
spending G, = % is an exogenous process given by:

ln(Gﬁt) = (1 - pg)(ln(wQ)) + Pg ln(Gr,tfl) + Palk,g€alk,t + Pae,gCae,t + €g,t

where w represents the share that the government takes from the total output (@) for its
own spending, @ represent the steady state of Qy, and eg+ ~ N(0, 03) is a Gaussian white
noise.

3 Model Evaluation

3.1 Calibration

In what follows, I assume a monthly frequency for the model. As pointed out by GT, a
month calibration properly capture the high rate of job finding in U.S.data'4. Aggregation
and the steady state calculation are shown in the Appendix.

There exists 19 structural parameters in the model, in addition to those related to
shocks. Four of these parameters are conventional in the Business Cycle literature for U.S:
the discount factor, (3, is set at 0. 993 the depreciation rate, 4, is set at & %25 the government
spending output share, w, is fixed at 0.18 and the price markup at steady state, M, is set
at %. There are also four parameters that are specific to the Nash bargaining process and
the search and matching framework. I calibrate them as in GT. The monthly separation
rate, p, is fixed at 0.035. This choice implies that jobs last about 2% years on average.
The elasticity of matches to unemployment, v, is set at 0.5'°. The scale parameter that
captures the efficiency of the search and matching process, 1, is normalized at 1. The
bargaining power parameter, 7, is set at 0.5. The average probability of finding a job, z,
is set at 0.46 following the results obtained by Shimer (2005) for the U.S.average monthly
job-finding rate. As shown in the Appendix in equation (44) the unemployment benefits,
b, can be calibrated if one calibrates b, which is defined as the ratio of the unemployment

flow value, b + V((Tt)) to the steady state flow contribution of the worker to the match

(PyTT; + 2X?). The calibration of b is controversial. Shimer (2005) calibrated it at 0.4,
Hall (2009) proposes a value of 0.7 and the Bayesian estimation performed in Gertler et al.

This time path fits with the assumption that workers that have lost their jobs in time t — 1 starts
searching immediately and can still be hired at time ¢, but start working in the next period. Also, as
emphasized by Thomas (2008), monetary policy decisions in the U.S.Federal Reserve are at least eight per
year, then a monthly calibration is better to treat this problem.

5 As pointed out by GT, this value is in the range of plausible ones, reported in Petrongolo & Pissarides
(2001) survey
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(2008) yields 0.73 for this parameter, close to the one in Hall (2009). However, their
estimation recovers also a value of 0.9 for 7, which is out of the range of this parameter,
usually between 0.4 and 0.7. In order to be as close as possible to the literature, I calibrate
this parameter at 0.5, which is the prior mean chosen by Gertler et al. (2008) for their
Bayesian estimation. Also following GT, I calibrate the probability that a firm may not
renegotiate the wage contract at 8/9, which assume that wages are on average renegotiated
each 9 months. Finally, following GT and Thomas (2008), I set the hiring cost as a fraction
of domestic output in steady state, ”§5L , at 1 percent.

For the Taylor rule coefficients, I use the calibration of Sveen & Weinke (2008), then

the response to inflation, ¢, the response to the output, ¢,, and the persistence of the

Taylor rule, ¢;, are set at 1.5, %, and 0.75 respectively.

Remaining values are calibrated using the estimated values of Acurio-Vasconez (2015).
Then the share of oil consumption for households, z., 0il’s output elasticity at steady state,
e, oil’s elasticities of substitution, 7. and 7,, are calibrated at 0.0286, 0.0597, 0.5056 and
0.1387 respectively. The capital “share,” «, is fixed at 0.3607 and the price rigidity, 0, is

calibrated at 0.51643. Finally, the AR(1) autoregressive parameters are at the power %
Parameters’ calibration is summarized in Table 1 for the structural parameters, and in
Table 2 for the autoregressive parameters.

Table 1: Structural Parameters Calibration

Parameter Calibration Parameter Calibration
Discount factor 153 0.993 Calvo wage parameter O %
Depreciation rate 1) OgT Taylor rule response to inflation ¢ 1.5
Markup M, % Taylor rule response to output Oy %
Gov. spending output share w 0.18 Taylor rule persistence bi 0.71/3
Separation rate p 0.035 Dist. parameter in consump. Te 0.0286
Elast. of matches to unemployment -~y 0.5 Oil’s output elasticity Qe 0.0597
Scale efficiency matching P 1 Elast. substitution in production 1, 0.1387
Bargaining power n 0.5 Elast. substitution in consump. Mp 0.5056
Steady state prob. of finding a job  z 0.46 “Share” parameter on capital «@ 0.3607
b 0.5 Calvo price parameter Op 0.51641/3

Table 2: AR(1) Coefficients Calibration

Parameter Calibration ‘ Parameter Calibration
Real oil price Pse 0.9565% Oil productivity Pae 0.6576%
Real capital price pgi 0.9221% TFP Palk 0.7334%
Government ps 089105 | Oil Prod. in Gov. pae,  0.17413
Monetary p; 0.65765 | TFP in Gov. Palkg  0.59443
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3.2 Simulations and Results

