The Role of Demand Management
Policies in Reducing Unemployment

Charles R Bean

"Macroeconomic policy has two rolesin reducing unemploy-
ment: over the short termit limitscyclical fluctuationsin output
and employment; and over the longer termit should providea
framework, based on sound public financesand price stability,
to ensure that growth of output and employment is sustainable,
inter alia through adequate levels of savings and investment.”

This quotation appears at the beginning of the Policy Recommen-
dations section of the Organization for Economic Cooperation and
Development's recent jobs study (OECD, 1994). However, of the
fifty-nine separate recommendations only three concern macroeco-
nomic policies, and but 10 percent of the background analysis is
concerned with macroeconomic issues. The three specific macroe-
conomic recommendations are: (1) maintaining demand at a level
appropriate for achieving noninflationary growth; (2) fiscal consoli-
dation; and (3) improving the mix of public spending and taxation (as
much a microeconomic measure in any case). Likewise most of the
contributionsto this conference concentrate on structural issues con-
nected with labor markets rather than traditional macroeconomic
questions.

Let me stateclearly at theoutset that | do not wish to argue that this
emphasison the supply sideis mistaken. Whileit is ailmost certainly
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the case that adverse demand shockshaveplayed at least somerolein
pushing European unemployment to its present levels, the scope for
moreexpansionary macroeconomic policies alonetoreversethetrend
isdistinctly limited, for reasons that will be discussed below. Rather,
reducing unemployment levels to something that is socialy accept-
able will surely require the implementation of various structura
measures to improve the functioning of labor markets. One, rather
classical, view would beto argue that thisisall that isrequired: if the
supply side is put right then the demand side will take care of itself
through appropriate adjustmentsin wages and prices. | think that the
presence of various rigiditiesin the economy make this too sanguine
a view and that the likelihood of the labor market measures being
successful will beenhanced if accompanied by suitably expansionary
macroeconomic policiess—inthewordsof Blanchard and others (1985)
a"two-handed" approach. Apart from leading to further unnecessary
output losses, aclassical strategy of allowing thedemand sidetoadjust
automatically through downward wage and price adjustment runs the
risk of leading to an early reversal of what may be quite painful
supply-sidereformsif their benefits are not immediately apparent to
the el ectorate. However, saying that policiestoward aggregate demand
should be complementary to supply-side policies still leaves many
guestions unanswered.

In my contribution | shall try to address some of these. | shall start
by presenting some evidence on the role of demand factors in the
movements in American and European unemployment, and then
review the mechanisms by which macroeconomic policies affect
unemployment, paying particular attention to persistence mechanisms
that |ead demand shocksto havesupply-side consequences. | conclude
that the scope for demand management policies alone to reduce the
present very high levelsof European unemploymentislimited. | shall
then go on to consider how macroeconomic policy should be set to
complement appropriate unemployment-reducing supply-side meas-
ures, taking cognizanceof the uncertainty surrounding theequilibrium
unemployment rate and the constraints on fiscal and monetary poli-
cies. Finally | shall consider the desirability of other policies that
might enhance the effectiveness of macroeconomic policies.
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M acr oeconomic policy and unemployment
Cyclical unemployment

Figure 1 depicts the conventional framework for thinking -about
unemployment. Panel A, drawn in employment/real wage space, isa
straightforward generalization of the usual competitive labor market
diagram to allow for imperfectionsin both labor and product markets.
LL is the competitive labor supply schedule, for simplicity, drawn
assuming a common reservation wage across the whole labor force
and inelastic labor supply above that level. WW is a wage-setting
schedule (or in Phelps' 1994, terminology a ' surrogate labor supply
schedule™) describing how wages are set. This could represent the
outcome of bilateral bargaining between firms and workers or the
operation of efficiency wage considerations. In either case, the pre-
mium of the wage over the reservation wage is increasing in the
employment rate. NN isa" medium run™ [abor demand schedule (or
more accurately a price-employment schedule) depicting firms' opti-
mal price and employment decisions, given the nominal wage they
face and their existing stock of capital. Equilibrium employment, and
by residual also unemployment, is then given by the intersection of
WW and NN. In thelong run, capital can be adjusted, leading the NN
schedule to shift outward (inward) as capital accumulates (decumu-
lates) toward its optimal level. We can then al so construct along-run
labor demand schedule which allowsfor this endogeneity of capital;
this schedule will be horizontal if there are constant returnsto scale,
asin N*N*. Notethat thisimpliesthat in thelong run an upward shift
in the wage-setting schedule will ultimately show up entirely in
unemployment with no change in the real wage or productivity;
looking at the evolution of real wages or labor shares—as in the old
"wagegap" literature— may thustell usrather little about the ultimate
causes of movements in unemployment.

Panel B givesthe associated picture in output/price space and looks
(and behaves) just like the usual aggregate supply/aggregate demand
model of introductory undergraduate texts. AD is a conventional
downward sloping aggregate demand schedule whereby lower prices
elicit higher demand through one or more of the real balance effect,
lower interest rates, and improved competitiveness. AS* isapseudo-
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classical aggregate supply schedule in which nomina wages and
priceshave adjusted fully and output isat thelevel associated with the
intersection of NN and WW. However, in the short run, wages and/or
prices may be sticky because of contractsor because of informational
imperfections. In this case fluctuations in aggregate demand lead to
movements along the short-run aggregate supply curve AS (drawn
horizontal for the particular case where both nominal wagesand prices
areinstantaneously fixed).!

If policymakers observe fluctuations in demand sufficiently early
and if they can take appropriate offsetting policy action sufficiently
promptly, then they can stabilize activity and unemployment around
itsequilibrium level. However, while thisanalysis might be accepted
in principle, in practice most policymakers today would takethe view
that uncertainty about where the economy istoday, let alone whereit
isgoing, coupled with uncertainty about the timing and impact of any
policy action makes activist policies to eliminate such cyclical fluc-
tuations hazardous. While this suggests that **fine tuning' isimpossi-
ble, it does not rule out the scope for modest attemptsto " coarse tune™
the level of activity.

In this simple framework, movements in unemployment can be
caused by shifts in aggregate demand which lead to cyclical unem-
ployment, and by movements in the price or wage-setting schedules
which are associated with a change in equilibrium unemployment
(defined as the level of unemployment associated with full wage and
price adjustment). How much of the movements in unemployment is
attributableto each sort or disturbance?1f wecan answer thisthen we
might also get some idea about the scope for activist macroeconomic
policies. Studying the causes of the rise in unemployment has, of
course, been a huge academic industry in the last decade or so and
demand movements have been one of thefactorsextensively studied.
Rather than survey this literaturein detail (see Bean, 1994b, for such
asurvey) | instead report the resultsof asimpleexercise using vector
autoregressive techniques which conveystheflavor of thisliterature.
Thishasthevirtue of imposing relatively littleintheway of additional
untested conditioning assumptions and of obviating the need for
objective measures of supply-side variables like union power. How-
ever, it turnsout that theend results are consonant with those obtained
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using more traditional structural econometric approaches.

