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Foreword

Unemployment isdisturbingly highin many industrialized countries.
Whilethe current global expansion isstimulating job growth, million
of workers will remain jobless for a variety of structural reasons.
Particularly affected are low-skilled workers who are vulnerable to
long periods of unemployment. The results of such widespread job-
lessness could reach far beyond economic loss to threaten both social
cohesion and political stability. Moreover, there is a point at which
monetary policy is not the appropriate tool to reduce unemployment.

Toenhanceour understanding of thecausesof rising unemployment
in recent decadesand to analyze policies that might reversethistrend,
the Federal Reserve Bank of Kansas City sponsored a symposium on
"Reducing Unemployment: Current Issues and Policy Options" at
Jackson Hole, Wyoming, on August 25-27, 1994.

We appreciate the contributions of all those who took part in the
symposium and made it a notable success. Specia thanks go to
members of the Bank's Research Division who helped develop and
implement the program.

We hope these proceedings will add to better public understanding
of theissuesrelated to reducing unemployment.

JMNAZ@Q;;

THOMAS M. HOENIG
President
Federal Reserve Bank of Kansas City
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Symposium Summary

Bryon Higgins

Reducing unemployment has become a top priority for economic
policy in most industrialized nations. While unemployment will ebb
somewhat as countries recover from the recent global recession,
millions arelikely to remain joblessfor avariety of structural reasons.
Moreover, thereisadisturbing trend in many industrialized countries
toward long-term unemployment, especially among low-skilled
workers. Thistrend has had |ess effect on measured unemploymentin
the United States than in Europe in part because U.S. workers have
greater incentivesto accept low-wage jobs. Nonetheless, virtualy all
industrial countriesface ajobs problem that impairsliving standards
and threatens a breakdown in social cohesion.

To enhance understanding of what has caused this problem and to
analyze policies to address it, the Federal Reserve Bank of Kansas
City sponsored a symposium entitled, " Reducing Unemployment:
Current I ssuesand Policy Options.” Thesymposium washeld August
25-27, 1994, at Jackson Hole, Wyoming.

This article highlights the issues raised at the symposium and
summarizesthe papersand commentary. Thefirst section of thearticle
identifies areas of agreement and disagreement among program par-
ticipants. Theremaining sectionssummarize the viewsof symposium
participants and their policy recommendations.
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Symposium highlights

Symposium participants agreed high structural unemployment in
industrial countries has resulted from the interaction between market
forces and government policies. The principal change in underlying
labor market forces in the past twenty years has been adecline in the
demand for low-skilled workers, caused mainly by changing technol-
ogy. In countries such as the United States, with limited government
policies affecting labor markets, theseforces haveled to only margin-
ally higher unemployment but to large increases in income inequality
and poverty. In most European countries, with more extensive gov-
ernment policies toward labor markets, the result has been high
structural unemployment, especially for low-skilled workers. Much
of the increased unemployment is not merely temporary. Long-term
unemployment has becomea structural feature of economiesin many
European countries, in part because of generous government pay-
ments to thejobless and high payroll taxesto finance those payments.
Policymakers in the industrial countries have been faced with a
tradeoff between growing long-term unemployment or growing
income disparities, a tradeoff Chairman Alan Greenspan charac-
terized in his opening commentsfor the symposium as both stark and
dissatisfying.

Most participantsfelt thetradeoff could beimproved —but probably
only modestly —by adopting different labor market policies. Theleast
costly improvement in Europe would be to reduce " employment
protection,” that is, the laws that make it costly and time-consuming
for employers to dismiss workers. Although providing job security,
employment protection legidation has also made employers less
willing to hire workersin thefirst place, especially so given the heavy
payroll tax burden employersbear in Europe. Lowering payroll taxes,
especially for low-wage workers, would further reduce the disincen-
tiveto job creation. To complement these policy changes, limiting the
duration of unemployment benefits would provide greater incentive
for the long-term unemployed to seek employment. Most participants
also agreed that replacing "' passive’ income support payments to the
unemployed with "active labor market policies® which increase
employment opportunities could aso reduce structural unemploy-
ment somewhat. Even with these and other changes to improve the
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functioning of labor markets, however, most participants concluded
that substantially reducing European unemployment would necessar-
ily entail increased income inequality and poverty so long as market
forces continued to favor high-skilled over low-skilled workers.

In contrast to these broad areas of consensus, participants disagreed
on several specific aspects of the unemployment problem. Some
participants thought more accommodative monetary policies in
Europe could contribute substantially to reducing unemployment,
while othersfelt central banks could best contribute to job growth in
the long run by continuing to focus on price stability. Nor was there
complete agreement on the effectiveness of several labor market
reforms in reducing structural unemployment. Many participants,
especialy those from the United States, emphasized the need for
paring the European "welfare state" as a prerequisite to reducing
long-term unemployment. But several of the European participants
guestioned the effectiveness and political feasibility of doing so,
especialy if it resulted in growing incomedisparity and poverty asin
the United States.

The differing degrees of emphasis on alternative policy responses
reflected in part differing evaluations of the principal causesof rising
unemployment. Those who believed the chief culprit has been the
growth of the welfare state naturally placed more emphasison revers-
ing that trend, while those who believed other causes had also been
important were less inclined to recommend drastic changes in the
welfare state as a solution. Participants also differed on how much
unemployment could be reduced in the United States and elsewhere
by increased government spending on training programs, wage subsi-
dies, and other active labor market policies. Some felt such policies
could substantially improvethejob prospectsfor low-skilled workers,
but others thought they would prove too costly or ineffective.

Extent and causesof unemployment

The fist two sessions of the symposium documented the upward
trend in unemployment and analyzed its causes. Topics examined
included the differing degrees to which rising unemployment has
affected various geographic areas and groups of workers, whether
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economic theories adequately explain these differences, and what
factors have caused rising unemployment.

Upward trend in unemployment

John Martin presented evidence on how much unemployment had
increased in countries belonging to the Organization for Economic
Cooperation and Development (OECD). As he shows in Table 1,
unemployment rates have risen over the past four decades in the
OECD as a whole and in each of the large industrial countries. The
increase has been much more pronounced in most European countries
thaninthe United States, Canada, or Japan. Asaresult of the pervasive
upward trend, about 35 million persons in OECD countries were
expected to be unemployed in 1994, and an additional 15million were
estimated to have given up on seeking ajob or were forced to settle
for a part-time job.

Martin also demonstrated that high unemployment has affected
some demographic and socia groups much more than others. Y oung
peopl e experience unemployment rates more than twice as high asdo
adults in most industrialized economies other than Germany, which
hasa strong apprenticeship system for training young workers. In half
of the remaining countries in the European Community (EC), youth
unemployment rates had surpassed 20 percent by 1993. The other
major groups to suffer exceptionally high risk of unemployment are
those with low educational qualifications. Workers who have no
college experience are especially susceptible to joblessness; their
relative plight worsened substantially in the 1980sin termsof both the
chance of finding a job and of the wages paid when successful. In
Martin's view, thislatter trend provides support to the common belief
that the relative demand for low-skilled workers has declined in most
industrial economies—a belief shared by most symposium partici-
pants.

Anocther disturbing trend, in Martin's view, is rising long-term
unemployment, especially in Europe. | nthe EC, more than 40 percent
of the unemployed had been out of work for more than a year,
compared to only 12 percent in North America. This difference
reflects very different labor market dynamicsin the tworegions. U.S.
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workers are much morelikely toloseexisting jobs, but are also much
more likely to find new jobs fairly quickly, than are their European
counterparts. Martin also cited evidence suggesting the long-term
unemployed are "outsiders™ insofar as wage-setting is concerned
because increased long-term unemployment does little to restrain
wage increases for the "insiders” who have jobs. In his view, this
evidence bolstered the argument for targeting labor market policiesto
the long-term unemployed as the most effective, as well as the most
equitable, way to reduce unemployment without setting off a wage-
price spiral.

In hisdiscussion of Martin's paper, Dennis Snower reviewed theo-
ries of unemployment to determine which best explained the pattern
of unemployment in OECD countries. Heindicated most theories fail
to explain why unemployment has risen more in Europe than in the
United States. The most promising, in hisview, istheinsider-outsider
theory discussed in Martin's paper. Because European firms find it
costly toreducetheir work forceduein part toemployment protection
laws, European workers jobs were secure in the face of the mild
recessions typical in the 1950s and 1960s. Asaresult, unemployment
rates remained low in Europe during this period. As the severity of
recessions increased thereafter, though, firms were forced to reduce
the size of their workforces. Having once incurred the high cost of
doing so, firms werereluctant to hire workers back, preferring instead
toinvest in labor-saving capital equipment. Theimpedimentsto |abor
mobility in Europe help explain why high European unemployment
rates persist after major recessionsand why labor turnover is so much
lower in Europe than in the United States. Moreover, the reluctance
of European firms to rehire workers helps explain why so many
long-term unemployed are outsiders without any appreciable effect
on the wage demands of the insiders. Although economists are far
from developing theories that explain all aspects of labor market
behavior, Snower found the insider-outsider theory the best available
foundation for policy recommendationsto reform labor markets.

Causes of hi gh unemployment

In his paper, Paul Krugman presented asomewhat different perspec-
tive on the causes of high unemployment. He emphasized the distor-
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tions caused by the European welfare state as the principal culprit.
High payroll taxes, in addition to such stringent labor market regula-
tions astheemployment protection guarantees stressed by Martin and
Snower, reduce the wagesfirmsare willing to offer to attract employ-
ees. At the same time, generous welfare benefits for the unemployed
reducetheir incentive to accept jobsat these low wages. Theresulting
wedge between what employers are willing to offer and what workers
are willing to accept explains why European unemployment is so
much higher than in the United States, where taxes and benefits are
considerably lower.

The interaction between the welfare state and a changed economic
environment, Krugman argued, can also explain why unemployment
has increased so much in Europe. The change he emphasized was
declining demand for low-skilled workersin industrial nations. Such
achange would tend to increase income inequality by depressing the
wages of low-skilled workers. But large disparities in incomes are
what the European welfare state was designed to prevent. The colli-
sion of market forces pushing toward greater income inequality with
government policies that prevented such inequality has resulted in
growing unemployment in Europe, especially among low-skilled
workers. In analyzing the reasons for declining demand for these
workers, Krugman expressed skepticism about the importance of
increased competition from newly industrializing nations. Although
intuitively plausible, this explanation has been found to have little
empirical support according to Krugman. Instead, he attributed the
declining demand for low-skilled workers to technological change
that deval ues the market value of manual labor.

The same forces raising unemployment in Europe, Krugman
claimed, have caused rising poverty and income inequality in the
United States. With less generous socia service benefits, low-skilled
workers in the United States have seen their real incomes decline.
Krugman did not see any painless way out of the tradeoff between
more poverty and more joblessness. Transforming low-skilled work-
ersinto high-skilled workersthrough improved educationand training
might seem the obvious solution. But raising education levels can be
done only gradually, and government training programs are not par-
ticularly effective. Some modest improvement in Europe might result
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from restructuring the welfarestateto reduce distortions. Only amajor
"pruning' of the welfare state, however, islikely to reduce European
unemployment substantially, and then at the expense of increased
poverty. Krugman concluded policymakers in both Europe and the
United States confront the harsh choice of accepting either high
unemployment or widespread poverty.

Edmund Phel psexplained why he thought the causes of unemploy-
ment are more diversethan implied by Krugman's paper. Hisresearch
indicated OPEC oil shocks, increased taxes on labor, and higher real
interest rates have contributed importantly over the past several years
totherisein the natural rate of unemployment —that is, the unemploy-
ment rate consistent with stable inflation. He agreed with Krugman
that growth of thewelfarestateand adeclinein demandfor low-skilled
workers have contributed to high unemployment in most industrial
countries. Hewas skeptical regarding Krugman's claim that increased
competition from newly industrializing economies had not contrib-
uted importantly to the' declining demand for low-skilled workers.
Accordingly, he advocated redistributing the overall gains from free
trade through subsidies to employers who hire such workers. Thefirst
step in this direction should be a tax credit to offset the payroll taxes
paid for low-wage workers, financed in part by reducing the most
distortionary elements of the welfare state. If tax credits prove insuf-
ficient, governments should consider cash subsidies to firms that
employ low-skilled workers.

Like Phelps, Christopher Pissaridesfelt Krugman put too much of
the blame for unemployment on welfare state policies. He did, how-
ever, advocate | ess restrictive employment protection lawsin Europe.
In his view, laws making it costly for firms to fire workers merely
stifle necessary labor market adjustments, thus benefiting neither
employers nor workers. Other improvements would be to limit the
duration of unemployment compensation and to spend more on active
labor market policies to help the unemployed find jobs. While such
pruning of welfare benefitscan and should be used toreduce European
unemployment, Pissarides was emphatic that income support for
low-skilled workers should remain. In his view, minimal government
support for thedisadvantaged, asinthe United States, isa" cruel route™
not to be followed in Europe.



Bryon Higgins

Monetary policy and unemployment

The focus of the symposium next shifted to the relation between
monetary policies and unemployment. Topics addressed included
whether expansionary monetary policies in Europe should be used to
complement needed labor market reforms, the differences between
Japanese and European |abor markets, the unique legislative mandate
guiding New Zealand's monetary policy, and the pressures on central
banks to pursue more stimulative monetary policies when unemploy-
ment is high.

The role d monetary policy

In his paper, Charles Bean explained what role monetary policy
could play in reducing European unemployment. He argued the main
reason unemployment has risen so much morein Europe than in the
United Statesisthat European labor marketscreate long-term persist-
enceof unemployment. Hisempirical estimatesshow that shockswith
only temporary effects on unemployment in the United States have
permanently raised unemployment in Europe. Dueto various persist-
ence mechanisms, any increasein European unemployment isquickly
trandated into a higher equilibrium (or natural) unemployment rate.
Lasting reduction of unemployment in Europe can only be achieved
with structural reforms to improve the functioning of labor markets.

Bean maintained expansionary monetary policies should nonethe-
less be used to complement labor market reforms. Such reformscould
prove so politically unpopular they would soon be reversed unless
their benefits are realized quickly. Macroeconomic policies should
thusbe used toensure aggregatedemand growsrapidly enough to take
full advantage of theexpanding.aggregate supply resulting from labor
market reforms. Expansionary fiscal policy is effectively precluded
by thelargestructural budget deficitsin most Europeancountries. The
responsibility for demand stimulus, therefore, falls to monetary poli-
cies. In Bean's view, European central banks should be willing to
tolerate slightly higher inflation for the next few yearsif necessary to
achieve the goal of reducing the European unemployment rate five
percentage points by the end of the decade. In countries where
employment growth isstifled by insiders aggressive wage demands,
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a temporary incomes policy might prove a useful adjunct to labor
market reforms and stimulative monetary policies.

Bean cautioned against coordinating national monetary policies to
achieve exchange rate stability. If labor market reform proceeds at
different rates, exchange rates may need to adjust to ensure that each
country can redize the full benefit of its reforms. Exchange rate
fluctuations within the current wide bands of the European Monetary
System should provide adequate scope to pursue independent mone-
tary policies. But an attempt to narrow exchange rate bandsor to move
rapidly to monetary union would prevent an efficient transition to
lower levels of unemployment.

Stanley Fischer disagreed that tolerating higher inflation was nec-
essary to realize the benefits of European labor market reforms.
Although real wages in Europe may need to decline modestly to
reduce unemployment, this decline could occur without higher infla-
tion. Labor market reformswill, themselves, increase wageflexibility
enough to accomplish slower growth in wages without higher infla-
tion. Fischer nonetheless endorsed Bean's pleathat central banksin
Europe accommodeate the higher economic growth potential accom-
panying labor market reforms.

Takatoshi Ito explained how Japan has managed to avoid the high
and rising unemployment observed in Europe. One important factor
has been a steadfast Japanese commitment to low inflation. Ito was
skeptical of Bean's contention that tolerating higher inflation could
reduce European unemployment. The major reason unemployment
has remained low in Japan, however, is Japanese labor market insti-
tutions have allowed shocks to be absorbed without laying off work-
ers. Whether this will remain so in the face of a severe recession and
strong yen is uncertain. Major Japanese companies haveincreasingly
shifted production abroad, raising the prospect unemployment will
trend upward in Japan in the years ahead, asit did in Europe during
the 1980s.

In Allan Meltzer's view, the upward trend in European unemploy-
ment has been due almost entirely to the corrosive effects of the
European welfare state. Imposing high taxes on the income of those
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who work, and using the proceeds to subsidize those who do not,
reducesincentivesto seek employment, thereby raising the measured
unemployment rate. Meltzer presented evidence the European coun-
trieswhich had increased welfarespending most had al so experienced
the largest increase in unemployment. He found this a compelling
reason for eschewing the monetary stimulus recommended by
Bean, concentrating instead on supply-side remedies to "welfare
state unemployment.™

In summarizing the discussions of thefirst day of the symposium,
Nigel Lawson also emphasized the importance of supply-side reme-
dies for reducing unemployment. He emphasized such remedies
would bedifficult politically becausethey would cause painful adjust-
ment. Lawson nonetheless urged economists to be forthright in rec-
ommending the uncomfortable policy changes necessary to reduce
unemployment, **because | don't know where politicians and policy-
makers are going to get their guidance from if these things aren't
spelled out clearly.™

The importance of price stability

In his luncheon address, Donald Brash explained what he thought
monetary policy could—and could not-contribute to reducing unem-
ployment. In his view, monetary policy can best contribute to mini-
mizing unemployment by maintaining price stability. He cited New
Zealand's experience as support for thisview. In the 1970s and early
1980s, monetary policy was used to stimulate the economy. The
resulting burst of inflation caused consumer pricestoincreasefivefold
from 1970t0 1984:-This high-inflation was accompanied by an upward
trend in the unemployment rate. The ultimate result of stimulative
monetary policy, therefore, washigher rather than lower unemploy-
ment.

This period of stagflation in New Zealand led monetary policy to
be reoriented toward price stability. The new orientation wascodified
in 1989 with passage of a new Reserve Bank Act. The act instructs
the Reserve Bank of New Zealand to focus exclusively on achieving
and maintaining stability in the general level of prices. The govern-
ment and the Reserve Bank have agreed that maintaining consumer
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price inflation in a range of 0 to 2 percent fulfilled that mandate.
Steadfast pursuit of price stability has kept New Zealand's inflation
rate in that range since 1991. Although experiencing a prolonged
recession during the period of disinflation, the New Zealand economy
has subsequently rebounded. The unemployment rate has aready
come down substantially from its recession peak and is expected to
decline further. Based in part on New Zealand's experience, Brash
argued that focusing on price stability is not antithetical to reducing
unemployment but isa prerequisite for doing soin alasting way.

This unique legislative mandate for price stability has not, Brash
said, entirely shielded the Reserve Bank from political pressures to
pursue a more stimulative monetary policy. Critics have attacked the
ReserveBank Act foritsalleged callousdisregard for the unemployed.
Brash views one of his most important functions to be convincing
thesecriticsthat ** attempting to trade off just alittle moreinflation for
alittle less unemployment, however tempting, just isn't a workable
proposition.”

Structural policiesto reduce unemployent

In the next two sessions of the symposium, participants evaluated
the effectiveness of aternative policy reformsin reducing structura
unemployment. Among the reforms discussed were reducing unem-
ployment insurance benefits, imposing a tax on .firms that lay off
workers, offering subsidies to firmsthat hire workers, investing more
in education and training, and increasing job search assistance to
dislocated workers.