Figure 1 presents the impulse response functions (thereafter IRFS) of the economy to a two-
percent increase in the real price of 0il'®. The model recovers most of the responses obtained
with the model developed in Acurio-Vasconez (2015): the small but persistent increase in
domestic inflation, the increase in hours worked, the muted response of oil in production
and the short lived increase in investment and domestic output. The transmission channel
for these responses are explained in Acurio-Vasconez (2015). With respect to the responses
of the new variables introduced in this paper, one can observe that an increase in the real
price of oil provokes a rise in unemployment that stagnates one year after the shock. This
effect is explained as follows. Because of the low substitutability of oil, an increase in
its price obligates firms to reduce cost somewhere else, hence one observes a decrease in
hiring cost, which translates into a contemporaneous decrease in vacant posts. This then
provokes the rise in unemployment. Note that firms could try to reduce costs by reducing
wages instead of hiring cost. However after an oil shock, workers need as well more income
to maintain their consumption level, so they bargain for higher wages. Then firms prefer
to demand more hours of work, which will increase wages, but they reduce vacant posts.
It is worth noticing that one observes an increase in real wages, rather than a decrease,
in contrast with what was found in Acurio-Véasconez (2015). However, the labor market
modelization is different in these two models. As explained in Acurio-Vésconez (2015), if
oil substitutability is low, after the increase in oil prices, producers increase their labor
demand, in order to produce a larger quantity of domestic output and pay for oil; and
consumers increase their labor supply in order to pay for bills. In that particular model,
labor supply is larger than labor demand and so the interaction provokes the decrease in
real wages observed. However while in Acurio-Vasconez (2015) labor is just hours worked,
in this model, labor is composed by hours and number of workers, then it is possible to
increase labor demand by increasing hours demand and decreasing vacancies. The increase
in hours demand and the households’ need of larger wages provoke, after the bargaining,
the increase in real wages in this model. Another important point to raise is that when
one allows for unemployment, the response of domestic output, while still increasing at the
moment of the shock, decreases by 0.14 percent one month after and continues to decrease,
in contrast with what we found in Acurio-Vésconez (2015), where GDP came back to its
steady state three quarters after the shock.

It is worth stressing that the response of unemployment is particularly sensitive to
the calibration of two parameters: the frequency of wage renegotiation, #,,, and the wage
bargaining power of households, 1. The frequency of renegotiation is observable from data!”
so its calibration is not problematic. The calibration of parameter 1 on the other hand, is
a subject of controversy. As noted by numerous authors, there is little direct evidence on
what an “appropriate” value of this parameter should be. As a sensitive exercise, let me
reduce the bargaining power from 0.5 to 0.1 and do the same exercise as before. The blue
solid line in Figure 2 represents the IRFS with the baseline calibration, while the dashed
green line represents the IRFS of the model where the bargaining power of households has
been diminished, ceteris paribus. As we can observe, with this change in calibration the
increase in unemployment is being reduced by 1.3 percent on average, in comparison with
the baseline calibration, while the responses of the rest of the variables do not have obvious

167 use the estimated standard deviation in Acurio-Vésconez (2015) to facilitate comparison.
'"The latest studies on the subject found that most of wages in U.S.are renegotiated once a year. See
Gottschalk (2005), Gertler et al. (2008) among others.
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Figure 1: Response to 2 Percent Increase on Real Price of Oil

changes, besides from those directly affected as wages, hiring cost and, vacancies. These
responses are explained as follows. On one hand, if households have less bargaining power
when negotiating wage contracts, even if they ask for higher wages in order to offset the
increase in oil prices, they will not be able to obtain the same wage contract as before, so
that real wages do not increase as much as before right after the shock. On the other hand,
firms still lower their hiring cost by reducing vacancies to cope with the increase in oil
prices, but because they can negotiate lower wage contracts, the reduction in hiring costs
are significantly smaller. Then unemployment increases around 2.5 percent, one year after
the shock. It appears then that the reduction of the wage bargaining power of households
could reduce the impact of an oil shock in unemployment.

This last result then raises another question: Could flexible wages'® and low bargaining
power for the households prevent the stagflatonary effects of oil shocks? In other to shed
some light to this question, let me realize one more experiment. Figure 3 represents the
IRFS of the economy in two different scenarios: the baseline calibration, and one where
wages have been flexibilized (changing 6,, from 8/9 to 0.1), and the bargaining power of
household reduced (changing 7 from 0.5 to 0.1). It seems that wage flexibility has an
important effect in unemployment, preventing it from suddenly increasing after the oil
shock. This is because when wages are renegotiated frequently and workers have almost
no bargaining power, firms will be able to negotiate a lower wage contract and so reduce
production cost, without strongly reducing hiring cost, i.e without limiting vacancies. This
income reduction however reduces the rise in investment and output. Then while it seems
that the two policies together, wage flexibility and the reduction in the bargaining power of
households, could play a role on the reduction of unemployment reaction to oil shocks, but
it can also cause a decrease in household income, which will have an effect in investment
and then in GDP.

8Note that wage flexibility refers in this model to an increase in the frequency of wage negotiation.
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4 Conclusion

This papers addresses the question of the effects of oil price increases into unemployment
and wage dynamics. It constructs a medium scale DSGE model that mixed two fundamental
ideas: the introduction of oil in consumption and production and the recent literature on
unemployment modelization. The model is able to recover most of the well-known stylized
facts observed after the oil shock in the 2000s’. A sensitivity analysis shows that the
reduction in the bargaining power of households for wage contracts negotiation reduces
the impact of an oil shock in unemployment without negatively affecting domestic output.
However, it also shows that even though the two policies together, wage flexibility and the
reduction in the bargaining power of households, could substantially reduce the reaction
of unemployment to oil shocks, they can also cause a negative reaction in wages, affecting
negatively the income of households and consequently investment and GDP.
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A Appendix A

A.1 Firms and Workers

The problem of each firm 7 is:

X
B (1),X¢(2), K¢ (2), W (4)
subject to:  Lyyk(1) = (1 — p+ Xygx(7)) Ly1x(4)

Qu4r (1) = (2p(Ap 4k Erar ()7 + (1 — xp)(ALK,tJrk(Kt+k(i)aLt+k(i)lia))gp)1/0p

where dy ;4. is the stochastic disc out factor from date ¢ to t + &, defined as:

ma; K¢ Li—%o di 4 (P(;HJQQt-Hi(i) - realcost(Qt+k(i)))] ;

1. Stochastic discount factor from date ¢ to date ¢t +1

A A
I WL
t+1

dipy1 =
’ At+1

2. Stochastic discount factor from date ¢ to date t + &

BN\

k
S BNkt
t+k

dt,t—i—k =

Let us denote Fy(i) the present real value of the firm i. Then we have:

Ft(l) :Etdt,t [P;,tQt - Wnt(Z)Lt(Z) - ’f‘fSk,th(Z‘) - Se7tEt(i) - gXtQ (Z)Lt(l) +

+E¢di 141 [PqT,tJrth-f—l — Wite1 () Lia (1) = vy Sks1 Kia (1) — Se i Erga (7) — gXt+1(i)Lt+1(Z)}
...