My vector autoregressions contain just three variables: inflation;
capacity utilization; and the (logarithm of the) unemployment rate.2
The data are annual, the sample period (after allowing for lags) runs
from 1964 to 1995 (OECD projections are employed for 1994 and
1995), and the two regions studied are the United States and the
European Union (EU). In addition to two lags of each variable and a
constant, each equation contains dummiesfor the aftermath of thetwo
oil price shocks, thefirst taking the value of unity from 1974 to 1976,
the second from 1980 to 1983. These are added in recognition of the
fact that this sample is dominated by adverse shocks, concentrated
particularly in these periods. However, in subsequent analysis the
contributions of thedummies aretreated asthough they are part of the
equation error, that is, as part of the exogenous driving shocks.

Asiswell known, the estimated residualsfrom a vector autoregres-
sion will in genera be a linear combination of the underlying, and
economically interesting, disturbances. Thustheresidual in the unem-
ployment equation will generaly reflect the impact of both demand
and supply shocks. In order to recover these underlying disturbances
some additional assumptions must therefore be made. Here | assume
that contemporaneously disturbances to the wage and/or price-setting
schedules impinge entirely on inflation and their effect on activity
only comesthrough withalag. Sincethe residualstotheinflation and
capacity utilization equations are virtually uncorrelated, this provides
virtually the same identification as assuming that disturbances to
demand impinge only on activity in the short run with the effects on
inflation only coming through later. In effect it means that in Figure
1, Panel B, the short-run aggregate demand schedule is rather steep
and the short-run aggregate supply schedule israther flat. In addition
to these supply and demand disturbances, the model implicitly con-
tains a third disturbance, most reasonably thought of as alabor force
shock whichisassumed in theshort run toimpinge on neither inflation
nor capacity utilization.3

Chart 1 displays the time series for U.S. and EU unemployment
respectively, together with counterfactual simulationsfrom the model
in which there are assumed to have been no demand shocks. It isclear
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Chart 1
Effect of Demand Shockson Unemployment
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that the United Statesfitsthe conventional picture beloved of macroe-
conomic textbooks quite well, namely movements in unemployment
are primarily cyclical fluctuations around a relatively constant equi-
librium, or natural, rate of unemployment. In the European Union by
contrast, while the contribution of demand shocksis not negligible, it
issupply-sidedisturbances that appear to be the dominant cause of the
recent rise in unemployment. Although the precise details of this
analysis may not be completely robust to changes in the identifying
assumptions, itisin line with the vast bulk of existing empirical work
using more traditional econometric methods. For instance, Layard,
Nickell, and Jackman (1991) find that, in the absence of nominal
demand shocks, unemployment in the European Union would have
averaged about 2.3 percent in the 1960s and 6.8 percent in the 1980s
(based on Table 14, p. 436); the corresponding numbers from the
vector autoregressive analysis are 2.1 percent and 7.5 percent. These
simulations would appear to suggest that, while unemployment in the
United States is currently near its equilibrium rate, unemployment in
the European Union is about two percentage points higher than the
equilibriumrate,* and that thereisacorrespondingly small margin for
activist macroeconomic policies to reduceit.

The response of inflation, capacity utilization, and unemployment
in each country to an expansionary demand shock are plotted in Chart
2; (the EU responses are scal ed so as to generate the samefirst-period
effect on nominal demand as in the United States). Two points are
worth noting. First, even though the effect on capacity utilization is
similar, theeffect oninflationin the United Statesisrather moredrawn
out. This is indicative of a common finding in the literature that
nominal inertiatendsto be somewhat greater in the United States than
in Europe (see Bean, 1994b, for fuller discussion). A corollary isthat,
given the inside and outside lags associated with the operation of
policy, thereisin general somewhat more opportunity for countercy-
clical stabilization measuresin the United States than in Europe.

Second, and more significant for understanding the behavior of
European unemployment, theeffect on unemployment isconsiderably
more long-lasting in Europe (the response in the United States even
switches sign after fiveyears, but thismay simply be sampling error).
Thisisdespitethefact that capacity utilizationisback to normal levels.
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Chart 2
Responseto a Demand Shock
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Thisisindicative of the significant persistence mechanisms that are
thought to be present in European labor markets.

Persistence mechanisms

Despite the massive research effort that has gone into investigating
the causes of the rise in European unemployment, the basic model
underlying Figure 1 has been found wanting in that the current high
unemployment rates cannot be explained either by cyclical factors—
the degree of nominal inertia is just not high enough to explain the
sustained increase in unemployment--or by exogenous shifts on the
supply side. In regard to the latter, the effects of the deterioration in
the terms of trade following the two oil price shocks, changesin tax
rates, the productivity growth slowdown, benefit levels, minimum
wages, union power, high real interest rates, increased mismatch,
demographics, and ahost of other factorshaveall figured. Whilesome
of these have been found helpful in explaining particular episodes,
neither singly nor as a group do they seem to be able to account for
the continuous high unemployment levels. Rather in addition there
appear to be persistence mechanisms present that lead today's equi-
librium unemployment rate to be positively related to yesterday's
realization of unemployment. As a consequence, temporary distur-
bances, to either demand or supply, can have long-lasting (or even
permanent) effects. The presence of these mechanisms blurs the sim-
ple-minded distinction between demand and supply factors because
demand shocks end up having longer-term supply consequences.

These persistence mechanisms are usually introduced into macroe-
conomic work and policy analysis by adding into the Phillips curve
or wage equation a term in the change,’ as well as the level, of
unemployment (in the case of full hysteresisit isonly the change that
appears). Assuming these mechanisms operate in a symmetric fash-
ion, theimplication for both disinflationand stabilizationpolicy isthat
it pays to keep unemployment closer to its long-run equilibrium rate
thanin theabsenceof the persistence mechanism (seeLayard, Nickell,
and Jackman, 1991, p. 525). Consequently, it pushes one toward
favoring a gradualist strategy to disinflation and a more aggressive
attitude to stabilizing unemployment in theface of shocks, essentially
becauseallowing unemployment torisealot today hasadverseeffects
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on the short-run eguilibrium unemployment rate in subsequent periods.

The presenceof these persistence mechanisms, which areembedded
into the equations of the vector autoregressions, imply that one cannot
simply identify the gap between the actua and the **no-demand-
shock” unemployment rates in the European Union as indicating the
margin of unemployment that can be eliminated through demand
management policies alone. Thisis because adverse demand shocks
have occurred in the past and this will have acted to raise the equilib-
rium unemployment that prevails in the short run today. (The under-
lying long-run equilibrium unemployment rate that obtains once all
the persistence mechanisms have worked their way out will not be
affected unlessfull hysteresisis present.) Consequently, there will be
alimit to the speed at which the gap between theactua unemployment
rate and the “no-demand-shock” unemployment ratein Europecan be
eliminated through moreexpansionary macroeconomic policieswith-
out re-igniting inflation. Furthermore this approach is overly mecha-
nistic in assuming the persistence mechanisms are symmetric in the
senseof operating in thesameway in theface of expansionary shocks
asto contractionary ones. In practice they arequitelikely to beeither
asymmetric and/or nonlinear, dependingon the sourceof the persistence.