Evaluating alternative policy reforms

In his paper, Dale Mortensen evaluated alternative labor market
policies using atheoretical model of job creation and job destruction.
According to the model, unemployment could be reduced by cutting
back on the generosity of government payments to the jobless or by
reducing payroll taxes. Theeffectsof other prospective policy changes
are less clear. Imposing a tax on firms that lay off workers, for
example, would reduce the incidence of layoffsbut could also make
firmslesswilling to hire new workers. Similarly, atax credit for firms
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that hire workers would increase job creation but might also increase
job destruction if firms lay off some workers in order to get the tax
credit when replacement workers are hired. The net effect of both tax
credits for hiring and tax penalties for firing on the overall level of
unemployment aretherefore ambiguousin thetheoretical model. Only
by using an empirical version of the model can such ambiguities be
resolved.

Mortensen thus presented numerical estimates using an empirical
version of the theoretical model to evaluate prospective U.S. policy
changes. Using values heconsidered redlistic for the parameters of the
model, Mortensen estimated that a firing tax would raise rather than
lower unemployment. Such atax would so impede workers mobility
that aggregate output would also suffer. In contrast, reducing unem-
ployment benefits would be effective in substantially reducing U.S.
unemployment, but only at the expense of forcing many of those who
could not find jobsinto poverty. Similarly, cutting such payroll taxes
as the social security tax would not have a large enough beneficia
effect on unemployment to justify the accompanying adverse effect
of lowering pension and health carefor theelderly. A more promising
|abor market reform in the United States, Mortensen concluded, is a
hiring subsidy to employers. According to his estimates, such subsi-
dieswould substantially reduceU.S. unemployment without imposing
hardships on the poor or the elderly. This and similar active labor
market policies might best be financed with a payroll tax since,
according to the model, such taxes have minimal disincentive effects
on hiring.

Martin Feldstein was less sanguine than Mortensen about the pro-
spectivebenefitsof hiring subsidies. In Feldstein's view, Mortensen's
model does not provide areliable basisfor estimating thelikely effects
of actual policy changes. Other studies have found that hiring subsi-
diesareawasteof taxpayers dollars. Feldstein recommended instead
the U.S. unemployment insurance system be reformed to reduce
structural unemployment. Such reforms, if carefully designed, could
substantially increase incentives for finding a job without imposing
hardshipson thetruly disadvantaged. Subjecting unemployment insur-
ance benefits to the income tax, which the United States now does,
reduces disincentives for job seeking but does not reduce benefitsfor
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those too poor to pay taxes. A more radical reform would be to set a
maximum weekly benefit of about $200, thereby reducing the benefit
levels for those who previously had a high-paying job but retaining
current benefit levelsfor others. This type of reform would be much
more effective in reducing unemployment, Feldstein argued, than
would hiring subsidies.

Assar Lindbeck also expressed skepticism about the advisability of
hiring subsidies. He pointed out both workers and firms would have
powerful incentivesto find ways to exploit the subsidies. Firms that
previously transferred workersfrom one plant toanother, for example,
could benefit by splitting into two companies in order to reap the
benefits of hiring subsidies to the plant that was increasing employ-
ment. Lindbeck also argued that Mortensen's policy prescription of
more government involvement in labor markets through hiring subsi-
dies and higher payroll taxes should be compared with less govern-
ment involvement in labor markets before concluding how best to
reduce unemployment.

Active labor market policies

In his paper, Lawrence Katz evaluated the effectiveness of active
labor market policies in solving the jobs problem, which he defined
as "too few decent employment opportunities to go around.” The
problem has led to higher unemployment in Europe and to increased
poverty among working families in the United States. Government
programs to enhance the skills and adaptability of the workforce
could, in Katz’s view, help solve thejobs problem on both sides of the
Atlantic. Heidentified three key elements to such a strategy.

The first element isto create "a system of life-long learning.” Katz
cited severa studies showing investment in human capital has large
payoffs both for the aggregate economy and for individual s. Because
the jobs problem has disproportionately affected the employment
prospectsfor less-skilled workers, government programs to improve
education and training must be an integral part of any long-run
solution to the problem. Keeping more young people in school,
enabling less-educated adults to return to school, and encouraging
employerstoinvest in their workersareall essential for enhancing the
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skill level of the workforces in America and most other industrial
countries.

A second major element in solving the jobs problem, according to
Katz, isto help displaced workers get new jobs. Most studies suggest
job searchassistancefor such workersisan inexpensive way toreduce
the amount of time between jobs. Helping workers start their own
businesses has also been shown worthwhile for the minority of dis-
placed workers who have both the willingness and ability to do so.
Other forms of government retraining programs have been less suc-
cessful in part because the programs were not well designed. Overall,
Katz strongly advocated a comprehensive "' reemployment system'
intended to assist displaced workers in getting jobs rather than the
current system of merely providing income support during the job
search process.

The final element for solving the jobs problem, Katz argued,
includes policies to ensure low-skilled individuals can earn more by
working than by not working. One such policy isaminimum wage set
high enough to increase earnings of low-skilled workers but not so
high that they are priced out of the market. Direct government subsi-
diesfor the working:poor, such asthe earned income tax credit in the
United States, can also "make work pay" for those whose earning
power is minimal.

In his comments, James Heckman emphasized the importance of
identifying the most effective programs for improving the lot of
less-skilled workers. His reading of the evidence suggests that the
returns to government training programs are generaly very low.
Rather than using scarce budget resources for training displaced
workers, in Heckman's view, government programs should focus on
early childhood intervention to increase the chances that youth from
disadvantaged backgrounds stay in school. A " super-Headstart™ pro-
gram for preschool children has proved effective in raising their
educational attainment and reducing their criminal activity in sub-
sequent years. Such programs would yield benefits, however, only in
the long run. The short-run problems of less-skilled, adult workers
might be moreeffectively addressed through gbvernment subsidies to
their employers rather than through government training programsin
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part because such workers are less malleable than youth.

In hiscomments, John Morley emphasi zed the importance of strik-
ing a bal ance between employment growth and equitabl e distribution
of income. The 1993WhitePaper issued by the European Commission
recommended supply-side obstacles to job creation be removed in a
way that avoids increased wageinequality. The historical evidenceis
clear, Morley contended, that unfettered operation of labor markets
produces wide disparities in income which are socially unacceptable
in developed countries. As a result, governments in most European
countries have faced serious political and socia constraints on how
much to deregulate labor markets. The sharp rise of wage inequality
in the United Kingdom which accompanied deregul ation hasdiscour-
aged similar policies elsewhere in Europe. In Morley's view, how
much employment growth in Europe can be achieved without unac-
ceptable incomeinequality remains an open question.

Overview pane

The final session provided speakers the opportunity to give their
perspective on the broad range of policy issues discussed at the
Symposium.

In his overview comments, Frans Andriessen outlined a plan for
reducing European unemployment by reformingtheEuropeanwelfare
state. Reforming the welfare state is necessary, in his view, if itisto
survive. Yet the widespread poverty resulting from allowing living
standards to be determined mainly by unfettered |abor market forces,
asin the United States, isnot politically or socially feasiblein Europe.
Andriessen concluded the welfare state must be reformed in a way
that does not impose unacceptabl e burdens on low-skilled individuals.

Reforming tax systems, Andriessen argued, must also bean integral
part of reducing European unemployment. T o support the generous
benefits available under the European welfare state, taxes on earned
income are very high. These taxes have raised the cost of labor so
much that many low-skilled individuals have been priced out of the
market. Lowering the labor cost for low-skilled jobs should, in Andri-
essen's view, be the first priority in reducing European unemploy-
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ment. Thiscould bedone, for example, by loweringtaxeson low-income
workers, including the payroll taxes paid by their employees. The
resulting revenue loss might be offset by additional energy taxes,
which would have the ancillary benefit of encouraging conservation.
Especially if supplemented by active labor market policies and per-
haps additional public sector jobs, this type of tax reform could
substantially reduce European unemployment.

In hisoverview remarks, Alan Blinder discussed therole of macroe-
conomic policy, especially monetary policy, in reducing unemploy-
ment. While agreeing monetary policy hadlittleif any rolein reducing
structural unemployment, he also pointed out monetary policy could
affect short-run cyclica fluctuations in unemployment. Moreover, he
argued that central banks should attempt to guide the unemployment
rateto the natural rate. He thus viewed the legislative mandate calling
upon the Federal Reserve to pursue both maximum employment and
stable prices asbeing an appropriate chargefor central banks. Because
he considered U.S. unemployment to be near the natural rate at the
time, Blinder saw little the Federal Reserve could do to reduce
unemployment further.

Blinder did see arole for monetary policies in reducing European
unemployment. Blinder interpreted the consensus among symposium
participants to be that macroeconomic policies might be able to pare
the unemployment rate in the European Union—which was close to
11 percent at the time—~by two or three percentage pointsin the short
run without igniting inflation. In addition, the natural rate of unem-
ployment in Europe might befurther reduced two or three percentage
points in the long run by structural 1abor market reforms. He agreed
with other symposium participants that the successof structural labor
market reforms could well depend on the macroeconomic environ-
ment. If so, macroeconomic policies and labor market policies should
be viewed as complementary rather than unrelated approaches to
reducing unemployment.

Michel Hansenne urged in his comments that the unemployment
problem be viewed in aglobal context. He presented estimates by the
International Labor Office that 120 million persons worldwide were
unemployed, of whichabout 85 million werein devel opingeconomies
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or economies in transition. Moreover, a significant reason for rising
unemployment and incomeinequality in theindustrialized economies
isdifficulty in adjusting to changesin the global pattern of trade and
production. Despitethisdifficulty, Hansennewarned against resorting
to protectionist trade policiesin a vain attempt to resist shifts in the
international division of labor.

He also warned against overzeal ous pursuit of employment growth
at the expense of economic equity. Labor markets should not be
evaluated exclusively in terms of allocative efficiency, Hansenne
argued. They are also socia ingtitutions that help decent societies
achieve the goals of equity and fairness. In describing what he
described as the qualitative dimension of the jobs problem, Hansenne
stated:

“[EJmployment is not just a matter of numbers...[T]he condi-
tions under which work is performed, thelivelihood it provides,
and the solidarity shown by those with work and income toward
those without: these are also measures of a decent society."

In his comments, Hans Tietmeyer explained his views on how the
Deutsche Bundesbank could best contribute to lowering German
unemployment. He argued that high German unemployment is pre-
dominantly a structural phenomenon. One structural problem is that
generous benefits avail able to the unemployed reduce their incentive
to work, especially for low-skilled individuals. Moreover, the high
cost of dismissing workers due to employee protection laws discour-
ages firms from recruiting new employees. In addition, the cost of
labor in Germany is too high, especially for low-skilled workers.
Although some progress has been made in reducing these and other
structural 1abor market problems, Tietmeyer stressed the reforms will
only gradually reduce German unemployment.

The Bundesbank's role, in Tietmeyer's view, is to create "the
underlying monetary conditions that foster greater monetary stabil-
ity." Hergected the contention that aconsiderabl e portion of German
unemployment was cyclical and could thus be reduced by lower
short-term interest rates. Pointing to uncertainty about how much of
German unemployment wascyclical, Tietmeyer asserted that attempt-
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ing to use monetary policy to reduce unemployment could lead to
higher inflation. This would be particularly risky, he maintained,
because of the German people's aversion to inflation. For these and
other reasons, Tietmeyer argued the Bundesbank could best contribute
to lowering German unemployment by reducing inflation.

At the conclusion of the symposium, George Shultz observed the
discussion had focused on those who are unemployed but remain
within the traditional system. He pointed out a large and growing
group of unemployed persons are in a very different system: " They
arein a system of crime and drugs, of no family attachments, and of
gang attachments.” This alternative system, Shultz said, posed a
serious threat to American society. He concurred with James Heck-
man's assessment that early intervention might well prevent the very
young from repesating the cycle which leads ultimately into the alter-
native system.

Despite the differences of opinion on details, a recurring theme
throughout the symposium was that reducing structural unemploy-
ment would require difficult policy choices and tradeoffs. As Chair-
man Greenspan put it in his remarks, " The job of analysts and
policymakers, such asthe group represented here, istotry to makethe
issuesand tradeoffsclear to our el ected representatives. For, at theend
of theday, it is they who must make these very difficult choices. We,
however, can play a major role by arraying the real alternatives.”

Bryon Higginsisa vice presdent and economist at the Federal Reserve Bank of KansasCity.
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Alan Greenspan

| am pleased to open this symposium, which, once again, has
brought together a group of experts and central bankersto exchange
views on an important issue in the world economy. This year's
topic— unemployment, what causes it, and how policy can address
it—has been highlighted in various international fora over the past
year, including the Organizationfor Economic Cooperationand Devel-
opment (OECD) ministers meeting in Juneand theG-7 summitinJuly
1994. Clearly, policymakers around the world agree that the persist-
enceof high levelsof unemployment iscostly and that we could raise
output and living standards if more of our unemployed could be put
to work. Thus, we are keenly interested in answers to the questions of
what we can do to maximize sustainable employment growth and to
reduce unemployment.

Those answersare likely to emerge, however, only aswedevelop a
better understanding of the enormous complexity and dynamism of
our labor markets. While any macroeconomic or aggregate measure,
such as the unemployment rate, is a useful starting point for policy
discussions, we must go beyond any one measure of economic slack
and examine the interaction of public policies and market forces that
affect theextent to which our resourcesareeffectively employed. That
isour agendafor the next two days.

The OECD study that John Martin will discuss this morning has
contributed greatly to our understanding of recent aggregate unem-
ployment statisticsin terms of the characteristicsof individuals that
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aremost vulnerable tojoblessspells and underemployment. From this
base, we can begin to trace how cyclical fluctuations and structural
shifts in the patterns of demand across industries and occupations
affect the demand for and supply of Iabor in our economies. We can,
as well, assess the effects--either intentional or unintentional —-of
public policies on job creation and on the willingness to participate in
the labor market.

CharlesBean rai ses some provocative issuesin hisinteresting paper
this morning, and | am sure that my colleague, Donald Brash, will
focus on important central banking problems at lunch today. The
papers by Dale Mortensen and Larry Katz for tomorrow's session
should generate a quite moving discussion of intervention in the
operation of labor markets. Thelarge number of proposals and options
for reducing disincentives or for providing incentivesfor job creation
is perhaps a good measure of the complexity of the problem.

As Paul Krugman so aptly points out in his paper, even if the
economic profession could speak with one voice on the sourcesof the
problem, the choices that policymakers face in seeking to address
unemployment would still be hard ones.

Krugman arguesthat thesignificant risein structural unemployment
in Europereflects theendeavorson the part of governmentsto delimit
the increasing degree of income inequality that market forces have
recently been engendering. The latter appears to be emerging from
significant increases in the application of new technologies in produc-
tion. Wheresuch market forcesareallowed to play out moreevidently,
such as in the United States, the unemployment rate is lower and
measured income inequality higher. The argument for this tradeoff is
a persuasive one, and the discussion of this issue should be most
interesting.

An important aspect of the structural change that has affected the
demand for labor among the major advanced industrial countriesis
the extent to which the proportion of our real GDP has become
increasingly conceptual asdistinct from physical. A century ago the
economic value added of physical brawn was much higher relative to
intellectual pursuitsthanitistoday. If ideasare becoming increasingly
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valued at the margin in recent years, then more education, adjusted
for supply, will tend to command an increasing premium over less
education. Thisisseenintherisingincomesof intellectual professions
relative to the average.

Larry Katz isencouraged by some of the evidence of the potential
for government programs to enhance educational capabilities and
hence to boost the value added of some of the disadvantaged segments
of our societies. Clearly to the extent that such endeavors work, one
can be hopeful, recognizing that the benefits will require some time
to be realized.

Of concern to central bankers, nevertheless, is the fact that if the
tradeoff that Krugman outlines isasstark asit appears, those endeav-
oring to address structural employment imbalances are occasionally
bound to find themselves frustrated when confronted with so dissat-
isfying achoice. Any tendency to seek a bit of macro policy relief by
pushing on the outer limits of monetary policy risks longer term
financial instability. Thelagsof monetary policy arelongand variable,
and the temptation to presume that our forecast point estimates or
reduced-form model simulations somehow adequately capture these
risksis probably an illusion.

Thejob of analystsand policymakers, such asthe group represented
here, is to try to make the issues and tradeoffs clear to our elected
representatives. For, at the end of the day, it is they who must make
these very difficult choices. We, however, can play a mgjor role by
arraying the real alternatives.

| will conclude by thanking the staff of the Federal Reserve Bank
of KansasCity for assembling such an excellent program. It promises
alively exchange of views, and | look forward to participating.






The Extent of High Unemployment
in OECD Countries

John P. Martin

The Organization for Economic Cooperation and Development
(OECD) has recently completed a two-year study of the causes of
unemployment and appropriate solutions. The analysis and policy
conclusions of this work were endorsed by OECD ministersat their
meeting in June 1994. This report does not mince its words about the
seriousness of the problem and the challengesit poses. It describes
unemployment as. ** probably the most widely feared phenomenon of
our times. It touchesall partsof society.”

It points out that:

""More than ever since World War 11, today's unemploymentis
causing damage in ways that cannot be measured by the sheer
numbers. High unemployment creates insecurity and resistance
to organizational and technical change. Long-term unemploy-
ment lowers self-esteem, is demotivating and self-reinforcing,
and is associated with health problems. Therisein youth unem-
ployment means that many young people are losing skills or
employability. Groupsin society that have never beforefaced a
high risk of unemployment, such as white-collar workers, are
losing jobs, with all the personal and societal costs that implies
in termsof |ost potential and lost investment.”2

It then proposes more than sixty policy recommendationsto tackle
the problem. These recommendationscover a wide range of macroe-
conomic and structural policiesdesignedto achievethe twin goals of
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higher employment with good jobs.

In this paper, | do not review these policy recommendationsin any
detail. Rather, | focuson a narrower remit, but one that is essential to
the purposesof this symposium, namely to describe both the extent
and nature of the unemployment problem facing OECD countries
today.

The first section highlights cross-country trends in unemployment
experiencesince 1950. The second section considersthe adequacy of
unemploymentas a measure of labor market slack and presentssome
cross-country dataon ™ extended" measuresof unemployment. Thisis
followed by a detailed description of the composition of OECD
unemployment, focusing on demographic characteristics, family
status, and skill levels. Thefourth sectionfocuseson an aspect of the
unemployment problem which has particularly preoccupied policy-
makersof late—the growing tendency in many countries, especially
in Europe, for peopletodrift intolong-term unemployment. Thefifth
section analyzesone major dimension of the costs of unemployment,
namely public spending on labor market policies, and presents pre-
liminary evidence on its impact on labor market performance. The
final section presentssome concluding observations.