=Py Qt = Wit (i) Li (i) — 1§ Sk Ki(i) — SeEe(i)+

+BA 141 [qu,t-l,-th—i-l — W1 (1) g1 () = 151 Skap1 Kia1 () = Sepr1 Erga (6) — gXt+1(i)Lt+1(z)}

+...
=P, Qr — Wiyt (i) Ly (i) — 1y Skt Ky (i) — SesFy(i) — §Xt2(l)Lt(Z) + BEA¢ 441 Fia(7)

The first order condition with respect to F¢(i) and K¢(i) are given by:

N R o
Et(Z) . 78Et(2) Ft(l) =0« Se7t = Pq’tht(Z)
0 0
K0 R0 = 0% 18 = Pz g @)

Using these equations one can write:

Py Oy Oy
Tfsk,t :Ktq(;) a@q (i)'~ [ ¢ (1) — E, q(’)]

s s

_ qut Q () . Pq,t l—aq(.)Eap(,)
TK, )Y T R e WEeU
—a T Qt(z) _aEt(i)

B Pq’th(i) Kt(i)se’t
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Defining J;(7) as in the paper one has:

50 =515
—P(;tgi((z)) = Wreld) - OL?(Z') [; (%?)2 Le()| + /BaLa( )EtAt 41541 (0)
=Py g%((j)) = Wis(i) + g (@Vi(i)® Ly (i) 2+
55 Lf( TE A [Py Qe () = Wit ()L () = rf ki Kot — Seqnn Bt — 5 X2 () Lo ()] +
+ 5 8L8( )EtAt 140 Fria(d)

Having X, fixed, one has:
. . N
Ji(i) =P LTy — Wit (i) — §Xt (1) + B(1 — p + X¢ (1) EeAs 41 Je41 ()

The first order condition with respect to Vi(i) gives

0 K . 8@ 8Lt(2) 8Ft (Z)
o) < XF (i) Ly(i )) +Pq’t78Vt(z’) — Wra(i )8Vt(z) + BEiA 141 81;;(11) =0

Remark that:

0 (KB, ) _ .
gt (5 ) 40) =) = X and

OF,11(4) a OF,41(4)
Vi) T'OLi (i)

Then one has:

N OF41(1) -
X, =BE. A —
kX (1)q =PEy t,t+1aLt+1(Z.)Qt

kX (1) =PE A 41141 (1)
Using these last equations one has:
. . K
kX¢(i) =BEtAt 111 (P(;trt+1Tt — Wii1(i) — 5 2e1(8) 4+ B(L— p+ X1 (8)) Mg g2 Sy (i ))
. K .
=BEiAt 141 ( Pl Tivr — Wiy (i) — §th+1(2)+

B(1 = p)Ary1r2Jir2(i) + BXey1 () Aprer2Ji42(4))
. K .
=BEAser1 (PyLenTins = Wogst(6) = SX2 (1) + (1= )Xot (6) + £X7 (3))

Then we recover equation (18).
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Denote x = 1 — p. Using the definition of worker surplus one can write:

) ) V (T; .
Hy(i) =Wy (i) — b — U’((Cft)) + BEA 41 (XDit1(8) + (1 = X)Ust1)
— BEtAt 41 (26 Dapy1 (i) + (1 — 2¢)Upy1)
V (T, .
=W —b— U'ECZ)) + XBE:A¢ 141 D1 (7) + BEi A t+-1Us 1 — XBEA 111U 1+

— BzEi A4 41Dg 141 — BEA 4 1Ur1 — BB A 141U

V(T; .

=Wy —b— U’ECZ)) + BXEAt 141 (Dig1(2) — Ug1) — BziEeAi 11 (Dy i1 — Uig1)
V(T; )

=Wy —b— U’ECZ)) + BE A i+1 (XHi+1(2) — 2eHy 141)

A.2 Firm/worker surplus for/and in a renegotiating firm

One can rewrite equation (16) as:

“+00
. . 4% K .
Ji(i) =By Y (BX) Ay (Pq,t+kFt+th+k — 5 HE Xt2+k(l)>

k=0 q,t+k 2
because
) - Wy kK .
Ji (i) =E; [PqﬁtFtTt — P—t + 5Xf(z)+
q,t

W, K .
(B (P;,mrmTt Wi 2Xg+l<@>) N
q,t+1

W, K )
+ (Bx)* Atz <P;,t+2rt+2Tt+2 -2 Xt2+2(z)> + ]

Pyiyo 2
Wt K 2/
:P;trtﬂ - ﬁ + §Xt (Z)+
” Wit1 | K o
+ (BX)EtAt 1 | Pyiprler1Tin — + X700+
Pq,t+1 2

(% K .
(XB)Atg1,t42 <Pz;t+2rt+2Tt+2 -2 Xt2+2(1)> + >

Pyiyo 2
r Wt R 9,. .
=Py LT — P + §Xt () + BXE¢Ag t41J141(7)
q,t
Denote:
+oo .
— . W, 7
Wi(i) == Eq Z (5X)kAt,t+th+k() (29)
k=0 q,t+K
then one can write:
+00 .
Ji(i) = B Z (B)* At psn (P;t-i-krt-i-th-i-k‘ + §Xt2+k(i)) — Wi(i) (30)
k=0
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In the same way one can write the worker surplus defined in equation (21) as