There are four main classes of persistence mechanisms that have
been proposed in the literature, two of which operate on the supply
(wage-setting) side of the labor market and two on the demand side.
Thefirst of the supply-side persistence mechanisms relies on insider
membership dynamics and is due to Blanchard and Summers (1986)
and Lindbeck and Snower (1988). They argue that the presence of
hiring and firing costs gives the existing workforce at afirm bargain-
ing power and an ability to push wages above market-clearing levels.
The existing workforce will then try to push up wages, subject to not
pricing themselves out of a job. However, if there is an unexpected
contraction in demand, and wages and pricesdo not respond immedi-
ately, thenemployment will fall. Thekey assumptionisthat only those
left—the "insiders”—will have a say in subsequent wage negotia-
tions. If demand subsequently recovers they will prefer to push for
higher real wages than in the status quo ante rather than allowing
employment to return to itsinitial position, (subject to the constraint
that if wages get too high afirm might find it profitable to sack al its
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workforce and start anew). The key to whether this mechanism
operates in reverse or not would seem to rely on whether theinsiders
areaware of the reversal of the demand shock. If they are, then other
policies would be required alongside arecovery in demand to ensure
that it was simultaneously associated with an increase in employment
and thusin insider membership (see the section on incomes policies).

The second supply-side persistence mechanism operates through
the characteristicsand behavior of the unemployed rather than the
employed. Phelps (1972) wasone of thefirst to cite the possibility of
such a mechanism when he suggested that unemployment leads to
reduced rates of skill formation and weakenswork habits. On theface
of it, itisnot clear why such areduction in worker productivity should
lead to higher unemployment, rather than lower wages. However,
Blanchard and Diamond (1994) have devel oped a moresubtleversion
of the story in which firms are assumed to use the unemployment
history of potential workers in order to rank them in order of desir-
ability. Because the newly unemployed will have a better chance of
being reemployed than thelong-term unemployed, other thingsequal,
wages tend to be higher when ranking occurs because the bargaining
position of those with jobsisenhanced. Furthermore, and mostimpor-
tantly, persistence can be quite long because the reduction in the
perceived average quality of the unemployed that occurs in the face
of acontractionary shock will also lead firms to open fewer vacancies
So perpetuating the problem (Pissarides, 1992). The mechanisms in
operation here seem to beentirely reversibleand thereisno reason for
expecting asymmetries in the response to contractionary and expan-
sionary shocks.

A different explanation of persistence that also focuses on outsider
behavior emphasizes thejob-seeking behavior of thelong-term unem-
ployed, rather than their skill characteristics and the attitudes of
employers (Layard and Nickell, 1987). Prolonged lack of successin
finding a job leads the long-term unemployed to give up searching,
believing that it isafutile exercise, while at the same time they adjust
to living on unemployment benefits and earnings from the “black”
economy. Asaresult, the™ effective’ labor force shrinks. However, a
recovery in the demand for labor will not automatically lead to these
discouraged workers re-entering the effective labor force, unlessitis
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accompanied by active labor market policies that keep the long-term
unemployed in- -touch with the labor market. So here again asymme-
tries are a possibility.

Turning to the demand side of the labor market, the presence of
hiring and firing costs means that firms will only take on extra labor
if they expect thedemand for it tobelong-lived. Consequently if firms
are unsure of the permanence of any recovery then they will be
disinclined to expand employment. It is often asserted that high levels
of firing costs are to blame for the increase in European unemploy-
ment. This cannot be correct on average because firing costs should
reduce the variability of employment, but should not much affect its
average level. But the presence of firing costs can explain why
employment gets stuck around a particular level for some while
(Bentolila and Bertola, 1990). Thisis because hiring and firing costs
createa zone of inaction™ within which the firmis neither hiring nor
firing. Thus if firms have generally been shedding labor in response
to acontraction in demand or an increase in labor costs, they will not
immediately start taking labor back on as soon as demand starts
expanding or labor costs begin to fall, but wait until the recovery has
proceeded beyond a threshold level that among other things depends
upon the degree of uncertainty. This zone of inaction thus generates
both nonlinearities and asymmetriesin the behavior of unemployment.

Thefinal persistence mechanism operates through the capital stock.
Consider Figure 1, Panel A, and suppose there is an increasein wage
pressure that shifts the wage-setting schedule, WW, up. Equilibrium
employment falls. However, the intersection of medium-run labor
demand, NN, with WW now lies above the long-run labor demand
schedule, N*N*, along which capital is also allowed to vary. The
mechanism that brings the economy back to long-run equilibrium is
capital decumulation which shiftsNN in until NN, N*N*, and the new
WW curves al intersect at the same point. This process of capital
decumulation is associated with further increases in unemployment.
As stated, there is no reason for this process to be either irreversible
or asymmetric. However, an extra dimension isadded if the possibili-
ties for substituting capital for labor are limited.® The effect'of an
increase in wage pressure, or a negative demand shock, istolead toa
fall in employment and capital being left idle. If the adverse shock is
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maintained, capital decumulation will setin. However when the shock
isreversed employment possibilities will belimited by theavailability
of capital, however low wages may fall. Employment may thus fall
rapidly in the downswing, but the speed of recovery in the upswing
will be governed by how quickly the capital stock is built up. There
isagain an asymmetry in behavior.

The various persistence mechanisms thus have rather different
implications for the extent and speed to which the gap between actual
unemployment and “no-demand-shock” unemployment can be elimi-
nated, and thus also for the short-run room for maneuver for macroe-
conomic policies. In my view the empirical evidence tends to favor
outsider disenfranchisement ahead of insider membership dynam-
ics—for instance, the degree of unemployment persistence across
countries seems to be positively related to the duration for which
benefits are payable, but not to the degree of unionization (Layard,
Nickell, and Jackman, 1991, pp. 433-4; Bean, 1994a) —but there
certainly may be some instances where insider membership effects
are important, for example, in Spain (Bentolila and Dolado, 1994).
The same cross-country evidence also points to the importance of
firing costs. Capital constraints seem not to have been an important
persistence mechanism in the past —business surveys do not suggest
that firms have been constrained by a shortage of capital in recent
years—but this might no longer be the case if a sustained and rapid
growth in demand were to occur. The bottom line seems to be that,
even if appropriate labor market measures are introduced, it is going
to be very difficult for policymakers to judge what the current short-
run equilibriumunemploymentlevel is. | shall return tothisissuelater.