Trendsin OECD unemployment since 1950

Chart 1 depictsthetrendssince 1950in unemploymentin the OECD
areaand itsfive main countries/zones—North America, the European
Community (EC), European Free Trade Association (EFTA) coun-
tries, Oceania (Australiaand New Zealand), and Japan. During the
1950s and the 1960s, the total number of unemployed in the OECD
area averaged below 10 million, an unemployment rate of around 3
percent. But the year of thefirst oil shock, 1973, representsa water-
shed in the picture. Over thefollowing ten years, OECD unemploy-
ment tripled to 30 million, an unemployment rate of 8 percent. The
subsequent prolonged expansion only trimmed back the unemploy-
ment total to 25 million peoplein 1990. After 1990, the number of
persons unemployed rose sharply: and the latest OECD Secretariat
projectionssuggest that that number could exceed 35 million persons
in 1994 (an unemployment rate of 8.5 percent), before declining
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dightly in 1995 as the economic recovery, which is now under way
in the OECD areaasawhole, steadily gathers strength.3

Chart 1 reveals two striking ** stylized facts about postwar OECD
unemployment experience. First, the overall rising trend has been
spread very unevenly across the OECD area:

¢ In North America, unemployment rates were relatively highin
the 1950s and 1960s. But there has been only a modest trend
increasesince 1970, albeit withlargecyclical fluctuations. Unem-
ployment peaked at just over 7% percent in 1992—well below

the previous peak of over 9% percent intheearly 1980s—and s
currently around 7 percent.

e The unemployment rate in both the EC and Oceania was |ower
than in North Americain the 1950s and 1960s. But it has risen
sharply since the mid-1970s, with the unemployment ratein both
regions currently at record rates of around 10 to 11 percent.

e The EFTA countries successfully stabilized unemployment in a
narrow range of 2 to 4 percent until 1990. Since then, however,
the rate has risen sharply, to almost 8 percent.

¢ Japan has managed to keep recorded unemployment low, at
between 1 and 3 percent, throughout the entire postwar period.
The current unemployment rate is around 3 percent. But this
understates significantly the true extent of labor market slack.

Second, thereisan apparent tendency for unemployment rates after
rising during a cyclical downswing, to exhibit ** persistence, that is,
toremain at or around ahigher level even when economic activity and
employment pick up again. This phenomenon of unemployment
persistence is a feature of the dataat the aggregate OECD level. It is
particularly marked in the EC countries and Oceania.

Table 1 presents the unemployment rates for individual OECD
counmes since 1950. For virtualy al the countries, the datarefer to
standardized unemployment rates which, in principle, are more com-
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Chart 1
Unemployment Ratesin OECD Regions, 1950-93
(Percent of Totd Labor Force)
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Unemployment Ratesin OECD Regions, 1950-93
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Tablel

Percent of Total Labor Force
Averagesof

John P. Martin

1950s 1960s 1970s 1980s 1990 1991 1992 1993
North America 43 47 6.1 14 57 7.0 77 7.2
Canada 38 47 6.6 9.3 81 102 112 111
United States 44 47 6.1 7.2 54 6.6 7.3 6.7
Japan 21 13 17 25 21 21 22 25
European 36 21 37 9.1 8.1 8.3 91 106
Community
Belgium 38 2.1 42 104 7.2 7.2 7.9 9.1
Denmark 37 14 38 8.9 96 105 112 122
France 1.5 1.7 3.8 9.0 89 94 104 116
Germany 49 0.6 19 _ 57 49 42 4.6 58
Greece 57 53 23 6.6 7.0 7.7 8.7 9.8
Ireland 52 49 68 139 133 147 155 158
Italy 72 38 477 75 82 78 83 102
Luxembourg 03 0.2 0.7 26 1.7 1.6 1.9 2.6
Portugal 22 24 4.6 7.3 4.6 4.1 4.1 55
Netherlands 1.5 09 40 9.6 15 7.0 6.7 8.3
Spain 2.1 23 42 175 159 160 181 224
United Kingdom 1.7 20 44 101 6.9 88 100 103
EFTA 20 14 19 28 26 38 56 74
Austria 43 21 16 33 32 35 36 42
Finland 16 21 37 49 34 76 131 177
Norway 17 17 16 28 52 55 59 6.0
Sweden 17 15 18 22 17 29 52 82
Switzerland 03 01 12 15 11 18 31 37
Oceania 14 18 34 6.9 71 96 107 106
Austraia 15 20 39 75 7.0 95 108 108
New Zealand 09 09 15 41 77 102 103 95
Turkey 37 48 75 75 78 76 77 7.3
OECD 35 28 43 70 60 67 73 78

'standardized unemployment rates except for Austna, Denmark, Greece, Luxembourg,
Switzerland, and Turkey. The Eurostat comparable unemployment rates were used for

Denmark. Greece, and Luxembourg, and national definitions for the latter two countries and

Austria.

Source: Keese (1994).
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parable between countries than the unemployment rates published in
national sources.’ The standardized ratesfor many countries—which
are based on labor force surveys which can produce unemployment
data in line with International Labor Office (ILO) guidelines for
international comparisons— are available only for the more recent
years; to derive a consistent series back to 1950, these standardized
rates have been chained with estimates for earlier yearsderived from
other6labor force surveys, population censuses, and administrative
data.

This table shows the wide-ranging nature of the rise in unemploy-
ment over the past two decades. Up to the 1970s, none of thecountries
shown had double-digit unemployment rates, whereas in 1993 nine
countries shared thisdubious distinction. Thefour highest ratesareall
in Europe: Spain had an unemployment rate in the second quarter of
1994 of 24.1 percent, followed by Finland (18.5percent), Ireland (15.1
percent), and France (12.6 percent). The recent increase in Finnish
unemployment is without precedent in postwar OECD experience: its
standardized rate was only 3.4 percent in 1990. Neighboring Sweden
has al so experienced a sharp increase in unemployment over the same
period, upfrom 1.5 percentin 1990to 7.7 percent in the second quarter
of 1994. Therisein the Swedish unemployment rate would have been
even steeper had the government not greatly expanded labor market
programs: in 1993, around 6 percent of the Swedish labor force on
average were covered by active labor market measures, compared
with 1'% percent in 1990.

" Extended" measuresof unemployment and underemployment

Unemployment rates, whether standardized or not, infact cover only
a part of labor market slack in OECD countries, and there are long-
running debatesin many countries asto the adequacy of such conven-
tional measures of unemployment? It is, for example, common to
argue that so-called "'discouraged workers,” that is, persons who
report in labor force surveys that they would like a job but are not
currently searching for work because they believe no suitable job is
available, should be included in the unemployment total. Similarly,
many individuals are working fewer hours than they would wish todo
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at the going wage rate; these so-called "involuntary part-time work-
ers” are also an element in labor market slack. Others argue that the
measured unemployment figures overstate the degree of labor slack
by including people who are not really seeking work and/or who are
working in the underground economy. Unfortunately, there are no
reliable means at our disposal for making cross-country estimates of
the numbers of unemployed who might fall into the latter category.®
Finally, some analysts have claimed that it is more useful to focuson
the " nonemployment™ rate, which includes both the unemployed and
those who are economically inactive (that is, classified as out of the
labor force in household surveys), than on the unemployment rate
alone.

Discouraged workers and involuntary part-time workers

Work has been undertaken recently at both the OECD and the U.S.
Bureau of Labor Statistics (BLS) on international comparisons of
"extended" indicators of unemployment which include some of the
major additional dimensions of labor market slack.? It should be
emphasized at the outset, however, that given the wide differencesin
definitions across countries, especially for discouraged workers,
cross-country comparisons of these " extended measures must be
made with agreat deal of caution.

With this caveat in mind, Chart 2 presents the standardized unem-
ployment rate for 1991 and an indicator of extended unemployment
which include adjustments for both the numbers of involuntary part-
timers and discouraged workers. In terms of the BLS indicators, the
standardized rate corresponds to U-5; adding an adjustment for invol-
untary part-timers to the standardized rate corresponds to U-6; and
adding discouraged workers to the standardized rate plus the adjust-
ment for involuntary part-timers corresponds to U-7.10

Itisimmediately evident that making these adjustments narrowsthe
range of dispersion in labor market slack across countries: the coeffi-
cient of variation for the extended measure of unemployment is 35
percent, compared with 43 percent for the standardized rate alone. At
the same time, there is a strong positive correlation between the
standardized unemployment rate and the extended measure: the
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Chart 2
Unemployment and 'Extended’ Unemployment Rates,
1991! (in Per cent)
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! Countries are ranked in descending order of the unemployment rate.

2 Datafor involuntary part-time workers not available.

3 Data for discouraged workers not available.

* OECD standardized unemployment rates for all countries except Denmark, Greece, and
Turkey where national definitions were used.

% Including discouraged workers and involuntary part-time workers. Half the number of
involuntary part-time workers are included in the number of unemployed.

Source; OECD (1993a), Table 1.5.
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Table?2
Alternative M easuresof Labor Market Sack in Selected
OECD Countries, 1993

Alternative Unemployment RatesIncluding

Involuntary
Standardized ~ Discouraged ~ part-timg Both (a)
unemployment  workers workers and (b)
rate (@) (b)

Audrdia 108 12.2 © 142 155
Canada 111 119 139 14.6
Japan 25 45 35 54
New Zealand 95 104 NA 104
Sweden 82 9.9 86 103
United Kingdom 103 10.8 119 12.3
United States 6.7 75 8.6 9.4
Average® 6.5 7.5 8.1 9.2

!For definitions of discouraged workers, see Annex 1.A, OECD Employment Outlook, 1993.
Discouraged workers are included in bath the number of unemployed and the labor force.
2For definitions of involuntary part-time workers, see the notesto Table 1.6 of OECD
Employment Outlook, 1993. Half the total of involuntary part-time workers1s included in the
number of unemployed.

3Weighted by 1993 labor force.

Source: OECD (19944).

Spearman rank correlation for 1991 is 0.85. On average, the adjust-
ment for involuntary part-timers is more significant than the adjust-
ment for discouraged workers: for the OECD area as a whole there
were about 4 million discouraged workers and 9 million involuntary
part-timers, equivalent to aimost half the number of unemployed in
1991.

More recent data on the extended measures of unemployment are
available for only seven OECD countries. These data, presented in
Table 2, show that the average U-7 type rate was 9.2 percent in 1993
compared with an average standardized rate of 6.5 percent. It is
noticeable that the extended unemployment rate for Japan more than
doubles compared with the standardized rate, narrowing the gap with
the United States: as a proportion of the U.S. rate, the Japanese rate
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risesfrom 37 percent on a standardized basisto 57 percent on the U-7
type measure.' 1

Nonemployment

Other analysts argue that, instead of focusing on certain groups
within the inactive population and adding them to the figure for
unemployment, it makes more sense to use the nonemployment rate
asameasure of labor market slack. They claim thisresults in amore
internationally comparable measure than the standardized unemploy-
ment rate or the extended measures of unemployment discussed
above.!2 At the sametime, not all nonemployment can beregarded as
ameasure of labor slack. For example, many young people choose to
stay on full-time in education and training in order to build up their
human capital, rather than to work or look for a job. Many older
workers opt for early retirement rather than for paid work or unem-
ployment. And many mothers with young children may not wish to
undertake paid work.

In order to adjust for these groups, Chart 3 presents dataon nonem-
ployment rates both for prime-age men and for women for the five
main OECD countries/regions sincetheearly 1970s. Thisshowsmore
convergence over time for prime-age males than do unemployment
rates alone. It is noticeable that North America, the EC, EFTA, and
Australia all have very similar nonemployment rates for prime-age
males of 14to 16 percent in the early 1990s. The contrast with Japan
is striking: not only does Japan have an extremely low nonemploy-
ment rate of around 4 percent, but the rate has also declined slowly
since 1987.

The picture of nonemployment for prime-agewomen isvery differ-
ent. There has been adownward trend in nonemployment for women
inall regions, the sole exception being EFTA in theearly 1990s. This
trend decline in nonemployment among prime-age females reflects
the upward trend in femal elabor force participation. At the sametime,
thereremainsawidedispersionin nonemployment ratesacross regions.
The highest nonemployment rate in the early 1990s, of around 45
percent, is in the EC followed by Australia and Japan. The lowest
nonemployment rate isin the EFTA region.
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Chart 3
Non-employment Rates, 1972-1992!
Percentageof Population Aged 25-54
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'EC includes France. Germany, Ireland. Italy, the Netherlands, Portugal, Spain, and the
United Kingdom. EFTA includes Finland, Norway, and Sweden. The age group for Italy is
25-59 years.

Source; OECD, Labor Force Statistics.
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While the extended measures of unemployment or the nonemploy-
ment rate do indeed convey more information than the standardized
unemployment rate about the degree of labor market slack or social
hardship, it islessobvious that either measureis better asan indicator
of wage pressure. EImeskov and Pichelmann (1993) have tested this
hypothesis by estimating standard real wage equations for 19 OECD
countries in which they include both unemployment and labor force
participation rates, in both levelsand first differences.!3 Their results
suggest that for most countries the unemployment rate is a more
significant determinant of real wage pressuresthan isthe nonemploy-
ment rate.

In sum, it isimportant to complement the standardized unemploy-
ment rates with extended measures of unemployment in order to
obtain a more complete picture of the under-utilization of labor
resources and degree of social hardship. Accordingly, the OECD has
begun to construct such measures for the purposes of international
comparisons. But the evidence suggests that the standardized unem-
ployment rate is still a very important economic indicator, at least in
terms of wage bargaining and inflation pressures.

Composition of OECD unemployment

Policymakers are very concerned about which labor force groups
bear most of theburden of high and persistent unemployment. Inorder
to identify these groups, data are first presented on the demographic
composition of unemployment. Thisisfollowed by dataon unemploy-
ment rates by family status and by skills/educational qualifications.

Unemployment rates by age and gender

Itiswell known that in almost all OECD countries young people—
defined as those younger than 25—typicaly experience much higher
rates of unemployment than do other age groups. Table 3 shows that
the youth unemployment ratein 1993 exceeded 30 percent or morein
several European countries (Italy, Spain, and Finland) compared with
13.3 percent in the United States, around 18 percent in Oceania and
Canada, around 12 percent in EFTA, and only 5 percent in Japan.
Within Europe, only those few countries with a traditionally strong
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Table3
Unemployment Rates by Ageand Gender
Older
Workers' youths? Women
Relative to Relativeto ; Reldiveto 3
PrimeAge  Level” Adults Level Men Level

1979 1990 1993 1979 1990 1993 1979 1990 1993
North America 071 075 51 28 239 138 136 100 69

Canada 081 08 96 238 18 178 133 100 106
United States 070 075 47 290 249 133 137 100 65
Japan 181 164 30 18 245 51 090 108 27
European NA 098 85 NA 238 202 160 151 117
Community

Belgium® NA 049 24 NA 234 139 350 251 106
Denmark® NA 079 85 NA 153 115 19 L4 100
France LI0 08 77 331 247 246 189 172 133
Germany® 213 205 115 134 089 54 175 137 63
Greece* NA 025 19 NA 531 245 247 273 129
Ireland® 100 101 108 158 163 231 086 064 154
Italy 095 025 20 687 450 306 271 227 148
Netherlands® 101 056 31 247 175 102 215 200 88
Portugal 010 056 34 501 313 120 312 208 65
Spain 075 062 115 386 265 432 123 202 294
United Kingdom 1.88 120 97 28 163 173 068 047 7.5
EFTA NA 081 56 NA 18 118 NA 103 61
Austria NA 156 56 NA 075 41 208 117 38
Finland 093 114 178 228 222 305 087 072 156
Norway 024 038 26 578 301 139 15 086 52
Sweden 139 121 55 334 302 184 125 096 66
Switzerland® NA 061 19 NA 219 48 NA 201 27
Oceania NA 099 103 NA 257 184 NA 101 96
Australia 075 113 113 346 260 186 161 104 98
New Zealand NA 075 53 NA 243 172 NA 089 89
OECD NA 088 54 NA 247 150 NA 125 80

!0ider workers are aged 55 to 64 except in the United Kingdom (wormen 55 and over), Italy
(60to 64), and Norway (60 and over). Prime-ageworkers are aged 25 to 54 except in Itay
and Norway (2510 59).

2Youths are aged 15 to 24 except in Norway, Spain, Sveden, the United Kingdom, and the
United States (16t0 24), and Italy, Belgium, Denmark, and Greece (14 to 24). Adults are aged
25 and older.

3As apercentaged the labor force for the corresponding group.

*Unemployment ratelevelsrefer to 1991.

SUnemployment rate levels refer to 1992.

®Data for 1990 refer to 1991.

Sources. OECD, Labor Force Statistics, Eurostat, Labor Force Survey; Osterreichisches
Statistisches Zentralamt, Mikrozensus; and Office fédéral de lastatistique, Swiss Labor Force
Survey.
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apprenticeship syssem—Austria, Germany, and Switzerland— have
succeeded in maintaining youth unemployment rates of 5 percent or
less.

Y outh unemployment rates may be disproportionately influenced
by the economic cycle. As aresult, the ratio of youth to adult unem-
ployment ratesisoften regarded asa better indicator of the state of the
youth labor market. This differential narrowed in most OECD coun-
triesbetween thecyclical peaksof 1979and 1990, the major exception
being Japan. But this apparent improvement in relative youth unem-
ployment performance in the 1980s was not driven, as might have
been expected, by increases in youth employment/population ratios.
Rather, as OECD (1994d) points out, much of this improvement
appears to have been driven by falling youth labor force participation
rates, especialy in many European countries, as young people have
chosen to stay on longer in both secondary and tertiary education and
training.14

Higher school enrollment rates are a hopeful sign for the future as
they imply that new labor force entrants will have higher educational
attainments than the current workforce which, in turn, should stand
them in good stead as they seek a firm foothold in the labor market.
But thewidedisparitiesin youth unemployment rates acrosscountries
in Table 3 show that the school -to-work transition isan acute problem
for young people in most OECD countries. Some countries do seem
to manage this transition much better than others, (for example, the
""dual system™ of apprenticeshipin Austria, Germany, and Switzerland
as well as the Japanese model).!?

At the other end of the age spectrum, unemployment ratesfor older
workers have a much smaller range than for young workers, from a
low of 2 to 3 percent in 1993 in Japan, Belgium, Greece, Italy,
Portugal, Norway, and Switzerland to a high of almost 18 percent in
Finland. Relative to prime-ageworkers, unemployment ratesfor ol der
workers exhibited differing trends over the 1980s. They fell in a
number of European countriesand Japan, but rose in North America,
Australia. and some of the EFTA countries.

These trends are strongly influenced by, among other factors,
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changes in labor market policies and income support programs, for
example, unemployment benefits, disability benefits, and early retire-
ment schemes.!® For example, in many European countries, social
security arrangements have encouraged older workers to withdraw
from the labor market; in some cases, notably in the Netherlands and
Sweden, early retirement has been encouraged by collective bargain-
ing arrangements under which firmsgive incentives to older workers
to leave their jobs. In other countries, where such incentives do not
exist, older workers tend to bear a growing burden of permanent job
loss asindustries are restructured.

Female unemployment rates exhibit a very wide dispersion across
OECD countries, ranging in 1993from alow of less than 3 percent in
Japan to a high of almost 30 percent in Spain. Unemployment rate
differentials by gender narrowed over the 1980sin all countriesexcept
Greece, Japan, and Spain. It is noticeable from Table 3 that the ratio
of female to male unemployment ratesis persistently higher in most
EC countries than it isin North America, Japan, EFTA, or Oceania.
The United Kingdom and Ireland are the only exceptions to this
pattern among the EC countries—therefemale rates are lower than
male.

Unemployment by family status

The family composition of unemployment has been relatively
neglected ininternational comparisons, mainly because of difficulties
in assembling comparable data. But thisdimension of the unemploy-
ment problem isan important one in assessing the hardship caused by
unemployment and deriving appropriate policies. For example, the
problem is somewhat different if most of the unemployed are living
in families where there is at least one other member working, com-
pared with asituation where alarge proportion of the unemployed are
living on their own or in lone-parent families.