+0o0
Hy(i) =W,(i) — E Z (BX) Atk (b + BAtyhorhirZerhHa ki) (31)
k=0

On the other hand, let us denote Wy(r) the re-optimize wage for a firm that can rene-
gotiate its wage contract at time ¢, One has:'®

Wi(r) = Wy
Then in ¢ + 1 one have:
E Wi (r) =0,Wi(r) + (1 — 00)EWE
=0 W + (1 — 0u)E: W,
By induction one has:

EWita(r) =E¢ [6uWig1(r) + (1 — ) W2,
=E¢ [0 (6uW + (1 = 00)EWE) + (1= 60) W]
= [etho‘f‘gw(l Ou) Wiy + (1 -0 )Wt+2]

EiWiin(r) =E¢ [0uWigr(r) + (1 = 00)We 4]
=, (057 + 0571 (1 = 0,) Wy + o+ (1 0) W3 (32)
Using this expression one can rewrite equation (29) as

= o [ WAl ) Wt+1(i) 2 Wiga(r) }
Wir) =K [ Pyt Y P B0 Ares2 P2 M

+ (Bx)A¢

%% 1
=3 [Pt + (5X)At,t+lp (etho +(1— Qw)Wt%rl) +
q,t

q,t+1
1
+ (Bx)2As, t+2P s (O2W7 + 0 (1 — 0)W2y + (1 — 0u)WP,) +

+ (/BX)kAt,tJrk (0112Wt0 +oh (10 )W + o+ (1 -0 )Wt+k> ]

Pyt
Wy A ] A
:Et[ 4 (g duttlgh o o (g btk ghgpo
Pyt Py Pyt

At i1 o At it2 o Atk o o
HBO B (0= 0 Wiy + (B 500 = B Wiy o (B0 5 O (1= )W .

W,
Aggpyr + . >qut+

q,t+k

P,
1 + (5X9w) &l At,t+1 + ...+ (BXew)

P Py
= ]Et (1 + (5X9w)P ij—l At,t+1 + ..+ (Bxew) P
q?
( Po i1 Pq t+k

A
LA 4kt > (Bx)(1 — ew)Pt’Hl Wi+ ..
0, t+1

Let us denote:

A -:f(ﬁ O.)° Fat )
t - — XUw Pq,t+s t,t+s

19 A5 explained in the body of the paper, all the firms face the same problem. Then they choose the same
wage, so the optimal wage for a renegotiating firm does not depend on 3
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then one has:

_ Wy A A
Wi(r) =Bt + Bi(Bx)(1 = 0u)Ava 5= Wiy + BB (1= 0u) Ao 5 Wik o+
Pyt g,t+1 q;t+2
At btk
=E A —|— E —— A WY
o p tz Pq,t+k t+k Witk
wy S Ag it
:EtAtP + By Z (1- Hw)(ﬁX)HlP’iAtJrkHWtikH
qt k=0 g t+k+1

Let us denote Jy(r) the firm surplus of a firm that can renegotiate its wage contract at
time ¢ and H;(r) the worker surplus for a worker working in a renegotiating firm. Using
this expression and equations (30) and (31), one can write:

Atttk
Etz BY) At vk ( Pyoiklirk T + 2Xt+k< r)—(1— ew)(BX)ﬁAt+k+1Wto+k+l
k=0 q,

Wy
P,
%%
P,

~ A, (33)

Ht(T‘) :EtAt

(34)

= V(T,
~E: > (B Ak (b + U’ECZ)) + BA k41 2tk Ha k1
k=0

Neti itk
—(1- ew)(ﬁx)iwr a +1At+k+1thrk+1
Ptk

A.3 Nash Bargaining
Using the definition of & one has:

0 we
=P, ,——F; | A=t
ét q,t 8WO t|: thyt
+o00o
V(Ty)
- E kA b
tkzzo(BX) tt+k < + U(Ch)
A
+ BNkt k1 2ok Ha g1 — (1 — 9w)(5X);WAt+k+1Wtik+1>}
Atk
é't :]EtAt

Then one has:

5 L WY (35)
bot+1

& =1+ (Bxbuw)E

Using equation (16) one can write the surplus for a renegotiating firm as:

T WO R (o} (0]
Ji(r) =Py T¢T; — tt —3 (0w X (W) + (1 — 0u) X7 (W) (36)
qy
+ BOLE (X + Xe (W) Ar 1 i1 (WP) + B(L — 0)Ee(x + Xe(Wit)) Av i1 T (W)
(37)
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where
kX (WP) =BEA 41T (WY)

wpe K
Jet(WP) =Py 1Ti1Top1 — ——— — 2 X7 () + Bx — XP1 (1) Avs1pr2era(i)

Pq,t+1 - 2

Then using the definition of ¥;(r) one has:

1 2 0 d ~
Et(r) = — PyiEe <— - %4, 52 A1 2dei 1 (WE) s Tt (W) + BOux At Jer1(WY)

Py 2 owy owy
+ 0 BX(W JA 4 J (W¢2) + 5o J (W)ﬁA 4 J (Wy)
w t t t,t+1 31770 8Wt t+1 t wdt+1 t t.t+1 1170 8W° t+1 t
=1 — B0 (x + Xe (W) Py iBeAp 141 505 S (W)
Note that Jy41(We) = Jip1(r) and X, (WP) = X,(r). Then

P

Et(r) =1 + 5911;(}( + Xt(T))EtAt,t—i-l P 2! Et+1(T) (38)
q,t+1

To derive the optimal wage equation (eq. 26) let us replace the values of equations (33)
and (34) in (24):