Supply effects of macroeconomic policies

We havejust considered the possible mechanisms whereby shiftsin
aggregate demand have longer-term effects on the equilibrium unem-
ployment rate. However macroeconomic policy instrumentscan also
have more immediate effects upon supply. Aside from the obvious
channels whereby government spending oninfrastructure and training
affect thedemand for, and supply of, labor, there areanumber of other
routes worth mentioning briefly. First, the level of taxes will affect
the wedge between the cost of labor to thefirm and the consumption
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value of the worker's wage after tax. In termsof Figure 1, Panel A, if
weidentify thereal wageon thevertical axis with thereal value of the
wage to the worker, or consumption wage, an increase in any of
payroll, income, or consumption taxes would result in an increase in
labor costs at a given consumption wage and thus a downward shift
in the labor demand schedule, NN, and a decline in employment.
Second, movements in the terms of trade will also affect this wedge
because what matters to the firm is the cost of labor relative to the
price a which it can sdll its product, whereas what matters to the
worker is the purchasing power of the wage which includes, presum-
ably, imported goods. A depreciation of the currency thus raises the
product wage at an unchanged consumption wage. In terms of Figure
1, Panel A, there isthus again a downward shift in the labor demand
schedule and a decline in employment. Since a fiscal expansion can
be expected to lead to a real appreciation as net exports are crowded
out, it will simultaneously reduce the size of the wedge and thus
expand employment.

Theimpact of the wedge— particularly taxes—has received quite a
lot of attention in the unemployment literature. However, in my view
its role tends to be overstated. What matters crucialy in the two
experiments just considered is whether the reservation wage is also
affected. Now the reservation wage will be determined not only by
the level and availability of unemployment benefits but also by the
level of existing savings, by the workers expected future earnings
against which borrowing may be possible, and by the possibility of
support from other members of the household. A permanent deterio-
ration in the terms of trade or a permanent increase in consumption
taxes should also reduce the real value of the reservation wage by an
equal amount. As aconsequence, the wage-setting schedule will also
shift downward nullifying. the effect on employment. A permanent
increase in income or payroll taxes would have some effect because
neither of them affect the consumption value of past savings and
current unemployment benefits(assuming theseare not taxed), but the
consumption value of future earnings— which are arguably the most
significant component of the reservation wage— would still be
reduced.” Furthermore if we are in a region where the wage-setting
schedule isfairly steep, most of the effect will be shifted onto wages
rather than employment anyway.
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The other mechanism whereby macroeconomic policies have sup-
ply-sideeffectsisthrough thereal interest rate. Anincreasein thereal
(post-tax) interest rate raises the cost of capital and leads to capital
decumulation and declining employment demand. (In Figure 1, Panel
A, N*N* shifts down and NN shifts inward over time.) In addition,
Phelps (1994) has pointed to a number of other channels whereby
increasesinreal interest rates can shift both thelabor demand schedule
down and the wage-setting schedule up, in both cases increasing
unemployment. Thus macroeconomic policies associated with
increased real interest rates, such as higher budget deficits and debt,
can have adverse consequences on employment. Such considerations
are obvioudly of less concern to a small economy with a negligible
effect on world interest rates than to a large economy like the United
States. Thesereal interest rate effects may be an important part of the
unemployment jigsaw, but more research here would be useful.

M acr oeconomicpoliciesto support supply reforms
What is an accommodating policy stance?

The presence of persistence mechanisms which are not easily put
into reverse limits the scope for macroeconomic policy to reduce
unemployment in Europe even though demand shocks may have
played some partin creating it inthefirst place; itisnot atrivial matter
to put Humpty-Dumpty back together again. However, as| indicated
at the outset | am in favor of a " two-handed approach in which
expansionary aggregate demand policies are adopted alongside the
necessary improvements to supply —in other words a broadly accom-
modating approach. However, this begs the question of what exactly
constitutes an “accommodating” policy in this context.

On the face of it “accommodating” might seem to imply keeping
theinflation rate steady at its present relatively low levels. Certainly
such adefinition would appeal to many central bankers. Faster demand
growth when thereiseconomic slack, coupled with the prompt adjust-
ment of policies to avoid any rekindling of inflation once recovery is
under way—the first policy recommendation of the OECD jobs
Study —also seems to amount to much the same thing. Is there any-
thing more to be said? | think the answer is"'yes"
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By way of providing a benchmark let us start by looking at the
historical experience after the Great Depression. In the United States
between 1933 and 1939 real output rose at an average annual rate of
6.2 percent while civilian unemployment declined from 24.9 percent
of theworkforceto 9.9 percent. Theannual inflationrateaveraged 3.8
percent over this period, compared to -6.4 percent over 1929-33. In
the United Kingdom, where unemployment levels peaked at some-
thing nearer that currently seen in Europe today, rea output grew at
anannual rateof 3.8 percent between 1932 and 1939 while unempl oy-
ment fell from 15.6 percent of the workforceto 5.8 percent. Inflation
averaged an annual 1.5 percent compared to -2.2 percent over 1929-
32. Assuming that current labor force trendscontinue, a reductionin
unemployment in Europe to around 5-6 percent by the end of the
decade would seem to require an average annual growth rate in the
region of 4 percent. Conditional on theimplementationof appropriate
labor market reforms, such arate of growth is more likely to materi-
alizeif policy isappropriately accommodating. The historical experi-
ence suggests that accommodating in this context might actually
involvesomeaccel erationininflation. Now, of course, boththecauses
of the unemploymentand theinflationary background are both rather
different from that of the interwar years so direct extrapolation is
inappropriate. But does theory suggest anything on this score?

Over the years there has been considerable discussion over the
appropriate targets for macroeconomic policy, especialy monetary
policy. A sizablegroup of economists, who have advocatedexplicitly
targeting nominal income (including Meade, 1978; Tobin, 1981,
Brittan, 1981), and thosewhofavor the use of monetary targets, would
presumably argue that in the absence of preciseknowledgeof move-
ments in the velocity of circulation this is what they are trying to
achieve in any case. The good operating properties of a nominal
income rule in the face of shocks to private spending and portfolio
shiftsiswell known, somethingit shareswith apolicy of targetingthe
price level (or inflation). In Bean (1983) | argued that a nomina
income rule a so has good operating propertiesagainst supply (tech-
nology) shocks in an environment where money wages move slug-
gishly and the wage-setting schedule is relatively steep. This is
because under nominal income targets an unanticipated beneficial
technology shock is associated with lower prices than would other-
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wise have been the case, and thus also higher real wages than would
otherwise have been thecase. Thisrisein real wagesissomething that
is required in equilibrium and when wages are sticky it is most
efficient to let it happen through a somewhat lower price level. By
contrast a price or inflation target would not allow this to occur and
so lead to an excessively large boom.