Data assembled in OECD (1989) showed that in 1986, 46 percent
of the unemployed in the United Statesand 41 percent in the EC were
classified asliving in households where no other family member was
employed. Slightly more than half of unemployed married men and
three-quarters of those heading lone-parent families were in such a
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Table4

Unemployment Ratesby Family Status, 1991-921

North
America

Canada
United states?

European
Community

Belgium
Denmark
France
Germany
Greece
Ireland

Italy
Luxembourg
Netherlands
Portugal
Spain
United
Kingdom

EFTA

Austria
Finland
Norway
Sweden

Oceania
Australia3
New Zealand

Asa Percentage of the Labor Force

Living in Families Not in Family
) Lone

Husbands Wives Paents Youths Totd  Youths
5.2 5.2 99 16.7 7.9 105
84 91 18.0 17.8 134 16.8
48 48 9.6 166 75 10.3
43 8.7 15.5 19.0 10.1 13.8
) 2.5 83 18.6 14.7 9.7 129
5.0 8.4 17.7 8.1 11.2 12.6
48 10.0 18.6 23.6 109 15.6
2.4 49 92 3.0 57 49
1.9 74 12.7 25.7 10.4 214
12.3 16.0 30.7 24.1 15.0 20.1
20 10.5 15 29.1 10.3 216
0.6 2.7 29 29 14 22
33 85 164 10.5 9.7 12.2
13 49 44 8.6 43 92
7.0 189 18.8 31.0 17.7 272
6.7 5.8 169 13.7 13.1 14.3
4.2 4.1 NA NA NA NA
22 30 45 NA 55 NA
94 81 NA NA NA NA
4.0 38 NA NA NA NA
32 26 NA NA NA NA
7.3 6.4 181 NA 160 NA
7.6 6.6 165 195 16.1 173
57 57 1232 NA 15.0 NA

'1991 for the EC countries, Austria, and New Zealand; 1992 for all other countries.

2L_one parents are men and women without a spouse who maintain families.

*Totals of people not in families include persons whosefamily status could not be determined.
Sources: For the EC countries, unpublished data provided by Eurostat; for all other countries,
data provided by national statistical offices.
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family situation. At thesametime, about 50 percent of theunemployed
were wives or children in married-couple families, of whom the vast
majority were living in families where someone el se was employed.

Unfortunately, it has not proved possible to update the 1989 OECD
analysis. Instead, Table 4 presents 1991 data on unemployment rates
by family status. In most countries for which the requisite data are
available, unemployment rates for youths living at home tend to be
higher thanfor their counterparts whoareliving ontheir own. Insome
cases, thedifferencesarelarge. For example, the unemployment rates
for youths living at home in France, Italy, and the United States in
1991 exceeded those for youths living on their own by six to eight
percentage points.

L one parents appear to be particularly vulnerable to above-average
rates of unemployment. Table 4 shows that in many cases, they
experience unemployment rates twice or more those of husbands or
wives. Lone-parent families, the vast majority of whom are headed by
a woman, are also disproportionately prevalent in low-income fami-
lies.17 The causes of high unemployment and poverty among lone-
parent families are complex, but the analysis in OECD (1994b,
Chapter 9) suggeststhat the so-called " unemployment~povertytraps'
arising fromtheinteractionsof public transfer programs with taxation
systems and the availability of affordable child care are important
determinants.

Unemployment rates by skill/educational attainments

It hasbecomecommonplacetoarguethat the current unemployment
problem in OECD countries has been exacerbated by a universal shift
in relative labor demand against unskilled labor, especially of males.
For example, Balls (1993) argues that:

"The reason for the seemingly permanent rise in male nonem-
ployment lies el sewherein the economic change which no devel -
oped country hasavoidedin the1980s: thecollapsein thedemand
for unskilled male labor in [the] manufacturing industry™
(p.12).
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Table5
Unemployment Ratesby Occupation!

Blue-collar White-collar Ratio

Australia Pegks 1973 16 14 12
1981 4.7 25 19

1990 65 3.0 22

Troughs 1975 51 29 18

1983 102 39 26

1992 102 4.2 24

Canada Pecks 1975 84 4.2 20
1981 9.3 47 20

1989 89 5.2 17

Troughs 1977 9.9 54 18

1982 152 6.8 22

1992 154 75 21

Finland Pegks 1976 35 19 18
1990 45 19 24

Troughs 1978 100 29 34

19931 203 115 18

France Peeks: 1982 8.3 55 15
1991 10.2 6.8 15

Troughs 1985 11.8 6.3 19

1993 126 8.8 14

Spain Pegks 1979 9.6 37 26
1990 109 6.6 17

Troughs 1985 203 88 23

1992 152 86 18

Sweden Pegks: 1980 22 12 18
1990 16 0.9 18

Troughs 1982 40 17 24

1992 71 28 25

United Kingdom Pesks 1991 9.9 4.4 23
Troughs 1984 11.3 49 2.3

1993 149 6.2 24

United States Pegks 1974 6.7 33 20
1979 7.0 34 21

1990 74 33 22

Troughs 1975 117 4.7 25

1982 14.2 4.9 29

1983 135 5.0 27

1992 101 4.6 22

'Blue-collar workerscorrespond to transport and production workersand laborers
(occupationd groups 7/8/9 d 1SCO-1968) and white-collar workersto al professiond,
technical, administrative, managerid, clerical ,and sa es workers (occupationd groups /1,
2,3,4 o 1SCO-1968). For Augtrdia, France, and the United Kingdom, occupationsbasad on
nationd classificationsystemshave been reclassified to conform with |SCO-1968.

Data refer to the third quarter.

Sources ILO, Year Book d Labor Statistics, and data provided by nationd statistical offices.
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Like many others, Ballsattributesthis shift in relativelabor demands
mainly to technological change rather than to increasing com-
petition from low-wage developing countries.18 If thisisthe case, a
trend rise in unemployment rates for unskilled relative to skilled
workers would beexpected. It is not easy to examine whether thishas
occurred inacross-country perspective becauseinternational compari-
sons of unemployment by skill levelsare very difficult to make with
existing data sources. The concept of “skills” is a multidimensional
one, for which there are no agreed international definitions. Conse-
quently, there is no alternative to working with proxy measures such
as unemployment rates by occupation or by educational attainment.
Even with such data, it isnecessary to rely uponamix of national and
international data sources whose comparability isfragile.

With these caveatsin mind, Tables5 and 6 present time-series data
for a small sample of OECD countries. Table 5 presents unemploy-
ment rates for blue-collar and white-collar occupations at the peaks
and troughs of the last three economic cycles. These data show that
therisk of unemployment is much higher for blue-collar than it isfor
white-collar workers in all the OECD countries for which data are
available. Typically, theratioof blue-collar towhite-collar unemploy-
ment ratesisaround twoor more. Thereis, however, nocommon trend
in the ratio across countries, thereby failing to provide solid support
for the hypothesis of atrend shift in relative labor demands against
unskilled workers.

Table6 presents data on the second proxy for skills (that is, educa-
tional attainment), distinguishing between those with little or no
educational-qualifications-and those with the equivalent of upper
secondary education or higher. Again, the common pattern is that
workers with low: educational .qualifications face a higher risk of
unemployment than do those-with an upper secondary education or
better. On the basis of this proxy indicator of skill differentials, there
isacommon trend in seven of the eight countries over the 1980s: the
ratio of unemployment rates for the least-educated workers rose
relativetothemorehighly educated group.1%-20 Australiawasthesole
exceptionto thistrend. Therisein relative unemployment risk for the
least-educated workers was especially marked in France, Germany,
Italy, and the United States.
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Table6
Unemployment Ratesby Educational Attainment
Lower Upper
Age secondary  secondary

grouping or less or higher Ratio
Austraia (25-54) 1982 6.2 3.4 182
1990 7.0 40 175
Canada' (25-54) 1979 6.3 3.9 1.62
1990 9.3 55 1.69
France (25-64 1979 46 33 1.39
1990 10.7 5.6 192
Germany (25-54) 1978 44 24 1.88
1987 135 6.1 222
Italy (25-64) 1980 2.9 5.2 0.56
1989 74 77 0.96
Japan? (25-64) 1979 6.7 6.5 1.02
1992 4.8 45 1.06
United Kingdom®  (25-55) 1979 5.6 26 214
1992 7.7 35 2.18
United States (25-64) 1970 46 25 181
1979 7.2 36 201
1990 8:5 38" 224

'The two educational attainment groups are " high school or less” and ""any post-secondary.”
2 The unemployed have been defined as those persons not empl oyed, wishing to work, and
seeking work. This definition is |ess restrictive than the one used in the monthly Japanese
labor force survey which accounts for the higher unemployment rates, particularly for

women, than usually reported for Japan.

3A major change took placein the definition of employment after 1979 and hence, the results

for 1979 and 1990 (especialy in level terms) are not strictly comparable.

Sources: Australia: Data provided by the Australian Bureau of Statistics (see ABS,
Labor Force Statusand Educational Attainment, Australia).

Canada: Data provided by Statistics Canada (see Statistics Canada, The

Labor Force).

France: Data provided by INSEE (see INSEE, Enquéte sur |'emploi).
Germany: Mikrozensus. data supplied by the national statistical authonties.

Italy: ISTAT, Rilevazione delle forze di lavoro.

Japan: Statistics Bureau, Management and Coordination Agency.
Employment Status Survey.

United Kingdom: Data provided by the Employment Department.

United States: Calculated from data publishedin Bureau of Labor Statistics, Labor
Force Statistics; derived from the Current Population Survey
1984-87, and the the Census. Statistical Abstract of the U.S.: 1992.
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Thus, the evidence shows that unskilled workers face a higher risk
of unemployment than skilled workers in those OECD countries for
whichdataareavailable. Whiletheevidenceisnot entirely conclusive,
the data provide some support for the hypothesis that there has been
a trend decline over the 1980s in many OECD countries in relative
demand for low-skilled workers.

Theduration of unemployment

It is well-known that, under certain conditions, the unemployment
rate can be decomposed into two main components:

—the proportion of the labor force who enter unemployment

—the average time people who enter unemployment spend in
unemployment.

In a steady state, where inflows into and outflows from unemploy-
ment are stableand cancel out, the unemployment rate will beconstant
and the following identity will hold:2!

unemployment rate = inflow rate into unemployment x
average completed duration of an unemployment spell.

Thus, the same unemployment rate in two countries could be
associated with high inflow rates and relatively short durationsin one
country, whereas the other country could have the opposite pattern.

Thesedifferent dynamicsof unemployment areimportant for policy
analysis. Long average spells of unemployment translate into a high
proportion of long-term unemployed—defined as those unemployed
continuously for one year or more—in total unemployment. It is
generally considered that the long-term unemployed typically suffer
greater economic and persona costs than do the short-term unem-
ployed, for example, through deterioration of their human capital and
loss of work motivation. It isalso argued that employers may use the
duration of an unemployment spell asascreening device, leadingthem
to prefer to hire those who have been unemployed only for arelatively
short time. In thisway, thelong-term unemployed become" outsiders™
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Chart 4,
FlowsIntoand Out of Unemployment, 1992
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The outflow rateis expressed as a percent of total unemployment.
Source: OECD (1994a).

in thelabor market and havelittle or no restraining influence on wage
determination.??

The incidence of long-term unemployment

Chart 4 shows that there are large differencesin inflow and outflow
rates across OECD countries. In particular, many EC countries and
Japan have low inflow rates compared with North America, Finland,
Denmark, and Austria. At the same time, the chart shows that these
EC countries aso tend to have relatively low outflow rates from
unemployment compared with North America, Japan, and some
EFTA countries.23 This positive correlation between inflow and out-
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Chart 5
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The incidence of long-term unempl oyment

Chart 4 shows that there are large differences in inflow and outflow
rates across OECD countries. In particular, many EC countries and
Japan have low inflow rates compared with North America, Finland,
Denmark, and Austria. At the same time, the chart shows that these
EC countries also tend to have relatively low outflow rates from
unemployment compared with North America, Japan, and some
EFTA countries.?3 This positive correlation between inflow and out-
flow rates is suggestive of a hiring problem in many EC countries:
while the risk of becoming unemployed is low compared with the
United States and Canada, once a person becomes unemployed, he or
she has relatively little chance of quickly finding another job.
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Chart 5 reveal s striking differences.across countries/regions in both
the incidence of long-term unemployment-and how'it has changed
since 1979. Inthe EC, over 40 percent of the unemployedin 1992 had
been out of work for over a year, compared with 37 percent in
Australia, around 18 percentin EFTA andin Japan, and just 12 percent
in North America (data for the latter four countries/regions refer to
1993). Second, for any given unemployment rate, the share of long-
term unemployment is much higher in the EC than in any of the other
countries/regions. Finally, theshare of thelong-term unemployed al so
appears to have ratcheted-up over the 1980s more in the EC than
elsewhere.

Data on the incidence of long-term unemployment by age (not
shown here) show that youths typically experience shorter spells of
unemployment than do prime-age or older workers. At the sametime,
the risk of long-term unemployment for youthsis very high in some
EC countries: in the early 1990s between 40 and 60 percent of the
young unemployed in Belgium, Ireland, Italy, and Spain had been out
of work for over ayear. Older workerstend to experience the greatest
risk of long-term unemployment; for example, in eleven out of nine-
teen OECD countries for which data are available, more than 50
percent of unemployed males aged 55 and over had been out of work
for ayear or morein 1992.

The relationship between long-term unemployment
and real wage pressures

Insider-outsider model sof unemployment predict that thelong-term
unemployed can be expected to exert relatively little impact on wage
determination. This hypothesis has been assessed recently by Elmes-
kov and MacFarlan (1993) using data for a large sample of OECD
countries. Drawing on econometric estimatesof:wage equationsreported
in OECD (1993a, Chapter 3), they decompose the estimated semi-
elasticitiesof real wage growth with respect to the rates of short-term
and long-term unemployment (both expressed as a proportion of the
total labor force).

Their results show that in al countries, in line with the hypothesis,
the short-term unemployment rate apparently exerts much more of a
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restraining influence on real wage growth than does the long-term
unemployment rate. At the same time, the long-term unemployment
rate appearsto haveasmall restraining influenceon real wage growth
in most countries. To the extent that such estimates are robust, they
provideafoundation for the argument that there is a sound efficiency
case, in addition to equity considerations, for targeting labor market
policies to the long-term unemployed.2> Because their wage bargain-
ing power is relatively weak, policies which can assist more of the
long-term unemployed back into employment should lead to afall in
the non-accelerating inflation rate of unemployment (NAIRU).26

L abor market measuresto combat high unemployment

Having presented a detailed picture of unemployment in OECD
countries and how it has changed over the past few decades, it is
natural to address also thecostsof unemployment. Thisisnotasimple
matter since these costs have many economic and social dimensions,
ranging from the loss in output due to labor slack to possible effects
of unemployment on health and criminality. It is impossible to do
justice to all thesedifferent elements of the costs of unemploymentin
this paper. Instead, the discussion hereis confined to public spending
on labor market programs to reduce unemployment, drawing on an
internationally comparabledata set which the OECD has constructed.

Public spending on labor market programs absorbs significant
shares of national resources in many OECD countries, these policies
being expected toachievea variety of economicand social objectives.
For analytical and policy purposes, the OECD splitsthisspending into
so-called "active” and "' passive” measures. The former comprise a
wide range of policies aiming at improving the access of the unem-
ployed to the labor market and jobs, job-related skills, and the func-
tioning of thelabor market.2” Passive measures cover unemployment
and related social benefits and early retirement benefits. For several
years, the OECD has been urging its member countries to adopt atwin
strategy: (1) to switch resources from passive to active measures, and
(2) to enhance the effectiveness of active measures. Furthermore,
these principles were endorsed by OECD labor ministers at their
meeting in January 1992.
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Chart 6
Public Expenditureon Labor Market Measures
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Chart 6 shows data on public spending on labor market measures
for 1985 (the first year for which the data are available) and 1993. It
reveals that the typical OECD country spent 2 percent of its GDP on
labor market measures in 1985 compared with 2.8 percent in 1993.
There is wide variation across countries in the share of spending on
labor market measures, ranging in 1993 from a low of less than 0.4
percent of GDPin Japan toahigh of ailmost 7 percent in Denmark and
Finland. Data (not shown here) on program participation rates, that is,
the proportion of the labor force that participates in these programs,
revealsasimilar widedisparity acrosscountries, with theratesin 1993
ranging from less than 3 percent of the labor force in the United
Kingdom, the United States, Greece, and Austria to more than 14
percent in Denmark.

Did countries manage to switch resources into active measures?
Progress has been very limited: for the typical OECD country, spend-
ing on active measures rose only from 0.7 percent of GDPin 1985 to
0.9 percentin 1993. Chart 7 reveal sthat theshare of spending on active
measures as a proportion of total public spending on labor market
programs declined between 1985 and 1993 in haf of the countries.
Furthermore, the only country where spending on active measures
exceeded spending on passive measures in 1993 was Italy. In the
period 1985-92, this was so in Sweden too, but the steep rise in
unemployment since 1991 has forced the Swedish authorities to
devote an escalating share of national resourcesto income support, up
from 0.9 percent of GDPin 1990 to 3.1 percent in 1993.

Has public spending on labor market measures, particularly on
active measures, had any discernible effects on labor market ,and
economic performance? In addressing thiskey question, | confine my
attention to the macroeconomic impacts of labor market policies;
microeconomic evidence from a wide range of program-level evalu-
ation studies is reviewed elsewhere— see OECD (1993a, Chapter 2)
and the paper by Lawrence Katz in this volume.

Theevidence suggeststhat spending on active measuresdoesappear
indeed tolower the NAIRU in the majority of countries by facilitating
wage moderation — seeOECD (1993a), which analyzes pooled cross-
country data for the period 1985-90. A similar result is reported by
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Chart7
Spendingon Active Programs
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Layard, Nickell, and Jackman (1991). But thisfinding is not auniver-
sal one. Since active labor market policies raise the welfare of the
unemployed relative to the employed population, they may weaken
incentives for real wage restraint. Studies of some Nordic countries
reviewed by Calmfors (1994) found that active measures appeared to
raise wage pressures, thereby pushing up the NAIRU.

In theory, active measures should also reduce labor market mis-
matches, thereby contributing to greater labor market efficiency. In
some cross-country work which | and aformer colleague at the OECD,
Frangois Delorme, have carried out on estimating Beveridge curves
for a large sample of OECD countries, we found that spending on
active measures appears to be associated with an inward shift of the
curve. Thisresultindicates that spending on active measuresenhances
the efficiency of the matching processin the labor market.28

Work on the macroeconomic effects of labor market programsisin
its infancy, and the significance of these results should not be exag-
gerated.?® Nevertheless, they do suggest that switching resources
away from passive income support to active measures may not only
alter the composition of employment in favor of targeted groups of
workers, but also could enhance labor market efficiency and lower
unemployment. Judged in thislight, the very limited progress made
by OECD countries over the' past ten years in accomplishing this
objective isdisappointing.