Atgktv
(Etz BX) Mo < Ltk T + Xt—i—k;( r)—(1- 0w)(BX)]tj;;:At+k+1Wtﬂ—k+l>
k 0 q7

WO
A —t ) =
th,t)

—+o00
V(T A )
- Z (BX) At pk <b + () + BNtk b 120k He g — (1 — 9w)(5X)WAt+k+1Wt+k+l>>

P U'(Cy) Pgtvk+1
Wto < k r K2
Eelep— = D B A (Vt(r) (Pq,t+krt+th+k + §Xt+k(7“)> +
¢ k=0

(1 —14(r)) (b + ;Eg)) + BAtk k126 He t+k+1> +

A
—-(1- ew)(ﬁx)WAtJrkHWﬂrkH)

i Pg ket
— _Vt(r) (Pq’tFtTt * gXtZJrk(T)) + 1 - wn(r)b+ g’((rgt)) + BA 126 Hy 141)
—(1=62)(5) ]ﬁzil AWy + (BX) A 41041 Z;ﬁﬂ

o
+BA 126 Hy t11) + (BXOw) At i1 10¢41 P i+l ]
0ot+1
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Then one obtains equation (26). Remark that iterating this equation one has:

B AW =E WL (r) + B (Bx0uw) Aps 1 Wi 1 At
EtAtWt(:q :]Etth-(}l—Tl (1) + E(BxOw) A 2W t+2At+1 t+2

Then one can rewrite (26) as
E: AW =EW (r) + Be(Bx0w) At 1 (W) + BXOuwDiraWoyyoMNii142)
=E¢ (W (1) 4+ (BX0w) Mgt WL (1) + (BxOuw)* Do Nis1,442W o)

=E¢ Y (BXOu) Atk hst WHR (1) A i
Then one has

o
WP =B > (Bx0uw) Mokt skt WL () Erpn (39)
k=0

A.4 Aggregation and Equilibrium

Let me define,

1 1 1
Kt:/ K, (i)di, Et:/ E,(i)di, Lt:/ Lo(i)di, V;:/ Vi(i)di, M, = /Mt
0 0 0 0

Define also the average wage across workers by:

! L (2
Wt _/ Wt(Z)
0

By Calvo assumption, one has the following wage aggregate equation:

L Ly(2
Wt:/ Wi (i) tL()d +/ Wi (i) Z(Z)di
set—wages t not—set—wages t

:(1—9w)wt°/0 Lt()d + 6y / Wi—1( )Lt()dz

Ly
Ly(3)
Ly

=(1 G)Wt+9/Wt1) di

The intermediate firms are homogeneous, then:

1
Qi = /0 Qu(i)di

At the equilibrium, total domestic supply of the intermediate good ); must be equal to
the total demand by the domestic final good firm fo Qt )dj, then using equation (28) one
has:

Qr = vp,1 Q¢
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where 1+
_1TEpt

1 .
Pqt(])> ot
Up,t 12/ ( dj
P 0 Pqi

is a price dispersion measure. Remark also that one has:

tept 1 Ltept
_ Ep,t o .
Upt =Py /0 Pyi(d) vt dj
1
l+ep ¢ ltept 1 P . _ jsp,t ey
=P €p,t 6. P Ep,t q,t—l(]) Pt di + (1 —6,.)(P° T ept
=gt pLgt—1 P j + ( p)( q,t) '
0 qvt_]-
1+ep ¢ Pat 7H£»§1;,t
Ep,t q, ’
:equ,tp ’Ut,1 + (1 - Hp) <P>
qit

Aggregating the production function one has (Cf. Appendix Acurio-Viasconez (2015)):

~ Canp\ /P
0piQr = (A BY + (1= ) A e (B (L)' =) )

Given constants returns to scale in intermediate production and perfect capital an oil
mobility, the ratios IE(‘;((?) and %8 are the same across firms, then the marginal product
of labor I is also the same across firms. Equation 22 implies that hours are also equalized

across producers. Then using equations (13) and (15) one has

-1
E\"
_pr Op t
S€7t _PQ7tprE,t <

Qu
K aop—1 I (1-a)op
k T o t t
¢ Skt :Pq,ta(l - mp)At,pLK (Qt> (Qt)
. Kt>o¢ap <Et>(1—a)op
Iy=(1—-x,)(1 —a)A," — —
=-a-aal (5) (o
Define X; the unconditional average value of the hiring rate:
1 L:(i
Xt Z:/ Xt(Z) t(Z) di
0 Ly
From equation (18) one has:
- La(i) . Ly() ALe(i) |k - La (i) A La(i)
kX (1) L, BE: At 141 |:Pq7trt+th+1 I, Wiy t41(17) I, + 5 240 I, + xkXt41(7) I,

Taking the integral on both sides one has:

1 1 AN NGO
kX =BEA 141 |:P¢;trt+1Tt+1 - / VVtH(Z)ﬁdZ + / X720 (i) al )dl+
Pyir1 Jo Ly 2 Jo Ly

+XK /O 1 Xi41(4) La(i) di]

Ly
K
=BEiA¢ 111 [Pg,t—&—lrt-i-th—&-l — Wit + §X152+1 + X“Xt—&-l}

1 .
K . . N Le(e) . K
+ﬁEtAt,t+l [/ (§Xt2+1(l) — Wr,tJrl(Z) + XK:XtJrl (Z)) Z(t ) di — <§Xt2+1 — Wr,tJrl + XKXt+1):|
0
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Then one has:
K
KX = ﬁEtAt t+1 [ q t+1rt+1Tt+1 Wr,t+1 + §Xt2+1 + X’QXt+1} + Qx,t (40)

where

1
Qpp = BEAs 141 [/ (gXtQH(i) — Wrig1(1) + xk X1 (3 ))
0

Define the average value of workers, the average worker surplus and the average value
of the firm marginal surplus respectively by:

L@ D) [t L)
Dt —/ Dt(l) L dZ, Ht —/ Ht(’b) Lt dZ, Jt —/0 Jt(Z) Lt di
)

Ly(i)
Ly

di — ( X2 - Wr,t+1+XHXt+1)]

Multiplying equation (21) by -~ and taking integral in both sides one has:

V(T, [t , L(i) .
Hy =W,y —b— () + BE:A¢ 441 / X (Di41(2) = Upy1) il >d2 — 2t Hy 111
U'(Ct) 1Jo Ly
V(T, [t ~Li(i)
=W, —b— U’((Cft)) + BEiA¢ 141 _/0 xDi41(4) tL(t ) di — xUpp1 — ZtHx,t+1:|
V(T, [t Li(i)
=Wy —b— U/((Cft)) + BEA¢ 141 /0 XDy+1(7) z(t)dl — XUt+1 — 2t(Dz 41 — Ut+1):|
V(T [t L Li(i)
rt —b— U’((Cft)) + BE¢A¢ 111 /0 XDi+1(i) tL(t ) di + XUts1 — 2¢(Dz 11 — Ut+1):|
V(T ! L Li(i)
=W, —b— U’ECZ)) + BEiA¢ 141 _/0 XDi11(2) tL(t ) di — (x — 2t)Upy1 — Zth,t+1:|

Remark that one also has Uy = Dyy1 — Hyq1, then:

V(Ti)

Hy =Wy, —b—
T e

+ (x — 20) BEA i1 Her + Qg (41)

where:

Qp i :=PEAs 141 [ (/ Dy (1)

In the same way, using equation (16) one has:

dl Dt+1> — 2t (Dg 41 — Dt+1)]

L L:(1
Jy :P;tFtTt rt +/ X2 ) Z< ) _|_BXEtAt t+1/ Jt+1( ) Z( )dl
0 t
A *Xt + BXEtAt 141 + Qg (42)

2

where

2 2 ! L (4)
X Xi ) + BxEiAg 1 ; Jr1(1) I, di — Jt41

Aggregatmg the government constraint one has:
Gt = Bt - (]. - it—lBt—l) - (1 - Lt)quJ - Taxt

Finally the resource constraint is given by:

1
K ) N
SetCt + Sk ily + Gry = P,;,:Qt — St By — 5 / Xf(z)Lt(z)dz
0
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A.5 Steady State

I denote Z the steady state for the variable Z;. The following equations define the steady
state value of the model.

Households

oc—1

,Q:(ﬂ—xa+x£?;)

1 =1
Ce =157 877 C
—1

Cq :<1 — xC)SCﬁC
.1 1
== —
B
1
k
rf=——1494¢
B
I =K
A =1

S.C =FjQ — S.B - 5 XL — 35K — wQ

Employment Dynamics

X =p
L=—"
p+z
pL =M
S=1-1L
Firms, Government and GDP
1
P =—
P
9 170’p Se
E Pq’"a:pA%p
K « pr_ £
Q ™S\ ? Q
Op
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Remark that:

1 ; 1 . 2 .
g 5 [ (L)) 1),
/0 2Xt+1(l) L d2—2 ; Loy X I, di

_h [/1 Lfgﬁ) Li(@) . QX/I Lei1 (D) Le(d) o Ly
2 /o Lt+1 L; o Liy1 L

at steady state employment share are constants, i.e. L(i) = L, then:
1 .
Foo L) o K 2
/0 §Xt+1(l)Ttdl =51 =2x+x%)
N2
2

Then one has

KX = B(PITT — W, + gXQ + yrX) (43)

Finally one has also

1
__ P Op
xp =0’ My

1
Q = (2pAFET + (1 — 2p) AT (K*L'™%)) o

Up =1
Q=Q
G, =wQ
Y EF k& L
L =Pr 8= — X2~
g Tha =5 3G
L=LT
PIT =T"C

Nash Bargaining, Wages and Surplus
At steady state, v(r) = v and X(r) = X, then:

S E—
n+(1-n%
1
$=1- a0,
1
Y
1_/807.0

At steady state one has W (r) = W' and W = W then W, = W?. Using equation
(26) one can write:
EW; =W + (Bx0w) WY
E(1 = Bx0u) W2 =T
Wro :Wtar
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At steady state, hiring rates are identical across firms, then X;(i) = Xy, then:
1 . .
A X(1)L(i) ..
D —/ D(i)—=—*di=D = H =H

Using equations (21) and (23) one then has:

_ 1 V(T)\ 1 cT'He
15 (" @)~ o= (0 555
1—-nX
J=———H
n g
Using equation (27) one also has:
W, = W' =y(PITT + EX2) +(1-v)(b+ V(1) + BzH)
" 4 2 U'(C)
Jp— K o B V(T) Bz B Bz V(T)
=HEIT 530 + 0 (04 gy 7 s (O o))

Using equation (43) one can replace the value of W, in this last equation, having:

W, =P/TT (u + (1 - ”)1_(52_2)/@) + ng (v+ (1- ’/)1—(52—2)6>

2(1—x

oy 2mXA) L (xB) (, V(D)
S T e R )1—(w—2)ﬁ<b+U’(C))
R RN S S NG
_1—(:c—2)ﬁ( (FTT+ 55" 420X + (@ )<b+U'<0>>>
B peppifixe Bz 21-XB)
S e LA R e ey RS e P

then:

W, (1— 1_(5'2_ z)B) :1—1(;%)6 (y (P;FT+§X2+MX) +(1-v) <b+ g,((?)»

il rn e oo 25)

Remark that one can rewrite the steady state of equation (27) as:

Wy =v (PTT + 5X2 4 26X ) + (1 - w)H(PTT + £ X?)

where:
~ bt
hi= O (44)
PqTFT + %XQ
and
K kX
=P TT+-X>—-""(1-

I assume that the steady state of oil and capital real prices are equal to 1 as well as the
steady states of both technologies processes. Then:

Se = Sk = AE = ALK =1
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B Appendix B: Log-linearized Model

Small letters represent the log-deviation of each variable with respect its steady state,
2t = log(Zy) — log(Z) =~ LZ—Z For the rental rate of capital (rF), the investment (I;),
both transition probabilities g; and z;, the stochastic discount factor A;¢11, and the Nash
bargaining variables, v, £ and X, the log-deviation will be represented with a hat over
the variable. One has: Small case letters represent the log-deviation of each variable with
respect its steady state, z; := log(Z;) — log(Z) ~ #Z. For the rental rate of capital (rf),
the investment (I;), the transition probabilities g; and z;, the stochastic discount factor
At ¢+1, and the Nash bargaining variables, v, £ and X, the log-deviation will be represented
with a hat over the variable. One has the following equations:

o)
o
|
N
N
SIS
~__
Q
'
~_—
8
o
)
fh
us]
=
S~—

Cqt =Ct — - 1 Set (B.2)
Cet =Ct + T (Set — Seit) (B.3)
ct =Etfcri1] — (it — Eifmep41]) (B.4)
it =(1 = B(1 = 6))Ee[risa] + Ee[mp, p41] (B.5)
it =@iit—1 + Gi(PnTqr + Pyyr) + & (B.6)
0L =kp1 — (1= 0)ky (B.7)

Q7 =y (AE) ™ (aes + er) + (1 — 2,) AT (K L'~ (g + aky + (1 = a)(s + 1))
(B.8)

e =1 —op)qt + opais + aopks + (1 — a)op — 1) (1 + 1) (B.9)

Set =(op — 1)(er — qr) + Pyt t Oplet (B.10)

Pt + sk =py, + (1= op)g + (aop — Dk + (1 — a)op(le + ) + opak (B.11)
A1 == Tepp1 — g1+ (B.12)
BTE T S AE AT s
my =(1 —y)vy + vs¢ (B.14)
lv1 =l + pxy (B.15)
G =mi — v (B.16)

2 =my — St (B.17)

s = — %lt (B.18)
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E?t +op =z + Iy ( )
Tkt =Tq,t + Skt — Ski—1 ( )
et =Tqt + Set — Sejt—1 ( )
Se,t =PseSet—1 T Eset ( )
Sk,t =PskSk,t—1 1 €skt (B.23)
grit =Pg9r.t—1 + Pgae€aet T PgalkCalk,t + €gt ( )
Gt =Paclet—1 + €Cacyt (B.25)

Qlkt =PalkQlkt—1 T €alkt ( )
€it =Pi€it—1 T €eit ( )
(B.28)

Ep,t =PpEp,t—1 — Vpept—1 + €pi

B.1 Budget constraint

Let us log-linearize the budget-constraint equation:
Bot =5, C-C _ Q Py E s,
’ e PT o PT‘ o = 8.
s T ¢ SCC( 2t~ PO+ g E(@ = Q) — o5 (S = 5o) — o5

Sk
S, C(I )~ 25.C

<~ (B — E)

1
(S50 - | 2xndicr - x)

2 —
2SC/X )di( Ly — L)SC(GM )

from where one obtains:

c by SeE Syl . kXL G,
gLt o) =g+ @) = G (sea ) = o lone + 1) = 5o Goe 1) = Sh0ne
(B.29)

Documents de Travail du Centre d'Economie de la Sorbonne - 2015.43



Oil and Unemployment 35

B.2 Hiring rate
Remark that d,; = d; and then h,; = hy. Let us log-linearize equation (40):20

KX L(x; +1;) =BE; [PJTLT(Ay g1 — A) + TTL(PL, — F}) + TP;L(T; — T)
+ PITT(L; — L) + PITL(T; — T)
— Wy L(Apgs1 — A) — L(Wyy — W,) — W (L — L)
+ gXQL(AmH —A) + KX L(Xp1 — X) + gXZ(Lt ~I)
+ xkXL(Appy1 — A) + XKL( X1 — X) + x6X(Ly — L)

1
/ EX2()L(i)di(Aggr — A)+/ wX (i) L(1)di( X1 — / S X2(i)di(L, — L)
0
—%XQL(AE,:H—A)—/@XL(X,: X)——XZ Li— L)

1 1
/W Ddi(Arrsr — A)—/O VKL () di (X, — X)+/0 kX (i)di(L; — L)

+ /0 KX (L) di(Arasr — A) + /0 WKL) di(Xps1 — X) + /0 KX (0)di(Ly — L)

+ W, L(Apyg1 —A) + LWy — W) + Wy (Ly — L)
—XEXL(Ap 41 — A) — xL(Xy — X) — x6 X (L — L))

=PE; [P(;FL(At,t—f—l + pgs + Yer1) — W L(Att1 + wret1)
+gX2L(At,t+1 + 2$t+1)XKXL(At,t+1 + ﬂft+1)}
+ BE, [P;PL — W, L+ gXL n XKXL} I
From where one then has:

T = Et[\t,t—&—l + %Et [PgFT(p;tJrl + Ye+1 + tt+1) — Wrwm“] + ﬁE,@t.H (B.30)

B.3 Nash Bargaining
Log-linearizing equation (35) one has:
ét =(xB0w)E; [At,t+1 — Tgt+1 T ét-s—l} (B.31)
On the other hand, log-linearizing equations (25) and (38) one obtains:
2y(r) =(1 = v) (& — Si(r))
ZAjt(r) =Bx0wzi(r) + BOLE, [At,t+1 — Tgt+1 + it+1(r)}
Remark that averaging across firms one has:
Sy = BxOwzt + B0,E, [[\t,tﬂ — Tgt+1 + i]tJrl} (B.32)
Then one has:

oy =(1—v)(& — %) (B.33)

