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Labor Market Friction, Wage Rigidity and Inflation
Persistence in China: A Dynamic Analysis Based
on Different Wage Bargaining Models

YE Zheng-mao, WANG Shi-jin

(School of Economics, Shanghai University of Finance

and Economics, Shanghai 200433, China)

Abstract: Recent studies show that inflation in China is obviously featured by persist-
ence and the clarification of the internal economic logic of the generation of this feature is
of great importance to the analysis and formulation of monetary policy. Taking the impor-
tant changes in labor market in China during the economic transition period into account,
this paper deep analyzes the generation mechanism of inflation persistence by introducing
labor market friction and wage rigidity into new Keynesian framework. It arrives at the
conclusions as follows: firstly, labor market friction has the critical effect on the transmis-
sion channel of monetary policy, namely the change in monetary policy results in the
change in aggregate economic demand and along with the increase in aggregate demand.,
the increase in expected profits leads to more provision of jobs. thereby giving rise to the
rise in employment, but owing to search and matching friction, the adjustment to labor
market has the hysteretic feature and thereby the changes in working hours relatively
smooth, delaying the changes in marginal costs of firms and thus leading to the relatively
slow changes in inflation; secondly, by introducing wage rigidity, dynamic adjustment to
wages more smoothes, thereby strengthening inflation persistence. Compared to effective
Nash bargaining model, in right-to-manage model, manufacturers and workers do not need
to make games focusing on working hours and wages, and the changes in working hours do
not lead to timely adjustment to wages, thereby further raising inflation persistence.

Key words: labor market friction; wage rigidity; inflation persistence; monetary
policy
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