Summary and conclusions

The rising tide of unemployment has been a major blot on the
economic record of the OECD countries since the early 1970s. Cur-
rently, OECD unemployment is close to a record high and, even
though a cyclical recovery is now under way throughout the OECD
area, thisis not expected to make major or rapidinroads into the total
of 35 million persons unemployed. Indeed, thelatest OECD Secretar-
iat medium-term projections suggest that, in the absence of major
changes in economic palicies, the OECD unemployment rate may
decline only slowly, perhapsto 7% percent by the year 2000 (10%
percent for OECD Europe).30
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A review of the trends in unemployment since 1950 shows two
important stylized facts. First, the rising trend has been spread very
unevenly across regions and countries. The EC countries, Australia,
and New Zealand have witnessed a steep trend rise over the period,
whereasthere has only been asmall upward drift in unemployment in
the United States and Japan. Second, unemployment rates in many
countries, especialy in Europe, appear to exhibit ** persistence: once
the unemployment rate has risen in response to a shock, there is a
noticeabletendency for it to stick around the higher level.

Measured unemployment, large-scale though that is, does not cap-
ture the full extent of labor market slack. International comparisons
of "extended" measures of unemployment—which take account of
discouraged workers and involuntary part-timersaswell asthe unem-
ployed —must be made with great caution. Nevertheless, recent cal-
culationsby the OECD Secretariat suggest that taking account of these
additional elementscould add between 40and 50 percent to thecurrent
OECD unemployment total of 35 million. These extended measures
also show somewhat more convergence in the size of labor slack
across OECD countriesthan do the standardized unemployment rates
alone. At the sametime, it isimpossible to adjust these estimatesfor
the proportion of the unemployed who are engaged in concealed
employment. But the evidence suggeststhat the standardized ratesare
still an extremely useful indicator of wage and inflation pressures.

The burden of high unemployment is shared unevenly across|abor
force groups. The young typicaly have unemployment rates two to
three times larger than those of adults. But there is a wide disparity,
not only in terms of theratio of youth to adult rates but also in terms
of how thisdifferential has varied over the 1980s. Many of the young
unemployed live with their parents; in most countries youngsters
living at home have higher unemployment rates than do their coun-
terparts who areliving on their own. Less than half of the unemployed
livein households where no other family member isemployed. Lone
parents, most of whom are women, are particularly hard-hit by unem-
ployment. In al countries, unskilled workers face a higher risk of
unemployment than do skilled workers, and thereare someindications
that this risk has risen over the past decade.
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Thefact that alarge proportion of the unemployed have been out of
work for over ayear isamajor preoccupation for policymakers. Inthe
EC, more than 40 percent of the unemployed fall into this category,
and the incidence of long-term unemployment has ratcheted up over
the past decade, unlike the situation in North America and Japan.
Cross-country evidencesuggeststhat thelong-term unemployed exert
much less of arestraining influenceon real wage growth than do the
short-term unemployed. Accordingly there appears to be a good
economic case for targeting labor market measures to the long-term
unemployed.

Public spending on labor market measures to combat high unem-
ployment typically absorbs2to 3 percent of GDP. Inthegreat majority
of OECD countries, most of this spending goes to income support
rather than into active measures which aim to facilitate the matching
of workers to jobs, keeping the unemployed in contact with the labor
market while at the same time, improving their skills. Progress in
switching resources from passive to active measures has been very
slow over the past decade. This is disappointing, because there is
evidence from both microeconomic and macroeconomic studies that
well-designed, targeted, and monitored active measures can help
reduce unemployment.

The present unemployment problem has built up over severa dec-
ades and will take time to unwind. It is also clear, as the OECD Jobs
Study emphasizes, that a successful strategy to cut unemployment
durably will demand ""a balanced mix of policies which mutually
reinforce innovative and adaptive capacity and improve conditions
for job creation” (1994a, p.43). Implementing such a strategy will
demand a strong political will to convince electorates of the need to
accept the radical changes in economic and social policies and institu-
tionsrequired to lower unemployment without sparking off arenewed
bout of inflation pressures.

Author'sNote: In preparing this paper, | havedrawn extensively on work by the OECD Sec-
retariat for the OECD Jobs Study, 1n particular a paper prepared by Mark Keese. Helpful com-
ments werereceived from Norman Bowers, Steven Englander,John Evans, Robert Fay,
Michael Feiner, Jean-PierreCarson, David Grubb, Mark Keese, John Llewellyn, Mark Pear-
son, and Peter Scherer.| would also like to acknowledge the assistance of Pascal Marianna.
The views expressed are my own and cannot be held to represent those of the OECD or its
member governments.



The Extent of High Unemployment in OECD Countries

Endnotes
'OECD (19%4a, p. 7)
Ybid., p. 41.
3See OECD (1994c).

“For areview of recent evidence on the persistence of unemployment in OECD countnes,
see ElImeskov and MacFarlan (1993). This paper argues that slow adjustment of both wagesand
employment toward long-run equilibrium in response to demand and supply shocks is an
important part of the explanation of unemployment persistence.

5The standardized unemployment rates, compiled for seventeen OECD countries, are based
on definitions of the 13th International Conference of Labor Statisticians (generally referred to
as theILO guidelines). Under these definitions, the unemployed are those of working age who,
inaspecified period, are without work and are both available for, and have taken specific steps
tofind, work. The uniform application of thedefinitionsin principle resultsin estimates that are
more internationally comparable than those based on national definitions. Eurostat (the Statis-
tical Office of the European Communities) also publishes comparable unemployment ratesfor
all EC countnes. There are some differences between the OECD and Eurostat estimates,
reflecting mainly differencesininterpretation of thelL O guidelines, methodsof updating survey
benchmarks, and seasonal adjustment, which the two organizations are working to eliminate.

SFor details, see Keese (1994).

"The example of Belgium isinstructive. Between 1982 and 1991. " broad unemployment™ in
full-time equivalents— including,in addition to unemployment as usually defined, part-time
unemployed, persons receiving unemployment benefit but exempted from job search for specific
reasons, and persons on direct job creation programs—rose by 25 percent (see OECD, 1994e).
But the standardized unemployment rate for Belgiumfell from 12.6 percent to 7.2 percent over
the same period.

¥See OECD (1986, Chapter III) for a review of the limited evidence on concealed employ-
ment.

See OECD (1993a). Since 1976, the Bureau of Labor Statistics has published a range of
alternative unemployment measures for the United States, known as U-1 to U-7. It has only
recently begun to extend these calculations to some other OECD countries— see Sorrentino
(1993) for details.

"“The definitions of theseindicators of labor market slack are:
(i) including involuntary part-time workers (U-6 type measure): (SU +.5 (IPT)) /LF; and
(ii) including both discouraged and involuntary part-time workers (U-7 type measure):
(SU+DW +.5 (IPT)) | (LF*+ DW)
where SU = number of unemployed persons based on standardized definitions,
DW = number of discouraged workers,
LF=labor force,
IPT = number of involuntary part-time workers, which comprises both those working part-time
for economic reasons and those who could not find full-time work.
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The U-6 and U-7 type measures include half the number of involuntary part-time workers,
making the assumption that they are working about half the number of hours of an individual
working full-time.

It should be noted that the BLS definition of U-6is somewhat different: it is"'total full-time
job seekers, plushalf of the part-timejob seekers, plushalf of thetotal number of personsworking
part-timefor economic reasons, asa percent of thecivilian labor force, less half of the part-time
labor force™ — see Sorrentino (1993).

"gorrentino (1993) showsamuch smaller gap between the Japanese and U.S. U-7 rates. The
difference mainly arises from the treatment of discouraged workers. As Sorrentino recognizes,
thespecial labor force surveysin Japan do not allow for a very precisedefinition of discouraged
workers. Sorrentino prefers to work with arange of estimates which include some groups which
the OECD Secretariat estimates in Table 2 exclude. For a more detailed discussion of the
differences between the OECD and the BLS estimates of discouraged workers in Japan, see
OECD (1987, pp. 211-12).

125ee Balls (1993) for a trenchant statement of this hypothesis.

B3The unemployment ratein these regressionsis defined relative to thetotal population aged
between 15 and 64 years rather than the labor force, so as to have the same denominator asthe
|abor force participation rate. This alows ElImeskov and Pichelmann to test the restriction that
the effects on real wages of unemployment and nonemployment areidentical.

1YOECD (1994d) also highlights thefact that thereare very largedifferences across countries
inthe proportionsof young people who combine schooling and work (largely in part-timejobs).
Combining schooling and work is much more common in the English-speaking countries and
Denmark than in most continental European countries and Japan.

13Some of the main lessons from these successful systems are reviewed in the editorial in
OECD (19944).

165ee OECD (1992, Chapter5) for adetailed review of trendsin labor force participation and
retirement of older workers.

17See OECD (1993b).

18This issue has been much debated in the U.S. literature. See the papers in Bhagwati and
Kosters (1993) and the paper by Paul Krugman in thisvolume.

Comparisons over ume are affected by changes in the composition of the labor force. For
example, the proportion of the work force with lower secondary education or less has been
declining in all countries which may have resulted in a fall in average skill levels for the
least-educated workers and, hence, correspondingly higher unemployment rates.

Trends in relative earnings also point to a similar conclusion. The 1980s witnessed an
increase in relative earnings of highly educated workers in many OECD countries contrasting
with declines in the 1970s. This rise in the earnings premium associated with university-level
education occurred despite acontinued increase in the supply of highly educated workers. After
reviewing theevidence, OECD (1993a, p. 177) concluded that **an important cause of the swing
toincreased dispersion of earningsin the 1980swasan increase in therelative demand for highly
educated workers."
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2t is possible to extend thisidentity to allow for the possibility that a person can enter the
pool of unemployed more than once during a given time period. The issue of multiple spellsof
unemployment i snot discussed here. For areview of cross-country evidence on the phenomenon,
see OECD (1985).

22gee Lindbeck and Snower (1989) for thetheoretical foundations of insider-outsider models.
Layard, Nickell, and Jackman (1991) and Elmeskov and MacFarlan (1993) report empirical tests
of these models using cross-country data sets.

Bt should be noted that outflow rates for most European countries are based on single
readings taken one year apart and, hence, arelikely to have some downward biascompared with
datafor Canada, Italy, Norway, Spain, Sweden, and the United States where inflows are based
on monthly or quarterly readings.

24gee OECD (1994by), Chapter 8) for adetailed review of these arguments.
2 This case is made in OECD (1994a). It has also been argued strongly by Snower (1994).
He proposes that the long-term unemployed be allowed to convert part of their unemployment

benefit entitlements into an employment subsidy for any firm which will hire them.

%The orginal proponents of this argument were Baily and Tobin (1978). See a so Calmfors
(1994) for areview of the theoretical arguments in favor of targeting labor market policies.

27Spending on active measures is, in turn, split into five components: public employment
services and administration, labor market training, youth measures, subsidized employment, and
measures for the disabled. For further details. see OECD (1993a, Chapter 2).

Ba similar result is reported by Jackman, Pissarides, and Savouri (1990).

BCalmfors (1994) highlights various statistical problems with such econometric results,
stressing the simultaneity problem between unemployment and spending on active measures.

%For details on these projections, see OECD (1994c, pp. 26-30).
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Commentary: The Extent of High
Unemploymentin OECD Countries

DennisJ. Snower

John Martin's paper isan excellent survey of theextent of theOECD
unemployment problem and its salient features in recent times. The
following five stylized facts about OECD unemployment are docu-
mentedin it:

(1) Different OECD countries have experienced very different
long-term trends in unemployment, with unemployment rising dra-
matically in the European Community (EC) since the mid-1970s and
inthe European Free Trade Association (EFTA) countriessince 1990,
while showing little, if any, trend increasein North Americaor Japan.
Over the past two decades, the average level of unemployment has
been much higher in the EC and Oceania than in the United States,
Japan, and EFTA.

(2) OECD unemployment rates display " persistence,” or positive
seria correlation. In other words, high unemployment today is asso-
ciated with high unemployment in the future. This phenomenon is
more pronounced in the EC and Oceania than in the United States or
EFTA.

(3) The duration of unemployment varies widely among OECD
economies, even after normalizing for differences in unemployment
rates. Over the past two decades, unemployment durations have been
much longer in the EC than in the United States and Japan (for given
unemployment rates), and increases in unemployment have been
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associated with more long-term unemployment in the former coun-
triesthan in thelatter.” Thus the burden of unemployment isdistrib-
uted more unevenly in the EC than in the United States and Japan.

(4) Unemployment ratesare particularly high among the young and,
to alesser degree, among women.

(5) Unemployment is concentrated among unskilled people. In
particular, unemployment ratesarehigher for blue-collar workersthan
for white-collar workers and for workers with low educational attain-
ment than for those with a secondary or higher education.’

In addition to these indisputably noteworthy empirical regularities,
here arefive more which, to my mind, areequally worthy of attention:

(6) The longer people are unemployed, the lower are their chances
of finding employment.

(7) Over the past 25 years, EC unemployment rates have varied less
within businesscyclesthan acrossthem. | n other words, thedifference
between the peak and trough unemployment rates within a business
cycleis less than the difference between the unemployment rates at
the same stage of successivebusinesscycles. Thistendency, however,
is not evident in the United States or Japan.

(8) Over the 1950s and 1960s, the average unemployment rate in
Europe was significantly lower than that in the United States; since
the mid-1970s, however, the average European unemployment rate
has significantly exceeded the U.S. rate.

(9) In the United States, labor and product market activity levels
tend to move in tandem. In particular, production and employment
tend to movein the same direction; production and unemployment, in
opposite directions. This tendency is far less pronounced in most
European countries.

(10) Despitethe massiveincreases in productivity and the somewhat
smaller increases in the labor force experienced by most OECD
countries over the last century, OECD unemployment rates do not
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vary with thelevel of productivity or the size of the labor forcein the
very long run.

These ten stylized facts represent a challenge to theorizing about
unemployment. A respectabl e theory of unemployment should beable
toexplainall of them. In theremainder of the paper, | wishto consider
how our various unemployment theories have performed by this
criterion.

Let me begin with the market-clearing theories, which on the whole
imply that unemployment policy isunnecessary and even undesirabl e
for when people freely choose to remain unemployed, it is often
inefficient for government to use taxpayers money to create jobsfor
them.

According to the traditional, market-clearing natural rate theory,
unemployment is at its "natura rate” (which depends only on the
structural characteristics of the economy, such as people's tastes,
technologies, and resource endowments) when people have correct
expectations about wages and prices. The dominant theory of how
expectations are formed is the rational expectations theory, which
asserts quite plausibly that people are not fooled in ways that they,
themselves, could have predicted.

Whatever its academic appeal, thistheory fails to address many of
the facts above. With the decline in union density, no significant
upward adjustment of unemployment benefits and benefit durations,
and the moves toward deregulation, privatization, and liberalization
of labor markets in many OECD countries over the 1980s, it is hard
to argue that the natural rate of unemployment could have risen
significantly. Furthermore, given the stable rates of inflation over
much of the decade, it can't be argued that people's wage-price
expectations were getting further and further out of line with reality.
Nevertheless, European unemployment rose massively. Thereisnoth-
ing in the market-clearing variant of the natural rate hypothesis that
provides even aclue about why this happened.

According totheintertemporal substitutiontheory, if workersbelieve
that real wages are temporarily depressed and will rise in the future,
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they may wish to partake in more leisure now and work harder later.
The same may be true if they perceive rea interest rates to be
temporarily low, since that means that their current wage income
cannot betransferred into the future at an advantageous rate. The real
businesscycle theory builds on this idea by identifying technological
shocks as the main source of macroeconomic fluctuations and assumes
that individual s respond to these technological shocks by intertempo-
rally substituting between labor and leisure.

How this theory could seriously explain European unemployment
defies my imagination. Many millions of peoplein Europe joined the
unemployment register in the mid-1970s, early 1980s, and early
1990s. Can wehonestly believethat these weresimply colossal leisure
binges, taken because workers were expecting real wages or real
interest ratesto riselater on? Regarding the upward trend in European
unemployment rates since the mid-1970s, can we honestly assert that
we are observing a very long-term intertemporal substitution,
whereby workers have decided to enjoy a lot of free time for two
decades, perhapswith theintention of working very long hoursfor the
next two decades? And even if the monstrousimplausibility of these
suppositionsisput aside, wearestill left with thefact that theavailable
empirical evidence indicates that people's hours of work are unre-
sponsive to real wage and real interest rate variations, and that much
of these variations tends to be permanent rather than temporary.

Now let me turn to the non-market-clearing theories. According to
the efficiency wage theory, firms have imperfect information about
the productivities of individual employees, but they can observe that
higher wages stimulate the average productivity of their workforces.
The reason is that higher wages enable firms to recruit more highly
qualified employees or motivate employeestowork harder. Or, higher
wages discourage workersfrom quitting their firms, thereby reducing
the firms labor turnover costs. Consequently, firms may have an
incentive to keep wages above the level that would be necessary to
ensure full employment. The unemployed are unableto get jobseven
by offering to work for less than the prevailing wage, becauseit is not
inthefirms' interests to allow the wagetofall.

The great strength of thistheory isthat it provides one conceivable
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explanation for why peoplemay remain unemployed even though they
would prefer to do the prevailing work at less than the prevailing
wages. Beyond that, however, itis not clear that the efficiency wage
theory can shed much light on why EC unemployment has risen over
the past two decades, why U.S.and Japanese unemployment hasfared
better, or why unemployment in many countries varies less within a
business cycle than from one cycle to the next. Contrary to the
predictions of thetheory, theskilled workers (whosework isgenerally
difficult to monitor) havelow unemployment rates, while the unskilled
workers (whose work tends to be more easy to monitor) have high
unemployment rates. Nor is it plausible that U.S. unemployment
should have recovered more quickly from recessions than EC unem-
ployment because U.S. firms have more information about their
employees than EC firms.

Thetheoriesof 1abor unionbehavior picture the unionsasexercising
market power on wages, driving wages up and employment down.
Thereby, some people become unemployed. On the empirical front,
it is worth noting that although there is evidence that, over several
decades, intercountry differences in the coverage of collective bar-
gaining agreements help account for some of the intercountry differ-
ences in unemployment rates among OECD countries, the union
theories have not performed well over the past decade in predicting
movements of unemployment through time. In the first part of the
1980s, for example, union membership in the United Kingdom and
several other European countriesfell while unemployment rose.

That still leavesthe most popular unemployment theory of the 1950s
and 1960s:. the Keynesiantheory. Here peoplecan't find work because
firms are not producing enough; the firms are not doing so because
there is too little product demand; and demand is deficient because
peoplecan't find work. What liesat the source of thisviciouscycleis
theinsight that deficient demand in the labor market originatesin the
product market, and deficient demand in the product market originates
in the labor market. Activity in these two markets goes up and down
together. The mechanism that putsthis vicious cycleinto operationis
wage-pricerigidity. A fall in product demand will reducelabor demand
if wages don't fall sufficiently; a fall in labor demand will reduce
product demand if prices are downwardly rigid.
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This view sheds some light on the unemployment experience of the
1980s. At times of high unemployment and much excess capital
capacity, it is generaly true that increases in aggregate demand lead
to increases in employment, and demand reductions lead to employ-
ment reductions. But the 1980s have exposed an important shortcom-
ing of the Keynesian theory: for most of this period, European labor
and product market activity did not move together at al. Product
demand started to pick up toward the end of 1982, but employment
did not start to improve until 1986 in the United Kingdom and even
later in most other EC countries. The Keynesian vision of tightly
linked labor and product demand is called into question here. It turns
out that the link was much stronger in the United Statesand theEFTA
countries than in the EC over the 1980s, but it would be implausible
torationalize thisby suggesting that the United Statesand EFTA face
much more wage-price sluggishness than the EC.