20Because O, = 0, one can not log-linearize directly Q ;.
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B.4 Wage Dynamics

Log-linearizing equation (26) one obtains:
+oo
o Fo_ E ) k A ~ tar
wyy + & = By Z (BXOw)" (Attk 1 + Stt1 + wi (1))
k=0

Using the log-linear equation for ét then:

—+00
w, + & =B Y (BxOu)* (G + (BxOw)Tqurn + wiTy(r)
k=0
Wiy =BXOuqr + W (1) + BxOuww? 4y (B.34)

From equation (B.30) one can write:

W,
T —x(r) = — iX Ei(writ1 — wras1(r)) + BE¢ [Tr41 — 241 (r)]
W,
= — IB,%X Et(wr,t+1 — wr,tJrl(r))
W,
— 'B/B/QX Et(wr,t+2 — wr,t+2(7"))
W,
— ,32 iX Et(w7-7t+3 - wr,t+3(r))

On the other hand, let us log-linearize the aggregate wage equation:
1
W L(ws + 1) =(1 — 6u)L(W® — Wy) + (1 — 6u)W (L — L) + aw/ L)di(Wy_y — W)+
0

+ 0, /01 W (i)di(L; — L)
wy =(1 = Oy)wy + Opwi—1
Then in real terms one has:
Wy = (1= Op)wyy + Opwr i1 — OuTgy (B.35)
Then log-linearizing the expressions on equation (32) one can write by recurrence:

Et [wisk — Wi (r)] = 05 (wrg — w?,)

and then:
B0 Wy 0
wy(r) =2 + m(wr,t - wr,t) (B.36)
Log-linearizing equation (27), one has:
Wow;™ (r) =E¢ [Py DT (g, + i + te) + veX 2w (r)+ (B.37)
V(T -
+v (;){2 _ 5ZH —b— U/((é)) -+ P(;tFT) ﬁt(’f’) + IBZH(l — V)(Z?t =+ At,t+1 —+ ht+1)+
vV (T) -
e+ a @) (B.33)
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and log-linearizing equations (41) and (42) one also has:

(1)

W, A . A V ~
h: =——Wrt+ BXE; |:ht+1 + At,t+1} — Bz, |:Zt + hgp1 + At,t+1 — m(ct + (1 + w)tt)

H
Je =P, TT(pgs + e + 1) — Wewpy + KX 2wy — /BX(At,t—i-l + jt+1)

Then using these equations and those obtained when log-linearizing the bargaining equa-
tions, one has:

e = ha(r) = (0 = 04 (r)) + B — 2By Phess — P (r)]
W, X? , ,
Je = 3(1) = = (e = g () + T3 = @0(r)) = BXE¢ [je1 = i (7)]
R . 202
S-S = e L, —ugy)

K 1—p621— 50,
Uy — (1) = — (1 = v) (3¢ — Su(r))

Consider now a firm renegotiating at time ¢ + 1, denoted r’. The following relationships
are verified:

E; [wr,tJrk - wr,t+k(r/)} :ez’f;lEt [wﬁtﬂ - w$7t+1]

B%Wr o
E, [(33t+k - 33t+k(7"/)] = mﬂzt [wr,tﬂ - wr,t+1]
W, o
Bt [hig1 — hagr ()] :H(l B0 (x — z))Et [wr 41 — WPy ]
W,

Bt [jer1 — Jera(r')] = Bt [wrsp1 — w] 1]

~J(1 - By)

R R W, B293] 1—-v o
Eq [Vt—i—l - Vt+1(7“/)] =1 562 1— 36 (wrp41 — wr,t+1)
w w

Log-linearizing the Nash condition for a firm renegotiating wages at time ¢ + 1, one has:

1
1—

B i)+ 1 )| = Eehuga ()

Then:

Ethir1 = Ky [jt+1 + 7
— UV

D1 + C(wrp1 — w?,t+1)]

where:

Com W 1 g, 1 1
T T \k(1 = BOy) 1 - 802 J(1—B0,) H(1—B0u(x —z))
Log-linearizing equation (17) one has
z = Ey [At,t—&-l + jt+1}

Then replacing for j;+1 one can re-write

Ey [ht+1 + At,tJrl} =z + [y [ Upp1 + C(wrig1 — w?,t-i—l)

1—v
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Finally, one can re-write equation (B.37) as
wgar(r) — wgm’ 4 wa(wht — ’w%t) + By [’wr,t+1 — wﬁtH] (B.39)
where

Wi =gy + e+ ) + Gati + G2+ Gul + VB + Pl + (L+@)t)  (B.40)

and
1 v(l—v) B%02 , K 9 vOT1+
zH(1—v
Y ::IB ‘EV )C
_vPTT
=W
[ Z:WL(I/I{AXQ +BzH(1—-v))
s ':ﬂzH(l —v)
z - Wr
v . Koo B L CTlJr@
by =W <PqI‘T+2X BzH —b 55
_ BzH
Py 1= W
by im vOTH®

14w

Replacing equation (B.39) in equation (B.34) and using (B.35) one can derive a simplified
expression for the real wage

— Qw r 1 + w - w 1
Wyt = — wga + ~¢ Wy t—1 + er’t71 4+ = (1 6X9 —1-— ¢w> gt (B41)
0w ¢ ¢ ¢\t = Yw
Hw - Yw
4 DX — Vo
where

&= o+ b+ b0 — v

Equations B.1 to B.28, B.29, B.30, B.31, B.32, B.33, B.40 and B.41 complete the
log-linear model.
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