This might seem to suggest that supply-side improvements to the
labor market ought to be accompanied if anything by a rather more
restrictive policy stancethan implied by stabilizing forcesor inflation.
However supply-side reforms that improve the functioning of the
labor market are not the' same as a technology shock. Most of the
measures discussed at this conference can loosely be thought of as
waysof shifting the wage-setting scheduledownward and to theright.
The new level of equilibrium unemployment must then be associated
with lower real wages than would obtain without the supply reform.8
If money wages are at all sticky this could nevertheless be swiftly
brought about through an increase in prices (relative to what was
anticipated when the money wage was set). Thus beneficial supply-
side developments within thelabor market might best beaccompanied
by an increase in inflation in order to generate a positive price
"surprise;” an appendix spells out the analysis more formally. Note,
importantly, that thisincreasein inflation should not engender higher
subsequent wageinflationbecausewhileinflationisfaster thanexpected
by wage bargainers, it isoffset by the beneficial effectsof the supply-
sidereform.

In case readers think | have lost leave of my senses in advocating
more inflation, it is useful to put some balpark numbers on the
quantitativemagnitudes involved. A reasonable estimatefor theshort-
run wage elasticity of the demand for labor is around unity.? Conse-
quently in order to generate extra employment of 5 percent, the real
wage would need to be 5 percent lower than otherwise. With a
predetermined money wage this would require a price level 5 percent
higher. However, in practice any beneficial effectsfrom labor market
reforms are likely to come through only gradually. A reduction in
wage pressure corresponding to a decline in eguilibrium unemploy-
ment at the rate of one percentage point a year seems around the best
that can be hoped for. Assuming theimplicationsof these reformsfor
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the path of real wages are not built into nominal wages at the outset—
and if they are, then no specia action is called for anyway —then the
required change in real wages could be accomplished by an inflation
rate just one percentage point higher than otherwise would have
occurred. Thisisfairly small beer, and well within the likely control
error for any inflation target. Soin practical terms, governmentsand/or
central banks may not go far wrong in following the objective of
stabilizing theinflation rate, athough they might do well to err on the
side of laxity.

Uncertainty about the equilibrium rate of unemployment

We have seen that thereis still considerable uncertainty about the
guantitative importance of the various possible causes of the rise in
European unemployment. As a consequence, the quantitative impact
of labor market policies on the equilibrium unemployment rateisal so.
rather uncertain. This uncertainty is greatly compounded by the oper-
ation of the various persistence mechanisms, which may or may not
beeasily reversible. Consequently during any recovery, policymakers
arelikely tobefaced with considerable uncertainty astothe prevailing
equilibrium rate of unemployment, and thereforeal so to the appropri-
ate rate of expansion of nomina demand to secure their inflation
target. How should policymakerstake cognizance of this?

If the world were nice and linear so that a one percentage point
reduction in unemployment produced the same absolute change in
inflation asdid aone percentage point increasein unemployment, and
the authorities were indifferent as to the direction of any policy
error, !0 then theanswer isthat it woul d not matter much. Policy should
simply beset according tothe™ certainty-equivaent™ rulewhereby the
equilibrium unemployment rate is treated as though it is known and
equal to the policymaker's best guess of its magnitude, that is, to its
expected value. Itisnot obviouswhy theauthoritiesobjectivefunction
should be locally asymmetric, but the world certainly may not be
linear. In particular many economistsand policymakers probably take
the view that a given fall in unemployment tends to have a stronger
upward effect on inflation than the downward effect of an equivalent
increase in unemployment. The old-fashioned Keynesian view that
nominal wages were upwardly flexible but downwardly rigid is a
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particular variant on this. The wording of thefirst policy recommen-
dation of the OECD jobs study, namely that **policy should focus on
assisting recovery through faster noninflationary growth of domestic
demand where there is substantial economic slack, while policies
should be adjusted promptly to avoid arekindling of inflation when
recovery is well under way" could for instance be construed as
subscribing to the doctrine of a nonlinear response of inflation to the
amount of economic slack in the economy. From an empirical per-
spective there are also good reasons for suspecting such a nonlinear
response as wage-eguations or Phillips curves with a nonlinear trans-
formation of the unemployment rate (such as the logarithm or the
reciprocal) frequently outperform models that just contain the level.

Uncertainty now can have important consequences for the setting
of policy because any temporary reduction in unemployment below
theequilibrium rate, and with it any increasein inflation, may haveto
befollowedin duecourse by aneven larger increasein unemployment
above the equilibrium rate to squeeze the extra inflation out of the
system. It is reasonable to believe that this uncertainty about the
equilibrium rate will diminish with time and experience. Asaconse-
guence, an optimizing policymaker concerned to minimize the total
cumulative unemployment associated with maintaining the existing
inflation rate will tend to err on the side of caution now by setting a
somewhat tighter policy in which the unemployment rate is higher
than her best guess(that is, conditional expectation) of the underlying,
but presently unobservable, equilibrium unemployment rate. Thisis
astraightforward application of Jensen’s inequality and is discussed
more formally in an extended footnote.!!

Just as with the appropriate definition of what isan " accommodat-
ing™ policy, it is helpful to have some idea of orders of magnitude.
This depends very heavily on the degree of nonlinearity involved in
theresponseof inflation to activity. Sinceanumber of studiessuggest
the level of wages is quite well explained by the logarithm of the
unemployment rate, for example, Blanchflower and Oswald (1994),
this seems a natural benchmark to take. Suppose the authorities
conditional expectation of the equilibrium unemployment rate is 8
percent with a standard deviation of 2 percent, which seems areason-
able value for the extent of policymakers uncertainty. Then the
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optimal setting of policy today should be to generate an unemploy-
ment rate of 8% percent (seefootnote 11 for details). So just as with
our discussion of defining an accommodating policy to complement
aset of labor market reforms, the practical implicationsof uncertainty
about the equilibrium rate are fairly modest. (This would not be the
case if the wage-setting equation involved a very highly nonlinear
responseof wage inflation to the unemploymentrate.)

Thereis, however, acaveat to thisargument. The story aboverelies
on the assumption that the policymaker's knowledgeabout the value
of theequilibrium unemploymentrateis not affected by her particular
choiceof policy actiontoday; over timeshelearnsmoreabout thestate
of theeconomy, but the speed at which that knowledgeaccruesis not
related to her own decisions. In practice, given the imprecision with
which econometricrelationshipsareformulated and estimated, it will
be difficult to infer the equilibrium unemployment rate associated
with relatively stable inflation if the economy is operating with
unemploymentalongway abovethat level. Indeed intheextremecase
where unemployment abovethe equilibriumrate exerts no downward
pressure whatsoever on inflation, a high unemployment rate would
tell the policymaker nothing about theequilibriumrate (other than that
it isnot even higher). Theonly way tolearn about thelimitsto demand
expansionin thiscase would be to push unemploymentdown until the
point at which inflation starts to take off. In other words a more
expansionary policy may have a payoff in generating experimental
knowledge about the limitsto such policy.