Finaly, the insider-outsider theory focuses attention on labor turn-
over costsasasourceof unemployment. Thesecosts, falling onfirms,
give market power to the" insiders” (experienced, incumbent employ-
ees), who know that their employers would find it costly to replace
them. The insiders use this power to improve their wages. The labor
turnover costs discourage firmsfrom firing their current insiders, but
the high insider wages al so discourage the hiring of new entrants.

Thistheory isableto account for many of the stylized facts summa-
rized above. Therelatively high labor turnover costsin Europe often
insulate the insiders from the danger of becoming unemployed, and
consequently, high unemployment has little effect on wage settle-
ments. Wages are more responsive to unemployment in the United
States, where labor turnover costs tend to be lower. When business
cyclesare short-lived and mild, most European countries— withcom-
paratively highlabor turnover coss—may beexpected todorelatively
little hiring or firing, hoarding labor in the slumps and bringing it back
into use in the booms. But in the face of deep, prolonged recessions,
these countries will stop hoarding and start firing labor. Then firms
will be comparatively slow to rehire thislabor in a subsegquent recov-
ery, fearing that they may incur further firing costsshould therecovery
not materialize, and thusinvestment in labor-saving capital equipment
may then take the place of new employment. This helps explain (1)
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why unemployment rates in Europe were significantly lower than in
the United Statesin the 1950s and 1960s (when business cycles were
short-lived and mild), but significantly higher since the mid-1970s,
(2) why U.S. unemployment has been more variable than European
unemployment; and (3) why there has been more " decoupling™ of
employment and production in Europe than in the United States,
where labor turnover costs are generally lower.

Insofar as many of the full-time, unskilled jobs in the traditional
industrial sectorsare associated with significant |abor turnover costs,
the insider-outsider theory also helps explain why wages in these
sectors have refused to fall with falling demand. It also helps explain
why much service sector employment and temporary employment—
associated with relatively low turnover costs—has been buoyant in
comparison with industrial employment in the OECD. As noted in
John Martin's paper, it suggests a reason why the long-term unem-
ployed have much lessinfluenceon wageinflation than the short-term
unemployed. And insofar as hiring and firing costs tend to be lower
in the United States than in Europe, the theory sheds some light on
why U.S. firms have been more successful than European ones in
creating jobsin the secondary sectors.

So much for my whirlwind survey of theories to account for the ten
stylized factsabove. Westill havealong way to goinexplaining these
facts, and in the absence of reasonably comprehensive explanations,
policy advice will inevitably continue to rest on reasonably shaky
foundations. John Martin's paper highlights both the magnitude and
the importance of this task.
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Endnotes

"The EC countries tend to have lower mnflow and outflow ratesfrom unemployment than the
United States. Japan hasa low inflow rate and a high outflow rate relative to the EC.

“The youth unemployment rate is well above twice the adult unemployment rate in the EC,
Japan, North America, and Oceama, but well under twice the adult unemployment rate in the
EFTA. Thefemal e unemployment rateis significantly greater than the male unemployment rate
in the EC, but not in the EFTA, Japan, North America, or Oceania.

*John Martin shows that the ratio of blue-collar to white-collar unemployment rates s not
rising consistently among OECD countries. He states that this finding fails to support the
hypothesis that the demand for unskilled labor isfalling relative to the demand for skilled |abor.
But thisinference is unwarranted. The employment of white-collar workers hasrisen relative to
employment of blue-collar workers in the OECD; if the unemployment rates of these workers
have not moved in the opposite direction in somecountries, then that must be because the supply
of skilled labor has risen sharply relative to the supply of unskilled labor in these countries.



Past and Prospective Causes
of High Unemployment

Paul Krugman

Twenty years ago, on the eve of thefirst of the great post-Bretton-
Woods recessions, unemployment did not appear to be a major prob-
lem for advanced economies. Among what would | ater be dubbed the
G-7 nations, the United States had the highest unemployment rate at
5.5 percent; but very little of this unemployment waslong-term, and
the extent of short-term unemployment could be rationalized as the
inevitable and even desirable result of a dynamic economy. Western
Europe had an unemployment rate that, measured on a comparable
basis, wasonly 3 percent. Japan's unemployment ratewasatrivia 1.4
percent, a performance nearly matched by West Germany's 1.6 per-
cent. Whatever their other economic and social problems, the world's
industrial nations seemed to haveleft fears of mass unemployment far
behind.

Today, of course, unemployment is back with a vengeance. In
Europe, in particular, the seemingly inexorable risein the unemploy-
ment rate (Chart 1) has led to the creation of a new word:
Eurosclerosis. The United States has not seen a comparable upward
trend —indeed, the unemployment rate in 1989-90 was lower than in
1974, and the current recovery may aready have pushed the unem-
ployment rate into the same range (changes in the survey method,
introduced thisyear, blur the picture dightly). However, many people
on both sides of the Atlantic believe that the United States has
achieved low unemployment by asort of devil's bargain, whose price
is soaring inequality and growing poverty.
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Chart 1
Unemployment Rates
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The purpose of this paper is to address the big questions about
unemployment in the Organization for Economic Cooperation and
Development (OECD) countries: Why has it risen? Will it continue
to rise? What can be done to reverse the trend? These are daunting
questions. Luckily, there is no need to be original. Not only has the
OECD unemployment problem been the subject of massiveamounts
of research,’ many economistshavecoal escedaround acommon view
of the nature of the problem. This common view does not exactly
represent aconsensus, since thereare important di ssenting voi ces, but
it is the conventional wisdom. For the most part, this paper restates
that conventional wisdom.

Why is such a restatement necessary? Because while economists
who think about OECD unemploymentmay have reached aconsider-
abledegreeof agreement, educated opinion morebroadly defined, and
the opinion of policymakersin particular, remainsfar more diverse.
In part, this may be because theinstinctsof the broader public do not
accord with what the economists have to say. It may also be because
the standard view isfar from comforting, and seems to imply some
harsh choices that the public and the policymakerswould rather not
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face. And in part, the failure of the standard economist's view to
become equally standard among non-economists may result from a
failure to explain that view clearly. Thislast failure, at |east, may be
correctable.

This paper is in five parts. The first part addresses the crucia .
distinction between cyclical and structural movements in unemploy-
ment, a.k.a. fluctuations around and movements in the natural rate.
Thesecond part laysout thecentral theme of theconventional wisdom
about rising unemployment in advanced economies: that high unem-
ployment in many industrial nations is an unintended byproduct of
their redistributionist welfare states, and that the problem has wors-
ened becausetheattempt to promote equality hascollided with market
forces that are increasingly pushing the other way. The third part of
the paper turnsto the question of the sourcesof the apparent tendency
toward greater earningsinequality, and in particular, therelativeroles
of globalization and technological change. Finaly, thelast two parts
of the paper are concerned respectively with possible policies and
realistic prospects.

Cyclical versusstructural unemployment

The starting point for most analytical discussion of unemployment
trendsisthe hypothesis, introduced by Friedman and Phelpsagenera-
tion ago, that at any given time a national economy is characterized
by a" natural rate™ of unemployment. Expansion of aggregatedemand
may push unemployment below this rate, but only at the cost not
merely of higher but of accelerating inflation. Similarly, ashortfall of
aggregate demand may push unemployment above the natural rate,
but thiswill lead to decelerating inflation. Given any policy environ-
ment that avoids explosive inflation or deflation, then, the economy
cannot remain persistently either above or below the natural rate of
unemployment, although it may fluctuate around that level.

It followsfrom this hypothesisthat changesin unemployment must
be separated into two components: **cyclical* fluctuations around the
natural rate, which can be attributed to changes in aggregate demand,
and "' structural" movements in the natural rateitself, which can result
from changesin labor market institutions, demographic shifts, and so
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on. How one assesses the prospects for reversing a rising trend in
unemployment, and what policiesoneadvocatesto help turnit around,
depend crucially on whether therise iscyclical or structural.

The natura rate hypothesis has received near-universal acceptance
among academic economists since the 1970s.2 My sense is that it is
less well accepted among policymakers and journalists, who seem to
regard it as an abstract idea whose very neatness makesit suspect. It
istherefore worth pointing out that for the United States, at least, the
natural rate hypothesis has a very solid basis in experience.

Suppose we ask the question, is it true that inflation consistently
accel erateswhen the unemployment rateislow, and decel erateswhen
that rateishigh?Theanswer isyes, itis. Theconsistency isparticularly
apparent if we look not at the overall unemployment rate, whose
interpretation shifts somewhat with changesin the age and sex mix of
thelabor force, but at a more stable group. Table 1 comparesthe level
of the unemployment rate among married men with the changein the
rate of inflation, measured by the GDP deflator, over the subsequent
year. Between 1973 and 1992, the unemployment ratefor married men
was above 4 percent in eleven years, below that ratein eight years. If
there were nothing to the natural rate hypothesis, there should belittle
systematic relationship between the unemployment rate and the
changein theinflation rate. In fact, the correspondenceis very close:
in al but two years in which the reference unemployment rate was
above 4 percent, inflation fell; in every year but one in which it was
below 4 percent, inflation rose. In other words, the evidence is
overwhelmingly consistent with the idea that the U.S. economy will
suffer accelerating inflation if theunemployment ratefor married men
drops below about 4 percent.?

Tablel
Unemployment and I nflation 1973-93

Unemploymentrate (mamed men)
<4 percent >4 percent

Changeininflationrate Positive 7 years 1 year

(fixed-weight GDP deflator) No change 0 years 1 year
Negative 1 year 9years
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Admittedly, asimple table like this can be constructed only for the
United Statesamong advanced countries. Thereason isthat the United
Statesis unique in having no visible long-term trend in its unemploy-
ment rate, suggesting that the natural rate has been more or less
constant. For other industrial countriesit is necessary to attempt to
estimate shifts in the natural rate as well as the relationship between
deviationsfrom the natural rate and inflation. If there were no* clean™
case likethat of the United States, this might raise suspicions that the
hypothesis is not so much confirmed by the data asimposed on them,
that economists are simply adding epicycles until their model fits.
Luckily, however, the United States experience does provide a pretty
convincing demonstration of the natural rate hypothesis.

Given that hypothesis, unfortunately, a discouraging conclusion
immediately follows: most of the upward trend in OECD unemploy-
ment rates since the early 1970s represents arise in structural unem-
ployment. We know this because the unemployment rates consistent
with stable inflation have unambiguously risen, especially in Europe.
Chart 2 showsiinflation in the EC since 1960. Inflation was stable in
theearly 1960s, despite an average unemployment rate of little more
than 2 percent; it was rising in the late 1980s, in spite of an average
unemployment rateof more than 8 percent, suggesting that the natural
rate of unemployment has risen by at least 6 percentage points.
Admittedly, the deceleration of inflation in OECD countries since
1992 suggeststhat current unemployment rates also contain acyclical
component; most economists would agree that there is considerable
room to take up economic slack in both Europe and Japan, although
not at this point in the United States. Nonetheless, the bulk of the
unemployment problem clearly seems to arise from an upward trend
in the natural rate, and this paper will proceed on the presumption that
thisis the essence of the problem.

Before doing so, however, it may be worth briefly addressing two
alternative views that have, in effect, been used to argue that this
pessimistic view about the prospects for reducing unemployment by
expanding demand iswrong: the seriousargument that the natural rate
itself may be affected by the businesscycle, and the silly but popular
view that globalization has somehow repealed thelimitson expansion
of aggregate demand.
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Chart 2
EC Inflation Rate (GDP Deflator)
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Hysteresis

In an influential 1986 paper, Olivier Blanchard and Lawrence
Summers argued that sustained increases in the unemployment rate
due to inadequate demand get built into the natural unemployment
rate, sothat attemptsto recover from theseslumpsareblocked by fears
of inflation. Their formal analysis was based on a model in which
unions represent only employed workers, and ignore the impact of
their wage demands on the employment prospects of those not cur-
rently working (a formulation which linked their work to the still
influential "insider-outsider approach of Lindbeck and Snower,
(1988); temporary negative shockstolabor demand, whichdisenfran-
chise some of the work force, can therefore permanently raise rea
wages and reduce employment. Informally, advocates of the ' hyster-
esis” hypothesisargue that a variety of mechanisms, including loss of
skills and loss of reputation, cause the long-term unemployed to
become perceived as unemployable.

After an initial period of considerable popularity, the hysteresis
hypothesis has lost some of its influence. This loss of favor appears
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to represent an empirical judgment. We might note three particular
pieces of evidence. First, the U.S. experience shows no evidence of
hysteresis at work: even though the American economy passed
through an extended, double-dip recession from 1979-1982, and did
not get back to late 1970slevel sof unemployment until thelate 1980s,
the natural rate showed no signsof having increased during that time.
Second, European nations like Sweden that managed to avoid large-
scal e unemployment during the 1980s, and should therefore according
to the hysteresis hypothesis have avoided alarge risein their natural
rates, now show all the symptoms of full-blown Eurosclerosis. Third,
asdiscussed below, differences in national unemployment rates seem
to befairly well explained by differences in how well countries treat
their unemployed; the hysteresis story would predict alarger rolefor
accidents of history.

| personally find the hysteresishypothesisintellectually very appeal -
ing, and suspect that Blanchard and Summersareright in arguing that
some version of that hypothesis is essential in explaining earlier
episodesof mass unemployment —that, for example, the Great Depres-
sion was an aggregate demand slump which was met with new
institutions that in effect ratified the high level of unemployment. But
its relevance to the current situation is unclear, and it will be left on
one sidefor therest of this paper.

Globalization

Recently, there has been a vocal movement in the United States
which has protested against actions by the Federal Reserve to slow
demand growth asthe economy approaches standard estimates of the
natural rate. These critics argue that the economic redities have
changed and that there isno longer any risk that a rapid recovery will
set off renewed inflation.

Thebasicargument of thesecriticsisthat globalization —theincreased
openness of the United Statestointernational trade—has changed the
rules of the game. Economic expansion cannot produce bottlenecks,
becausefirmscan alwaysturn to suppliers abroad. Firmswill not raise
prices, no matter how hot the market, because they fear foreign
competitors. And workers, constantly threatened with loss of their
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jobs to other nations, will not demand higher wages no matter how
low the unemployment rate goes. According to this view, internation-
alization has either drastically lowered the natural rate or even made
the whole concept irrelevant.

Many people find this argument extremely attractive. It is hard to
see, however, how anyone who has looked at recent economic expe-
rience, or isfamiliar with basic economic data, can take the argument
serioudly.

First, the whole emphasis on the importance of international com-
petition ignores the fact that both the U.S. economy and the economy
of Western Europe (considered as a unit) are still primarily in the
business of producing goods and services for their own use. Imports
are only 11 percent of U.S. GDP. While it is true that a somewhat
wider range of goods is subject to international competition than is
actually traded, at least 70 percent of each economy remains effec-
tively insulated from foreign markets—and therefore is capable of
experiencing inflation regardless of international conditions.

Second, the challenge to conventional wisdom seems to take it for
granted that the United States faces a perfectly elastic supply of
imports at given pricesin dollars. But the United States has afloating
exchange rate; and any effort to promote continued recovery by
keeping interest rateslow would drive down the dollar, and therefore
raiseimport pricesin U.S. currency. The normal view of international
macroeconomists has been that an open economy with a floating
exchange rate faces a steeper tradeoff between unemployment and
inflation than-a closed economy. (indeed, this has been the traditional
rationale for policy coordination); it is hard to see why this view
should suddenly: be abandoned -in favor of the idea that an open
economy faces nortradeoff at all

Finally, there are clear recent examples demonstrating that open
economies can indeed devel opinflation problemsif they overexpand.
TheU.S. economy itself found inflation accel erating in thelate 1980s,
as the unemployment rate dropped below 6 percent. Has the structure
of the economy really changed so much in five years? But this
experience pales by comparison with the British experience. The
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United Kingdomisamuch moreopen economy than the United States,
soif theideathat globalization preventsinflation works anywhere it
should work there. But a rapid UK boom during the late 1980s
produced an explosion of inflation, forcing an abrupt U-turn in the
country's economic policies.

In short, thereis no reason to believe that theincreased openness of
advanced economies has changed the basic logic of the natural rate
hypothesis, or that it should lead us to modify the conclusion that a
rise in the natural rate, rather than inadequate demand, is the main
source of the unemployment problem in advanced economies.

Why hasthenatural raterisen?

A wide variety of explanations have been offered for the apparent
risein the natural rate of unemployment. Most paperson theissueare
either careful tests of one of these explanations, or comprehensive
surveys of the different explanations. In this paper | will avoid being
judicious, and offer just one explanation, in two parts. Thefirst part
is that persistent high unemployment can be explained by the disin-
centiveeffectsof welfare state policies. Thesecond partisthat market
forces pushing toward greater inequality have worsened the unem-
ployment consequencesof the welfare state.

The welfare state and unemployment

A welfarestate may beloosely defined asasystemthat collectstaxes
from the population at large and uses the proceeds to provide support
to the poor, the unemployed, and other groups believed to need help.
All advanced countries are welfare states to some degree. The extent
of the redistribution, however, varies substantially across countries.
In particular, by just about any measure the United States taxes less
and provides less support to the unemployed than European nations.
The United States has also, of course, been able to avoid the upward
trend in unemployment that has afflicted Europe. It isonly natural to
suspect that the two facts are related: that the generosity of Europe's
welfare states is in some sense responsible for the rise in their
unemployment rates.
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How might a welfare state create unemployment? Taxes (such as
required employer contributions to socia insurancefunds) and regu-
lations may raise the cost to firms of offering jobs, and thus reduce
the wages they are willing to pay; simultaneously, benefits such as
unemployment insurance may reduce the incentive for workers to
accept jobs, and thus raise the wages they demand.

Figure 1 presents a schematic representation of these ideas, which
represents a drastic oversimplification but may prove useful as an
organizing device. In drawing thefigure, | suppose that workers vary
considerably in the real wage that they could earn in an unregulated
market. | will, for thesake of brevity, refer to the real wage the market
is willing to pay a worker as her "' productivity,” without necessarily
committing to the view that wages actually equal margina products.
We may then calculate a schedule that relates the percentile of a
worker to her relative productivity. For example, a worker whoisin
the 10th percentile of the wagedistribution might have a productivity
that is 25 percent of the average productivity for all workers, and so
on. In Figure 1, PP represents that productivity schedule. In the
absence of welfare state policies, PP would also represent the actual
wage schedule.

But now introduce policies that include both taxes on employment
and benefits to the unemployed. This will have two effects. First, a
wedge will be driven between the productivity of workers and their
take-home pay; the take-home pay schedule is represented by TT.
Second, workers will be discouraged from accepting employment;
this can be represented by introducing a reservation wage, afloor on
the wages workers will accept. (Or the wages that they are allowed to
accept, if there are high minimum wagesimposed either by law or by
organized labor.)

Theresult isobvious: all those workers whosetake-homepay isless
than the reservation wage will become unemployed.

Isthisareasonable picture?Itimplies two testable empirical propo-
sitions. First, itimpliesthat in cross-country comparisonsthere should
be a positive relationship between unemployment and both the level
of benefitstothe unemployed (which raisetheir reservation wage) and
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Figurel
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the tax wedge. Second, it implies that within countries unemployment
should be higher among low-productivity workers, a category that
should be correlated with though not necessarily exactly matched to
workers with low skill.

Both propositionshave someempirical support. Cross-country regres-
sions, like those of Layard, Nickell, and Jackman (1994) do find that
measures of the level of benefits have strong positive effects on
long-term averages of national unemployment rates. Anditistruethat
within countries, unemployment rates are strongly correlated with
skill levels. Table 2 provides someillustrative British data.

These are not extremely stringent tests. Nonetheless, they do con-
firmthat astory alongthelinesof Figurelisatleast broadly consistent
with the evidence.

But thisisa story about the level of the unemployment rate, rather
thanitstrend. It suggests that generous welfare stateswill tend to have
higher unemployment rates than nations which alow markets to
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Table2
Skill Level vs. Unemployment in the UK, 1984
Occupationa group Unemployment rete
Professond and managerid 5.3
Clerical 8.0
Other non-manud 12.2
Skilled manud 12.6
Persond services/other manua 155

Source: Layard, Nickell, and Jackman (1994).

function with a greater degree of brutal freedom, a prediction that
seemsto accord with the situation today. It does not, however, explain
why unemployment rates in Europe should have risen so much.

One reason for a rise in unemployment rates might be an increase
in the generosity and cost of the welfare state. It is hard to believe,
however, that thisisthe key factor. While there has been arisein the
tax burden in Europe since 1970, especially in socia insurance con-
tributions, European welfare states were already notably generousin
the low-employment era of the early 1970s. Most anaysts have
therefore looked for the explanation of the upward trend not in
changed policies:but in a changed environment. In particular, it has
become increasingly common,to argue that the upward trend in
unemployment is the result of market forces that *'want™ to produce
greater inequality of earnings. The collision between these market
forces and the attempts of the welfare state to limit inequality then
lead to higher unemployment.

I nequality and unemployment

Itisstraightforward, in our stylized framework, to see how arisein
theinequality of market wages couldlead toincreased unemployment.
Anincreasein inequality implies that the wages of low-paid workers
fall relative to the average, while those of high-paid workers rise
relative to theaverage. That is, it implies arotation of the wage curve
TT inFigurel. Thisisshownin Figure2, astheshift fromTT to TT.
If the reservation wage as a percentage of average wages remains
unchanged, the effect is clearly to raise the fraction of workers
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unemployed. The logic is simple: if the wages that the market is
willing to pay workersof low productivity fall relativeto theaverage,
while the level of benefits keeps up with the average, more workers
will find that available pay rates are below their reservation wage.

This rise in unemployment only takes place, of course, if the
reservation wageishigh enough to be binding. If thereservation wage
isvery low, as it would be in a weak welfare state, the market push
toward greater inequality will simply result in greater inequality!
Conversely, in a strong welfare state the increase in underlying
pressures toward inequality may not be clearly visible in the actual
distribution of earned wages, since those workers whose relative
wages would have fallen the most are-instead priced out- of the labor
market.

These observations suggest two points. First, if-a tendency toward
greater inequality is an important cause-ofrising unemployment, we
might expect to see less of that trend in countries with niggardly
welfare states. In other words, the difference in institutions may
explain the striking contrast between U.S. and European experience,



62 Paul Krugman

shownin Chart 1. Second, i n those countrieswhere thereisno upward
trend in unemployment, weshould expect to seea marked risein wage
inequality.

Thefact, of course, isthat there hasindeed been adramatic increase
in wage ineguality in the United States. It is the observation of that
increase which hasled many observersto conclude that growing U.S.
inequality and growing European unemployment are different sides
of the same coin. There has been agreat deal of disputeover theissue
of inequality in America, for obvious political reasons, but labor
economists are unanimous in finding a massive increase since 1970
both in the dispersion of wages and in the premium for skill. This
increase in dispersion reversed what had appeared to be an earlier
trend toward greater equality of earnings. Table 3 shows some repre-
sentative numbers.

Table3
Indicator sof U.S. Wage | nequality

A. Ratio of earningsof collegeto high school graduates,
1-5 yearsexperience

1964 159
1979 1.30
1989 1.74

Source: K. Murphy and F. Welch, " The Structure of Wages," Quarterly Journal of
Economics, (February, 1992).

B. Log differencein earnings of 90th and 10th percentile, men 35+

1940 145
1970 118
1985 146

Source: C. Goldin and R.A. Mayo, " The Great Compression: The Wage Structure in the
United Statesat Mid-Century," Quarrerly Journal of Economics, (February 1992).

These numbers represent a dramatic change in the wage structure.
It is atestimony to the flexibility of U.S. wages that the American
labor market was able to accommodate such large shifts without
massive disruption. Correspondingly, if the same forces were trying
to produce similar results in other countries, it is not hard to believe
that different and less flexible labor market institutions could easily
have responded in ways that led to considerable unemployment. The
obvious question, of course, is why this happened. What were these
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"marketforces" that led toradically increased inequality inthe United
States and, perhaps, to greatly increased unemployment in Europe?
Weturn to thisquestion shortly. First, however, itisimportant to stop
and consider afactor that iswidely believed to be crucial to employ-
ment but that does not appear to make much differencein practice.

Productivity and employment

Nearly dl official reports on long-term unemployment problems
stress the importance of raising productivity. In many cases, asin the
1993 European Commission White Paper (discussed below), they call
for industrial policies such as support for high technology industries
that are expected to promote productivity growth as an answer to
employment problems. Moreover, the rise in unemployment after the
early 1970scoincided with aglobal slowdown in productivity growth.
So it seems obvious to many policymakers that there must be a
straightforward connection. But is there?

At first glanceit might seem that the framework shown in Figure 1
would imply that higher productivity would imply an upward shiftin
the wage curve, and thus a fall in unemployment. The schedules in
Figure 1 are al drawn, however, to show wages and productivity
relative to the average; an across-the-board rise in productivity, if
matched by an increase in minimum wages, benefits, and so on that
raises the reservation wage at the same rate, will have no effect on
unemployment.

In practice, welfare state economies do tend to raise benefitsalong
with average wages, and in many casesto raise them even faster when
theinequality of wagesisincreasing, asaway of leaning against the
wind.* Asaresult, weshould not expect to see any strong rel ationship
between productivity growth and unemployment trends. And in fact,
there is no such relationship in the data. Chart 3 compares long-term
productivity growth rates for advanced countries with the change in
their average unemployment rates between thefirst half of the 1960s
and the second half of the 1980s. There is no visible pattern in the
scatter: the best unemployment performances were turned in by the
country with the worst productivity performance (America) and that
with the best (Japan).
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The moral is that good things do not necessarily go together: high
productivity growth need not imply favorable employment perform-
ance, or vice versa. Thereis a strong tendency on the part of policy-
makers to presume that the economic problem must be
one-dimensional —that growth and job creation are both aspects of
some underlying quality, typically labeled with words such as** com-
petitiveness.” The available evidence suggests, however, that the
unemployment problem hasalifeof itsown, and isnot simply part of
ageneralized deterioration in economic performance.

Thetendency toward greater inequality

At this point we have made two main points. First, the rise in
unemployment rates in the OECD primarily represents a rise in the
natural rate of unemployment. Second, a likely explanation for this
rise is the collison between welfare state policies that attempt to
equalize economic outcomes and market forces that are pushing
toward greater inequality. But what are these market forces?
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It is at this point that there is perhaps the greatest gap between
professional economic research and the conventional wisdom as
expressed in officia reports and presentations to such prestigious
forumsasthe Davos conference. Before turning to anaysis, it may be
useful toillustrate the tone of much nonprofessional discussion with
a passage from areport that was at any rate intended to serve as the
basisfor European Union strategy in coping with unemployment: the
European Commission's White Paper of 1993.5

The White Paper asks why European unemployment remained so
high even during the business cycle recovery of 1987-90—in effect,
it asks why the natura rate is so high, though without using that
teem—and offers four reasons:

"—The role we have come to play in the new international
division of labor has not been an optimum one because we have
neglected future growth markets in concentrating too much on
the revenues and positions established in traditional industries.

"—The relatively high cost of unskilled labor is encouraging
investment in rationalization and holding back job creation in
services.

“—Our employment systems have aged: by this term we mean
the whole complex of issues made up nowadays by the labor
market, labor legislation, employment policy, the possibilities
of flexibility within or outside enterprises, the opportunities
provided or not provided by the education and training systems,
and socia protection.

" —Findly and more especially, other countries are becoming
industrialized and competing with us--even in our own mar-
kets—at cost levels which we simply cannot match."

Of these explanations, the second essentially fitsinto theframework
described in the last section of this paper. The third isfairly mysteri-
ous, whatever it means, it may havesomething todowiththeincentive
effects of the welfare state. The important observation, however, is
that in a four-point explanation of unemployment, the Commission



66 Paul Krugman

report offers two points related to international competition. In par-
ticular, the last explanation, which the report highlights as being the
most important, explicitly blames rising European unemployment on
competition from newly industrializing nations.

These views are not unrepresentative. Indeed, it is probably fair to
say that many if not mostintellectually minded European businessand
political leaders would list external competition, and especially com-
petition from the Third World, asthe single most important reason for
rising unemployment in their nations. A significant number of their
American counterparts would similarly blame external competition
for growing inequality and declining real wages among the less
skilled. Are they right?

Globalization, inequality, and unemployment

Despite the normal presumption of gains from international trade,
it is possible to conceive of a number of ways in which increased
competition on world markets could adversely affect economies. Ina
Keynesian situation, a trade deficit could depress aggregate demand
and thus output. Increased foreign production of goods that compete
with exports could worsen a country's terms of trade. More specula-
tively, foreign competition could drive acountry out of industriesthat
for somereason are especially desirable, either because capital and/or
labor consistently earn more in those industries than elsewhere, or
because theindustries yield valuableexternal economies. In practice,
however, these potential channels for damage seem either not to be
operativefor the advanced nations, or to beirrelevant for the issue of
unemployment. Most OECD unemployment is not Keynesian, and in
any case the advanced nations asagroup (and the European Unionin
particular) have not run consistent trade deficits.® The terms of trade
of theindustrial nationsasagroup haveimproved, not worsened, over
the past generation. It isconceivablethat Europe has been pushed out
of some desirable industries, that 'the role we have come to play in
the new international division of labor has not been an optimum one,”
but this should show up as a slower growth of productivity; yet
European productivity growth has continued at respectablerates, and
in any case productivity and unemployment seem to be unrelated.
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Thereis, however, one moreway in which international trade could
affect the economy, which could explain both the increase in U.S.
inequality and the rise in European unemployment: increased trade
with countries abundant in unskilled |abor could increase the premium
on skill.

This idea is attractive at severa levels. First, it offers a broad
common explanation of what is happening on both sides of the
Atlantic. Second, it ties the great labor market trends in advanced
nations directly to other major trends in the world economy: the
growth of international trade and the rise of newly industrializing
nations. Finaly, the idea that trade produces a tendency toward
factor-price equalization is well-grounded in economic theory, going
back to seminal work by none other than Paul Samuelson. All in al,
the proposition that globalization explains the simultaneous growth in
inequality and unemployment makes a nice, intellectually appealing
package; it isnot surprising that it should command wide acceptance.

Unfortunately, empirical research is nearly unanimousin rejecting
the idea that imports from the Third World have been a major factor
in reducing the demand for less-skilled workers.

To understand this evidence, it is necessary to understand not just
that international tradecan in principlechangetherelative demand for
skilled and unskilled labor, but how the nechani smof that change
must work.

Suppose that acountry in which skilled labor isrelatively abundant
increasesitstrade with another country inwhichitisrelatively scarce.
This will raise the demand for skilled labor, while reducing the
demand for unskilled labor—but how? The answer is, through a
change in the industry mix. The skill-abundant country will export
skill-intensive goods and import labor-intensive products, and as a
result will shift its production toward skill-intensive sectors and away
from labor-intensive sectors.

At any given wage rates, a shift in the industry mix toward skill-
intensive productsraises the demand for skilled workers whilereduc-
ing it for unskilled workers. This will lead to arising real wage for
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skilled workers, a declining real wage for unskilled. The rising wage
differential, inturn, will lead firmsin all industries to reducetheratio
of skilled to unskilled workers in their employment. When the dust
has settled, the wage differential must rise just enough to offset the
effects on labor demand of the change in industry mix.

According to thisstory, then, if international tradeisthe causeof an
increase in the skill premium, the rising relative wage for skilled
workers must lead all industries to employ a lower ratio of skilled to
unskilled workers; thisis necessary in order to alow the economy to
shift its industry mix toward skill-intensive sectors. Or to put it
differently, the skilled workers needed to expand the skill-intensive
sector are made available because industries economize on their use
when their relative wagerises; and conversely the shiftin theindustry
mix ratifies the change in relative wages.

This analysis carries two clear empirical implications: if growing
international tradeisthemainforcedriving increased wageinequality,
then we should see the ratio of skilled to unskilled employment
declining in all industries, and a substantial shift in the mix of
employment toward skill-intensive industries.

In fact, the data look nothing like this prediction. A number of
studies, including Bound and Johnson (1992), Katz and Murphy
(1992), OECD (1993), and Lawrence and Slaughter (1993), have
found either for the United States or for a broader set of countriesthat
both propositions fail to hold. There has been little shift in the mix of
employment toward skill-intensive industries; and there has been an
across-the-board increasein the ratio of skilled to unskilled workers
employed withineach industry, in spiteof therisein therelative wages
of the skilled. That is, the data strongly indicate that if the relative
demand for skilled workers has risen, it is because of some common
factor that affects all sectors, not because of forces like international
trade that change the sectoral mix.”

How can the effects of such a dramatic global trend as the rise of
thenewly industrializing economiesbesoinvisibleinthelabor market
data of advanced countries? There are several answers. For one thing,
although the rapidly growing economies of the Pacific Rim have
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attracted a great deal of attention, their role in the trade of advanced
nations is still fairly small. As late as 1990, imports from newly
industrializing economieswereonly 8.5 percent of thetotal merchan-
diseimports of the OECD nations, and imports of manufactured goods
from these countries wereless than 1.5 percent of GDP.

Moreover, the entry of newly industrializing countries is not the
only trend affecting the relative suppliesof skill-intensive and labor-
intensive products in the world economy. Think about two eventsthat
are often lumped together: the emergence of Chinaas a major manu-
facturing exporter, and therapid increasein the skill level of thelabor
forces in other East Asian nations, including Japan. Both tend to
increase exports of manufactures from East Asia, but they have
opposite effects on the relative prices of skill-intensive products.
When a country with abundant unskilled labor throws itself open to
trade, this tends to lower the relative price of labor-intensive goods,
causing other nations to shift out of these sectors. But when a country
upgrades its skill level, it tends to produce more skill-intensive and
fewer labor-intensive goods, which has the opposite effect. It may be
useful to pose the following question: has the skill of the labor force
in the average trading nation—where countries are weighted not by
population, but by the value of their production—gone up or down
over the past two decades? It isby no meansclear what the answer is,
so we should not be surprised that there is no clear effect of interna-
tional trade on the skill mix of industries within advanced countries.

“The evidence, then, clearly rejects the view that growing competi-
tion from the Third World has been the source either of growing
inequality in the United States or of rising unemployment in Europe.
But what can explain these trends?

Technology and theskill premium

Economists use the word **technology™ somewhat differently from
normal people. Webster's defines technology as " applied science,”
which is pretty much the normal usage. When economists speak of
technological change, however, they mean " shiftsin the production
function” — alterationsof the rel ationship between inputs and outputs,
regardless of the reason.
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In this economist's sense, it seems undeniable that the increase in
the skill premium in the advanced world is primarily the result of
skill-biased technological change. Although the relative wages of
skilled workers have risen, most sectors have increased the ratio of
highly skilled to less-skilled workersin their labor force; thisimrne-
diately indicates a change in the production function that raises the
marginal product of theskilled relative to theunskilled. And virtually
all of therisein the'relativedemand for skilled workers seemsto have
been a result of this intra-industry change in demand, rather than
changes in the inter-industry mix of employment. In the economist's
sense, then, the growth of earnings inequality in the United States—
and quite possibly therefore much of therisein structural unemploy-
ment in Europe— hasbeen theresult of technological changesthat just
happen to work against unskilled workers.

Thisanswer may, however, seem unsatisfying. It isnot atautology:
it could in principle have been the case that nontechnological forces,
such asinternational trade, were responsible for much of the growth
in the skill premium. Still, one would like to relate technological
change in the economist's sense to its more normal usage: what is
changing in the way that we produce goods and services that has
apparently devalued less skilled workers?

The short answer isthat wedon't know. Thereare, however, several
interesting abeit conflicting pieces of evidence.

On one side, there is some evidencethat some increased dispersion
in earnings can be traced directly to the spread of computers. In a
recent study, Krueger (1993) hasfound that workers who usecomput-
ers achieve noticeable wage premia over workers who do not; he
claimsthat the expansion of computer use in the 1980s can account
for one-third to one-half of therisein the rate of return to education.

On the other side, someof the professionsthat have seen very large
increases in incomes since the 1970s have not exactly been in fields
whose practitioners are obviously made more necessary by modem
technology (in the normal usage of the word): doctors, corporate
executives, and soon. And itisalsotrue that the growth of inequality
in the United States has a striking "fractal” quality: widening gaps
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between education levels and professions are mirrored by increased
inequality of earnings within professions. Lawyers make much more
compared with janitors than they did fifteen years ago; but the best-
paidlawyersal so makemuch morecompared with theaveragelawyer.
Again, this is hard to reconcile with a simple story in which new
computers require people who know how to use them.

It is surely hard not to suspect that the dramatic progress in infor-
mation and communi cation technology over the past two decades has
somehow played acentral rolein theincreased premium on skill, and
perhaps in the growth of European unemployment. The actual link-
agesare, however, notat all well understood —apoint that isimportant
to remember when we turn to policy.

What can be done?

Robert Lucas once scathingly described the report of the
McCracken Commission on inflation as being marked by **undisci-
plined eclecticism.” Much the same may be said about many official
reports on OECD unemployment: lacking a clear vision of the nature
of the problem, they offer akind of policy salad that mixes together
various proposals that seem forward-looking— building smart trains
and information superhighways or promoting multimedia are treated
at the samelevel astrade liberalization and reform of unemployment
insurance. For this paper, | will perhapserr in the opposite direction,
and take it as a maintained hypothesis that the European unemploy-
ment problem and the U.S. inequality problem are two sides of the
same coin, and ask a narrowly focused question: what can be done
about the apparent tendency of markets to produce increasingly
unequal outcomes, or to produce persistent high unemployment if this
tendency toward inequality is repressed?

Once one phrases the question that way, there are alimited number
of sensible strategies available.

Human capital

The most optimistic viewpoint on the inequality/unemployment
problem, one particularly associated in the public mind with U.S.
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Labor Secretary Robert Reich (see Reich, 1991), isthat investment in
human capital —both in basic education and in retraining for older
workers—can reverse the tendency toward greater inequality.

In principle, human capital investment could constitute a two-
pronged assault on the problem. First, education and training could,
ineffect, makethe 10th percentile worker morelikethe90th percentile
worker. If a worker who does not go to college has nonetheless
received a highly effective basic education, she will be more produc-
tive not only in absolute terms but also relative to the college-edu-
cated. The same is true of a worker whose former skills have been
made obsolete by technical change, but receives training that equips
him with anew set of marketableskills. Thusaprogram of investment
in human capital should work directly to flatten the wage schedulein
Figures 1 and 2.