Fiscal constraints

| now turn to a consideration of the potential sources of demand
growth and the limitationson fiscal and monetary policies. Thefirst
thing to be noted is that the introductionin Europeof effective labor
market policies susceptible of reducing unemployment by five per-
centage points by the end of the decade, would, a unchanged rea
interest rates, imply an equiproportionateincreasein thecapital stock.
With a capital -output ratio of around 4 thisimpliesatotal increasein
investment of roughly 20 percent of one year's output, or assumingit
isspread over fiveyearsaboost toinvestmentof about four percentage
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points of output a year. Thisis simply the converse of the adverse
effects of the decline ininvestment in the late 1970s and early 1980s
and would more than absorb the extra output resulting from the
supply-side reforms. In practice, one might expect the increase in
investment to be somewhat smaller than this, both because of some
upward pressureon global interest ratesand theextrajobscreated may
beof rather low capital intensity, for example, in the services sector.

This raises the attractive prospect of a recovery that is, on the
demand side, investment led. However, it would beimprudent to rely
on this, especialy in the early stages when the impact of any reforms
may not yet be clear to producers. Likewise athough permanent
income should rise as aresult of reforms, it may not be immediately
reflected in higher consumption. In that case is there any scope for
fiscal action? Here the room for maneuver does not look very wide
with all OECD countries, except Japan, presently running not only a
budget deficit (amounting to 4 percent of GDP across the OECD asa
whole and 6.1 percent for Europe) but also astructural budget deficit,
that is, correcting for the automatic effectsof the cycle on taxes and
spending (amounting to 2.8 percent of GDP for the OECD and 4.1
percent for Europe). However, the room for maneuver depends criti-
cally on not only the current level of potential output, but also the
prospectiverateof growth. Simplereorganization of thegovernment's
budget identity tellsusthat therate of growth of thedebt-output ratio,
b,isjust

b=rn+dnw
where d is the government's primary deficit (including seignorage
revenue) as afraction of output, r isthe real interest rate, n isthe rate
of growth;-and:a hat denotes-a:growth rate. Thelatest OECD forecasts
(OECD, 1994) include medium-term projections for OECD public
sector debt and deficits (incorporating some near-term fiscal consoli-
dation). Thebasicreference path.involves an average growth rate until
the end of the decade in the range of 2'4 to 3 percent. Under this
scenario the OECD debt-GDP ratio stabilizes around 73 percent. But
adlightly less optimistic projection of growth at arate ' percent less
a year produces a debt-GDPratio that is rising steadily and is about
ten percentage points higher by the end of the decade. This reflects
both the slower growth of the denominator of the debt-GDP ratio and
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thefact that slower growth tendstolead to amore pessimistic outlook
for the primary deficit itself because taxes are lower and transfers
higher.

Now asuccessful program of structural reforms should be compat-
ible with a medium-term growth rate significantly faster than the
OECD’s reference scenario. Other thingsequal, faster growth should
thus not only see debt-GDP ratios stabilizing, but actually declining
quiterapidly. If amodest fiscal expansion today isrequired to achieve
this growth, then surely it ought to be nothing to worry about. The
difficulty isthat there may in effect be multiple expectational equili-
bria present. On the one hand there is a virtuous equilibrium with a
temporary fiscal expansion and buoyant medium-term growth. On the
other hand if thefinancial markets are pessimistic about the effects of
thestructural reformson themedium-term growth prospects, they may
regard thefiscal action as unsustainableand inevitably associated with
yet higher debt-output levels in the medium term. This will push up
long-term interest rates and have adverse effects on the level of
aggregate demand today. Thisin turn will postpone— perhapsindefi-
nitely — reaping the benefits of the structural reforms. In the present
context there is a good chance that the latter case is the relevant one.
This suggests (1) that the scope for fiscal action to-expand demand is
limited in the short term and (2) that any fiscal action is more likely
to be successful if it isexplicitly temporary.

Exchange rates and monetary policy

If budgetary positions leave little scope for fiscal action,!2 in the
short term at least, the burden of maintaining an appropriate level of
aggregate demand must rely on monetary policy. In the European
Union, however, the scopefor independent national monetary policies
is limited by the operation of the exchange rate mechanism of the
European Monetary System (EMS). As a result of the exchange
market turmoil of 1992-93 the previously tight plus or minus 2%
percent fluctuation bands have been broadened to plus or minus 15
percent for all except Germany and the Netherlands, whilesterling has
left the mechanism altogether. This gives countries considerable de
jure national monetary autonomy even without resorting to realign-
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ments. However defacto anumber of countries-especially France—
have not used the new-found monetary freedom to thefull and instead
kept exchange rates close to the central parities. One view is that
maintaining a zone of exchange rate stability in thisway will help to
put the EM S back on the road to monetary union, asenvisaged in the
Maastricht Treaty.

Isthisaltogether wise, or in other words, isexchangerate flexibility
a desirable feature of the transition back to reasonable levels of
unemployment? Suppose appropriate supply-side reforms are imple-
mented inaparticular country, what should happen to monetary policy
and the exchange rate? Certainly the supply of goods and services
should expand as a result of these measures. As these measures are
presumably supposed to be permanent in their effect, permanent
income and consumption should also rise, so that private saving
should not be much affected. However, higher activity should reduce
budget deficits so that national saving will probably increase some-
what. But on the other side of the fence we have seen that we should
probably al so expect an investment boomto materialize in due course.
During the early phases of arecovery one would expect the savings
effect todominate. Given the lack of scopefor fiscal action, maintain-
ing an appropriate level of aggregate demand will thustend to require
aloosening of monetary policy and with it anominal and real depre-
ciation. However, as the effects of the supply reforms become more
entrenched and investment beginsto take off, the opposite policy will
be required, namely tighter monetary policy and a nomina and real
appreciation.

Since member countries of the European Unionarelikely to proceed
with labor market reforms at differing speeds, there seems to be good
reason for permitting fluctuations in nominal rates asan efficient way
of achieving the appropriate movements in real rates. However, the
size of these required movements should be kept in perspective.
Nothing that is contemplated here rivals the effects on equilibrium
real exchange rates of German reunification, and all of them should
be readily achievable within the wide plus or minus 15 percent
fluctuation band. The danger arises if policymakers seek to confine
European monetary policies to a straitjacket by pressing for an early
return to formal narrow fluctuation bands—although it is doubtful
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whether such bands would be sustainablein any case--or by pushing
ahead to premature monetary unification.

Enhancingthe effectiveness of macr oeconomicpolicies
Policy coordination

| concludewith abrief discussionof other actionsthat may enhance
theeffectivenessof macroeconomic policies, specifically policy coor-
dination and incomes policies. On thefirst of these the OECD jobs
study suggests that **countries should use the policy coordination
process to ensure that'the setting of macroeconomic policy is more
consistent across countries..At times this may involve a common
strategy, but in the current situation..international cooperation does
not require them all to be pushing in the samedirection...at the same
time." It is not entirely clear what is meant by "consistent™ in this
context (**coherence™ appearsin a similar context somewhat later in
the same paragraph) and as it stands it seems difficult to imagine
anything more vacuous!

Duringtheearly 1980saburgeoningliterature appearedon interna-
tional policy coordination; see for example, Buiter and Marston
(1985). This literature focused on the international externalities of
macroeconomic policies in the form of demand and terms of trade
spillovers. Despite the elegance of some of the theoretical develop-
ments, however, the quantitative magnitude of the spillovers that
policy coordination was supposed to internalize appears to be negli-
gible between the major trading blocs. Worse, even where the spill-
overs are quantitatively more important, for example within Europe,
there is ambiguity over even the sign of the impact of the spillovers
on the value of the policymakers objective function (Bryant and
others, 1988). Consequently it may be difficult to know whether the
effect on uncoordinated policymaking is to lead to policies that are
over or under-expansionary.Given that policymakersareas uncertain
over the way the world works as academi c economists, the prospects
for meaningful practical policy coordination do not look good
(Frankel and Rockett, 1988).

Are there any obvious reasonsfor thinking active macroeconomic
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policy coordination is likely to be an important ingredient in any
strategy to lower OECD unemployment? Certainly it cannot be an
issue as far as the mgjor trading blocs are concerned because most
trade is within blocs rather than between them. Even within Europe |
am doubtful that policy coordination is anything other than a rather
marginal issue, provided that countries have freedom of maneuver
with respect to monetary policy. Theonly potential problem comesin
the short run, if the appropriate supply reformsin one country are not
swiftly accompanied by increased domestic consumption and invest-
ment. In that case an increase in net exports isrequired and with it a
real depreciation, most easily brought about through a monetary
relaxation. Sincethiswill in the short run also reduce the demand for
foreign goods, and hence employment abroad, it may prompt other
countries to level charges of "socia dumping,” especialy if the
supply-side reforms lead to a redirection of foreign direct investment
away from them and into the reforming country. But the biggest
danger here is that "*policy coordination,” in the guise of inflexible
exchange rates, may actually prevent thedesirable policiesfrom being
undertaken in the first place.

Incomes policy

Traditionally,incomespolicies have been thought of asacounterinfla-
tionary strategy, but it is perhaps more correct to think of them as a
particular supply-side policy that reduces wage pressure and thus al so
reduces the equilibrium rate of unemployment. The role for areform
of the wage-setting process in achieving alasting reduction in equi-
librium unemployment will beconsidered by other contributors to the
conference. Here | want to briefly note the possible role for a tempo-
rary incomes policy to enhance the effectiveness of any expansion in
aggregate demand.

Incomes policy, particularly those of arather dirigiste nature, have
a bad reputation among both academi c economists and policymakers.
There are two reasons for this. On the one hand they limit the action
of marketforcesindirecting labor from declining to expanding sectors
of the economy, and thus reduce economic efficiency. On the other
hand they have usualy proven difficult to enforce for more than a
short period as individual groups of workers find ways around the
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controls. When the policy collapses the economy is no better off than
before. Only in small economies, such-as the Nordic countries and
Switzerland, have centralized forms of wage setting shown any dura-
bility, presumably becausein such economiesitiseasier todiscourage
individual groups from seeking to free ride on the restraint of others.

In the past, incomes policies have often been invoked when unem-
ployment has been at historically relatively low levels. A temporary
incomes policy may however be useful in economies where unem-
ployment persistence due to insider membership dynamicsisimpor-
tant. Thekey hereissomehow toincreasethe pool of insiderswho are
responsiblefor wage negotiation. Anincomes policy can prevent the
existing pool of insiders from pushing up wages in the face of an
expansion in demand, and instead |lead to an increasein employment.
Provided the new hires become part of the group of insiders, then
subsequent wage pressure will bereduced and theincreasein employ-
ment should be self-sustaining without the continual application of
incomes policy and absent further unanticipated shocks.

It could be objected that thisis an inferior policy to removing the
features that give the insiders bargaining power in the first place.
However while someof these, such asfiring costs, may be susceptible
to government regul ation, others, such asthe presence of firm-specific
skillsand the ability of the insiders to harass or refuse cooperation to
new hires, are not. Furthermore even when government action can
attack the source of insider power directly, it may be politically
difficult todoso. In such circumstances temporary controlsonincomes
may be a useful second-best policy.

A country where | think this may prove useful is Spain. There
administrativeapproval isrequiredfor collectivedismissals affecting
more than 10 percent of the workforce and,severance.payments of
twenty days wages per year of service (forty-five:days’ wagesin the
case of "unfair’ dismissals) are required. These firing costs give the
incumbent workforce considerabl ebargaining power, which isfurther
underpinned by the system of collective bargaining under which
agreements at the sectoral level provideafloor for subsequent nego-
tiations at the firm level. From 1984 firms were, however, allowed to
hire workers on fixed-term contractsof six months duration (renew-
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able up to five times) which were not subject to the samerestrictions.
By 1993 roughly athird of those in employment were engaged under
thissort of temporary contract.

On theface df it, thesetemporary contractsarethe sort of thing that
the OECD jobs study endorsesand indeed they have led to increased
labor market flexibilityin thesensethat total employmentisnow more
variablethan before. However, as Bentolilaand Dolado (1994) docu-
ment, the effects on unemployment have not been as straightforward
as one might expect. One might expect the presence of workerson
temporary contractsto underminethe position of permanent workers,
who areeffectively theinsidersin thiseconomy. However, by provid-
ing abuffer of variableemployment at the margin and thus reducing
thelayoff probabilityfor permanent workers, they infact ssemtohave
had the effect of enhancing the bargaining position of the insiders.
And unemploymentin Spain hasremainedthe highestin the European
Union.

Thelatest (1994) reformshave doneaway with temporary contracts
except for apprentices. However, severance pay requirementsremain
a their existing levels. Reducing these to more reasonable levels
would probably help to reduce unemploymentin the medium term—
not by making employment more flexible, but by reducing worker
bargaining power. However, thisis politically difficult to implement
when unemployment is high, because its immediate impact would
probably be to increase unemployment further. Instead a temporary
incomespolicy —probably in theform of afloor and aceilingonwage
settlements in order to give some local flexibility--coupled with a
demand expansion and a credible commitment to reduce firing costs
once unemployment was faling, could make the transition to an
economically preferableoutcome politically feasible as well.

Conclusions

Despite thefact that adversedemand shocksshare part of the blame
for the rise in European unemployment, macroeconomic policies
alone can carry only alittle of the burden in reducing it. The most
difficult task facing policymakersnow is devising and implementing
appropriate, and possibly politically difficult, supply-side reforms.
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Oncethisisdone, however, macroeconomic policiescan play auseful
supporting and cementing role by ensuring that the full benefits of
structural reform materialize quickly. Such a supporting macroe-
conomic strategy will involvesustained robust growth and should aim
at maintaining existing inflation rates, or even permitting a mild, but
temporary, acceleration. Politicians and central bankers should there-
fore not be unduly alarmed by continuing strong growth in the wake
of structural reform. Although such robust growth would help tosolve
many of thecurrent fiscal difficulties, thereseemslittleroomfor fiscal
action to support demand in the short run. Instead, monetary policy
must bear most of the burden. Given that successful reformswill tend
to become self-sustaining in due course viatheir effect on investment,
the appropriate monetary policy islikely to involveinitial loosening
and subsequent tightening. Finally in some countries a temporary
incomes policy may prove a useful adjunct in overcoming unemploy-
ment persistence due to insider membership effects.

Author's Note: The opinions expressed in this paper are personal and should not be taken as
indicativeof any official position.| am grateful for the commentsof my discussants Stanley
Fischer, Takatoshi Ito, and Allan Meltzer.
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APPENDI X

Aggregate Demand Policies with a
Labor Market Reform

Output is given by the technology
(Al) yt=(1-a)l+ us
wherey; isthelogarithm of output, & isthelogarithm of employment,
and u; indexes the level of technology. Competitive labor demand is
then

(A2) w;-p;=b—aﬂt+ut

where w, is the logarithm of the wage, pr isthelogarithm of the price
level, and b = In(1-a).

The wage-setting scheduleis

(A3) Wt - pr = c+dﬂ;+v;

where v; indexes the degree of wage pressure. The money wage s set
at the start of the period to equilibratelabor demand and wage-setting
in expectation

(A4) wr=Epi+ 9o+ 0Eus + (1- ¢) Evy

where Ep; denotes wage-setters expectation of py at the start of the
period (which may, but need not necessarily, be rationa), ¢o =
(ac+bd)/(a+d) and ¢ = d/(a+d). Substituting the wage into equation
A2 and then the resulting employment level into equation Al gives
output as

(A5) yi=B [(pt-Epy+ b - 60 - OEur - (1-0)Evi] + (1+B)us

where B = (1-a)/a. Equilibrirum output under full information, yi,is
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(A6) yi = B(b-00) + [1+B(1-0)]ur - BI-0 vt

Hence the deviation of output from equilibrium is

(A7) (yryi) = Bl(pr-Epr) + O(ug-Eus) + (1-0)(v-Evy)]

Hence in order %o stabilize output, the authorities would need to

respond to areductionin wage pressure (afall in v;) by increasing the
price level through expansionary policies.
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Endnotes

ISince the real wage exceeds the reservation wage and price exceeds marginal cost if firms
have some market power, both workers and firms wall bejointly willing to supply the required
increase in output so long as wages and prices cannot be adjusted.

The reason for using the logarithm isthelikely convexity of the wage-setting schedule, and
reflects the fact that in Europe a given movement in capacity utilization in the 1960s was
associated with a much smaller movement in the unemployment rate than during the 1980s.

3These assumptions correspond to the contemporaneous recursive ordering: capacity utiliza-
tion, inflation, unemployment. With demand shocksassumed to have nocontemporaneous effect
on inflation the ordering becomes: inflation, capacity utilization, unemployment. Other, non-re-
cursive decompositions have been investigated without altering the main message.

*The *“no-demand-sheck” unemployment rate is not strictly the same as the equilibrium
unemployment rate. because sluggish wage and price adjustment will mean that supply-side
disturbances do not have their full impact on unemployment immediately. However, thegeneral
tenor of the results are not affected by thiscaveat.

3Suppose the Phillips curve is
1) = ofuw) + T

where i is unemployment, u*: isequilibrium unemployment, #: isinflation, and = 1s expected
inflation. The equilibrium unemployment rate follows the process

2) u*=Pu+1-Puc

where z is the long-run equilibrium unemployment rate. Substituting into the Phillips curve
gives

(3) = of(u-w) - o 1-B) (ururt) + %

8In thecontext of thediagram, thelabor demand schedule, instead of being downward sloping,
isan upside-down and backwards-facing L.

"Empirical evidence also suggests that it 1s the change, rather than the level, of the wedge (or
itscomponents) that matter. Seefor instance, Newell and Symons (1986) who in across-country
study of sixteen OECD countries, report that 43 percent of any tax or terms of trade change is
shifted onto product wages in the short run, but an average long-run effect of almost exactly
zero.

80ne might object that our earlier analysis demonstrates that in the long run, when capital 1s
variable, no fall in red wages need occur. However, in theshort run, capital isnot variable, and
furthermore, the Increasein profitability associated with thedeclinein real wageswill probably
be necessary to elicit the extra investment that should occur subsequently.

The wage elaticity conditional on the capital stock is actually the ratio of the elasticity of
substitution between capital and labor tocapital's income share. For a Cobb-Douglas technology
thisshould bein the range 3-4. With adjustment coststo labor present, asomewhat smaller value
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would be appropriate for evaluating a short-run elasticity. Much of the empirical work on the
aggregate demand for labor actually suggests along-run wageelasticity of around unity; inBean
(1994b), however, | argue that these studies are unlikely to have uncovered the true wage
elasticity and instead estimate a combination of the labor and capital demand schedules.

19 For instance if preferences were quadratic in inflation and unemployment.

"' Asasimpleexample, suppose that inflation, 7, is generated by the accelerationist Phillips
curve

(1) el =Ty +f(u,,u*)

where u, is unemployment, u* is equilibrium unemployment, f;>0, f1:<0, and flu*u*) = 0.
Thereare two periods(t=1,2), inflation starts at zero (that is, no = 0) and must also end at zero
(n2 = 0). Thus

(2)  flur, u*) + fluz, u*) =0

Theequilibrium rate, #*, is uncertain during period r=1, but that uncertainty is resolved before
the start of penod r=2. Theauthorities then pickcurrent unemployment, u;, in order to minimize
the expected cumulative level of unemployment, us+uz2, subject to equation 2. The associated
optimality condition is

(3) Effi (ur, u*Mfi(uz, u¥)] = 1

where E denotes theexpectation operator. Inthe absence of uncertainty about u*, thisissatisfied
at uy=u2=u* However, with uncertainty, us>u* isgenerally optimal.

Asa particular (relevant) example, let f{u, u*) = ctdn(u*/u). Then equation 2 implies that uz =
(u*)uy while equation 3 becomes E[u2/ur] = 1. Hence

@) w2 = E[u¥] = [E[u¥]}* + Var[u*]
2Byt | certainly do not rule out the possibility of deficit-neutral actions to improve the

structure of thetax and spending system. In particular, moving toward an income support system
that subsidizes work rather than idleness is highly desirable.
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