At the same time, an increase in the overall level of skill in the
workforce would presumably make the premium on skill smaller—
and thistoo should flatten the wage distribution.

Investment in human capital, then, seems to be a magic bullet that
solves the problems of both unemployment and inequality, without
posing painful tradeoffs. What are the objections?

The big question is whether it is realistic to expect government
education and training programs to make a large enough impact on
the wage distribution to have any noticeable effect. A skeptic might
offer several disturbing observations. First, it isunclear how much of
the spread in the earnings distribution is actually tied to formal
education; thefractal quality of theincreased dispersion suggests that
deeper forces are at work, which may continue to yield increasingly
unequal outcomes even if formal education levels are made more
uniform. Second, improvementsin basic education will, by definition,
take a very long time to be reflected in the actual 1abor market. Asa
result, human capital optimists tend to stressretraining, which might
have more immediate payoff; but there is little evidence suggesting
that retraining schemes are actually particularly effective in raising
worker productivity.
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Abovedl, itishard to see any evidence in the data that virtuein the
form of good education and retraining are rewarded with good labor
market performance. Americanswho are self-critical about our basic
education generally hold up European nations such as France and
Western Germany as models, but their success in teaching students
basic literacy and numeracy has not translated into sustainable low
unemployment. Neither has the massive Swedish retraining scheme.

None of this constitutes a conclusive demonstration that human
capital investment cannot have a favorable impact, or an argument
against trying to improve education and training. It is, however, hard
to escape the feeling that those who placetheir faith in education and
training as the major solution to the problems of jobs and wages are
engaging in wishful thinking, driven by an unwillingness to face up
to the harshness of the tradeoffs involved.

Pruning the welfare state

If investment in human capital isthefeel-good answer to unemploy-
ment, scrapping or at least shrinking the welfare state is the tough,
hard-nosed answer. Theory, experience, and econometricevidenceall
suggest that countries with high natura rates of unemployment can
bring down those natural rates by reducing both the generosity and
duration of benefits to the unemployed, thereby increasing the des-
peration with which the unemployed must search for jobs. The gross
comparison between the United States and Europe is one piece of
evidence; cross-country econometric studies like the already cited
work of Layard, Nickell, and Jackman (1994) are another. The expe-
rience of the United Kingdom, which haslowered itssocial safety net
part way from European toward U.S. levels, provides something of a
test case. Both anecdotal evidence and econometric estimates— see,
for example, EImeskov (1993) — suggest that theUK’s natural rate has
in fact declined both absolutely and relative to those of its European
neighbors.

The problem is that this reduced unemployment does not come
without a cost. While welfare states do distort incentives, they also
provide rea benefits to families in the lower end of the income
distribution. Thus when the.welfare state is scaled back, the lowest-
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income membersof society arein fact hurt. The new jobscreated are,
predictably, low-wage (just think of running Figure 1in reverse). And
those who are still unemployed after the reduction in benefits are
especially hard hit. It is surely not an accident that the United States,
which combines unusually low benefits among industrial countries
with an unusually favorable employment performance, alsoisunique
by any measurein the extent of poverty—especially among families
with children.

It is common in much discussion of unemployment to use euphe-
mismsin describing policies that will in effect lower the reservation
wage; to talk, for example, about increasing theflexibility of thelabor
market. The reasonsfor thisdesireto mask the harshness of thechoice
areobvious. It istherefore, however, al the more necessary for those
of us who are not under political constraints to be blunt. Thereis a
well-understood way to reduce OECD unemployment, but it involves
creating more jobs at the expense of more extensive and more severe
poverty. AsLayard and others put it, " Thisisa harsh route, in which
some people end up on the scrap-heap."

Thisisan unpleasant tradeoff. |'s there any way toimproveit?
Making the welfare state work better

Any tax or transfer payment distorts incentives. The size of the
distortion can, however, be made less if the tax or transfer schemeis
well designed. To a first approximation, the welfare state can be
thought of asacombined system of taxesand transfers whose objec-
tiveisto help thelessfortunate, but which haslargeincentive effects,
one of whose consequences is unemployment. Without question, it
should be possible to make incremental improvements in this system
that would reduceits incentive cost.

Anexample, which receives considerableemphasisin the European
Commission White Paper, is the funding of social insurance via
employers' contributions.|n most cases, these contributionsare regres-
sve—that is, they represent a higher share of the compensation of
low-wage than of high-wage employees. This, however, means that
the system discourages the employment of precisely those workers
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who are most likely to be driven out of employment in any case.

A méliorative approach to unemployment, then, would try to find
waysin which the current levels of support for the unemployed could
be provided with lessdistortion of incentives, and hope in thisway to
achieve some reduction in the natural rate of unemployment. It is
unclear, however, how much improvement is possible.

Subsidizing employment

Until recently, smaller European countries, and especially Sweden,
seemed to have managed to escape both Eurosclerosis and the Ameri-
can affliction of growing inequality. The key element in Sweden's
success was an " active manpower policy,” in which the government
was prepared to make large outlaysin an effort to keep unemployment
low. Unemployed workers were sent to expensive retraining pro-
grams; employers were offered substantial subsidies for hiring the
long-term unemployed; and thegovernment, itself, acted asan empl oyer
of last resort. In the 1980s, expenditure on these policies was about 1
percent of GDP, which most Swedes regarded as a good bargain.

Unfortunately, this record of success ended in the 1990s. The
Swedish unemployment rate, less than 2 percent in 1990, has nearly
quadrupled. Some of the unraveling may be attributed to macroe-
conomic problems, associated with Sweden's effort to shadow the
European Monetary System. More to the point, Sweden became
unableto maintain its policies in full because of afiscal crisis, which
drove the public sector deficit to 14 percent of GDP in 1993. See
Lindbeck and others (1994) for a discussion of the crisis. And many
Swedes now attribute the country's slide in economic rankings, from
the highest per capita GDPin the OECD in 1970 to rough parity with
the United Kingdom today, to the long-term incentive effects of its
social policies.

Asamatter of economic principle, subsidized employment for those
who would otherwise be unemployed should be away to cut through
the otherwise agonizing tradeoff between mass unemployment and
mass poverty. Asapractical matter of political economy, isit possible
to carry out such a policy in away that targets the groups that really



76 Paul Krugman

need it, and thus avoids arunaway growth of expenditure?Five years
ago, one might have said yes, and pointed to the Swedish example; at
this point, the apparent unraveling of that model makesit difficult to
argue for implementation of Swedish-style labor market policies.
Nonetheless, unless Eurosclerosis goes into spontaneous remission it
islikely that there will eventually beacall for areturn to policies that
subsidize employment.

Prospects

Predicting the future course of OECD unemployment involves
assessing both the trends in market forces and the likely policy
responses. In other words, thissection istotally speculative. Nonethe-
less, it may be worth setting out afew scenarios.

Market trends

Thekey question about market trendsiswhether theforcesthat have
pushed toward greater inequality will continue or reverse direction.

The popular view that attributes the pressure on OECD labor mar-
kets to globalization and competition from newly industrializing
countriesisgenerally associated with abelief that things can only get
worse. After al, thereare still billions of workers out there, willing to
work for very low wages, ready to pour their products onto world
markets. As we have seen, however, the overwhelming evidence is
that the pressure isin fact coming not from foreign competition but
from the skill-biased nature of domestic technological change. Will
this bias toward skill continue?

The short answer is that we don't know —but even that represents
what may be a surprising piece of optimism. Let usconsider the case
for that optimism.

One point ishistorical. Thelndustrial Revolution wasa most surely
associated with a capital-using bias in technology, which led to a
conspicuous failure of labor to share in the initial gains. From the
1920s to the 1970s, however, industrial growth was associated with
an increasingly equal income distribution. The point is that techno-
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logical advance need not always movethe earningsdistribution inthe
same direction; the relationship between growth and distribution has
reversed sign in the past, and may well do so in thefuture.

Let me aso offer an even more speculative observation. It is
generally assumed that modem technology, and especially computing
technology, inevitably favorsthe cleverest and best educated. Robert
Reich has nicely encapsulated this view by referring to the benefici-
ariesof technology asthose who havetheta ent and educationto work
as "'symbolic analysts,” rather than as manual workers. And thereis
no question that thisiswhat has happened sofar. Y et in the somewhat
longer run it may actually be easier for computers to replace people
in what arecommonly regarded ashigh-skill occupationsthanin more
ordinary work. Astheartificial intelligence expert Marvin Minsky has
pointed out, "'A 1956 program solved hard problemsin mathematical
logic, and a 1961 program solved college-level problemsin calculus.
Y et not until the 1970s could we construct robot programs that could
see and move well enough to arrange children's building blocks into
simple towers ... What people vaguely call common sense is actually
more intricate than most of the technical expertise we admire.” The
time could well comewhen most tax lawyers are replaced with expert
systems, but human beings are still needed—and well paid—for such
truly difficult occupations as gardening and house-cleaning. The
high-skill professions that have done so well in the last twenty years
may be the modern counterpart of early nineteenth century weavers,
whose incomes soared after the mechanization of spinning, only to
crash when the technological revolution reached their own craft.

Thisis pure speculation. For the time being the fact is that techno-
logical change has tended to magnify ineguality, and thereby impose
unemployment on those countries that lack sufficient flexibility of
relative wages. What are the likely policy responses?

Policy responses

More often than not, the best policy forecast isfor no substantive
change. Surely the most reasonabl eforecast for the OECD economies
is of no major change in their labor market policies. perhaps some
reforms intended to improve incentives, perhaps some modest ges-
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turestoward active labor market policies, but no radical departure.

Would such policy drift be sustainable? At the moment, a sense of
crisis has been created by two factors: the sharp rise in European
unemployment rates since 1992, and the emergence of large budget
deficits in countries with extensive welfare states. The very recent
surge in unemployment is, however, primarily cyclical rather than
structural . For what they are worth, estimatesof trendsin natural rates
for major European countriesseem to show aflattening or even slight
reversal of the upward trend by the end of the 1980s. See ElImeskov
(1993), pp. 61-2. It isthus possiblethat an ordinary cyclical recovery
could reduce the European unemployment rate to, say, its 1991 level.
Thiswould takeoff someof theimmediatesocia pressure. A cyclical
recovery would also improve the budget situation of the industrial
nations.

It is worth recalling that policy concern with European unemploy-
ment tends to come in waves. Eurosclerosiswasamajor issuein the
mid-1980s, but was nearly forgotten in the wave of **Europhoria”
during the rapid growth of 1987-90. Now the consensusis that this
growth was no morethan abusinesscyclerecovery, withlittlebearing
on the structural problems—Europe's equivalent of "morning in
America” Nonetheless, a solid recovery could once again cause the
current focus on unemploymentto recede.

What are the alternatives to drift? Leaving aside hopeful experi-
ments with education and training, there are two main aternatives:
Europecan becomemorelike America,3 or it can try to become more
like Sweden used to be. That is, the welfare state can be scaled back,
increasing the incentivesfor firmsto offer and for workersto accept
low-wage employment; or governmentscan try to subsidize employ-
ment at acceptablewage levels.

The political problemswitheither alternativeare obvious. Attempts
to scale back the protections that have discouraged employment in
Europewill, indeed, already have, |ed to massive protests. On theother
hand, if employment is to be subsidized, the money must be found
somewhere, adifficult task whenthebudgetsof many high-unemploy-
ment nations seem already to be dangerously out of control.
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Unfortunately, it is hard to offer any comfortable predictions. The
unemployment problem of the advanced nations has no painless
solutions, and we should not expect effective action to solve that
problem until or unlessit becomesatruecrisis.

Endnotes

'Elmesov (1993) provides a useful survey both of evidence and of the immense literature.

2Admittedly, there is a significant "'real business cycle™ faction among academic macro-
economists who do not believe that aggregate demand can alter unemployment even in the short
run—that is, they believe in effect that the economy is always at the natural rate. | make no
apologies for disregarding that view 1n this paper.

3Because of the changing demography of the labor force, the overall unemployment rate
consistent with stable inflation has shifted around somewhat over time. In the late 1970s, with
large numbersof young entrantsinto the labor forceand a surge of women entrants with limited
work experience, 4 percent unempl oyment among married men corresponded to about 7 percent
overall unemployment; by the late 1980s, asthelabor force becameolder and moreexperienced,
areasonable estimateof the natural rate had fallen to about 6 percent. Weiner (1993) provides
estimates of ademographically adjusted natural rate; the track record of that rate in predicting
the direction of inflation change is even better than that in Table 1.

“For a specul ative model of the political economy of this tendency, based on a megian-voter
approach, see Krugman (1993).

SCommission of the European Communities, Growth, Competitiveness, Enployment: The
Challenges and Ways Forward into the 21st Century, Brussels, December 1993, p. 4.

‘There isapersistent belief among journalists and policymakers that competition from newly
industrializing countries, in addition to having the distributional effects discussed below. has
been responsible for the declining share of manufacturing in advanced economy employment.
This belief is, however, flatly rejected by the data. See EImesov (1993) and Krugman and
Lawrence (1994).
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"There hasbeensome confusion created by several studiesthat attempt to measuretheimpacts
of trade on income distribution by looking at the quantities of skilled and unskilled Iabor
"embodied" in trade flows. Although this procedure, as implemented in such studies as Borjas,
Freeman, and Katz (1991), seems plausible, it cannot be justified in any consistent trade
model —nor isit possible to determune thedirection of the bias. Despite the problems with their
procedure, Borjas and others, and especialy the update of their conclusions by Katz (1993),
arrived at the same answer as other studies: that trade has played only a minor rolein the trend
increase in U.S. inequality. A recent study by Wood (1994) has claimed very large effects of
North-South trade on income distribution. He not only relies on the *embodiment™ method,
however, he also uses a highly questionable procedure to get very high labor content in imports.
Itishard to know what consistent economic model would justify hisestimates, or how they can
be reconciled with the direct evidence that there has been little change in the skill intensity of
the industry mix

tisaso possible that America will become a bit more like Europe. Clinton Administration
officials have proposed both substantial increasesin the minimum wage and ahealthcare reform
funded by employer mandates; both measures would substantially raise the cost of low-skill
workers to employers, moving American labor markets closer to the European norm. At the
moment. however, both proposals seem to be 1n abeyance.
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Commentary: Past and Prospective
Causes of High Unemployment

Edmund S. Phelps

| am delighted to seethat Paul Krugman and | agree on thetwo most
basic pointsto be made. First, thereisanatural rate of unemployment.
Second, the natural rate moves. The importance of natura rate doc-
trine, of course, liesin the property of its standard models that after a
monetary disturbance has driven the unemployment rate away from
the natural rate—or areal disturbance operating through the monetary
mechanism discovered by Keynes—theequi | i bri um(that is, the sur-
prise-free, correct-expectations) trajectory of the unemployment rate
returnstothe natural rate (Phelps, 1968). A soft landingistheoretically
possible in the simplest models, while in realistic models exhibiting
stickiness of wages or pricesor of the interest rates set by the central
bank, overshooting'is to be expected. In any case, the average unem-
ployment ratein along period—adozen yearsor more, sy —is rarely
far from the average value of the natural unemployment rate in that
period.

On our approaches to unemployment, however, we are far apart. |
feel compelled therefore toinject into thediscussion my own perspec-
tive on the natural unemployment rate, since it differs from that of
Krugman and several other economists here. Then | will cometo his
thoughts on the subject and try to give them their due.

Confidence in the essential rightnessof natural rate doctrine has not
always been asfirm asitis now. As the 1980s unfolded it began to be
felt that | and the other natural rate theorists, such as Stiglitz (1973),
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Calvo (1979), and Salop (1979) had left the natural rate concept too
feeble to live. In Western Europe, unemployment rates reached dou-
ble-digit levels at mid-decade and seemed to hang there, motionless.
Moreover, the inflation rate seemed to be barely faling. Several
economists began to express doubts about the natural rate. Sincethe
natural rate couldn't have jumped to double digits, they said, there
must be something wrong with the natural rate concept.! (Some
economists developed the concept of strong persistence, or strong
hysteresis: A country's equilibrium unemployment rate is not some
natural rate; it is whatever rate was experienced yesterday.)

Now | am coming off a six-year effort to fortify the natura rate
concept against such doubts through a further development of the
theory of the determination of the natural rate (Phelps, 1994a). The
objective has been to find the mechanism governing how the natural
rate moves in response to a nonmonetary macroeconomic shock or
policy shift. The empirical conclusion is stronger than | anticipated:
Most of thelong-termchangesinthe unemploymentratearethe result
of the movementin the natural rate rather than of deviationsfroman
unchanging natural rate. It isthe persistence of the underlying forces
driving the natural rate that accountsfor the seeming " persistence’ of
the unemployment rate, not any tendency for unemployment to lock
onto itscurrent rate regardless of fundamentals.

The gist of the theory, asin my original 1968 formulation, is still
the idea that costliness of employee behavior at'low unemployment
rates impels firms to drive the equilibrium wage level above the
market-clearing level. (If across the economy the going wage starts
out low enough to clear the market—a wage level so low that firms
could afford to hireeveryonewanting aj ob, leaving no pool of workers
involuntarily unemployed—firms are beset by employee quitting,
shirking, absenteeism, strikes, and the rest. Each firm then responds
by raisingitswagein theexpectation that afavorablewagedifferential
would provide its employees with an incentive to perform better—
sufficiently better to repay the higher hourly wage.) Theescal ation of
wage standardsin turn forces each firm to economize more on labor.2
Employment —the number of jobs available—is decreased; but the
labor force is not or not by as much, if decreased at al. Thus a pool
of involuntarily unemployed workers is crested—the natural army of
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the unemployed.? We can imagine them drawing lots in the local
employment office or taking a number at one or more firms as
consumers do at a bakery to determine who gets ajob and when.)

My more recent models have the further property that thereis an
equilibrium wage required by cost considerationsat every given level
of the unemployment rate. This required wage curve gives a higher
wage the lower is the unemployment rate. A shock increasing the
propensity to quit or shirk or whatnot drives up the required wagein
the sense of shifting up this curve—for example, a fatter financial
cushion—more cash flow or imputed income from private assets or
more welfare entitlements. My recent models capture this by making
these propensities of an employee a function of wage rates (his
employer's and other firms) relative to what is called his' nonwage
income.”

Overall equilibrium also entails that firms can afford to employ the
numbers they are employing. This brings in the demand wage—the
wage that the firms can afford to pay at agiven level of employment
or at thecorresponding level of the unemployment rate. Anything that
reduces the demand for labor can beinterpreted as shifting down this
demand-wage curve. This steady-state demand wage is downward
slopingin the wage-employment rate plan, likeordinary labor demand
Curves.

Unemployment has to rise or fal as necessary to reconcile the
demand wage and the required wage. If something happens to push
up the required wage above the demand wage, employment shrinks
until therequired wage isno longer above the demand wage. Thisrate
of unemployment where the required wage equal sthedemand wage—
where the two curves cross—gives the naturd rate. If the economy is
found initially at that point, firms will be willing to hire at a rate that
mai ntai ns the unemployment rate steady for the moment. This notion
of the unemployment rate that, if reached, would hold steady at least
momentarily, absent monetary influences, is what we mean by the
natural rate.

It follows that forces shifting up the required wage but not the
demand wage (or shifting up the former more than the latter) operate



84 Edmund S. Phelps

toincreasethe natural rate; thusforcesshifting down thedemand wage
but not the required wage (or shifting down the former more than the
latter) also increase the natural rate.

It isinstructiveto consider a shock consisting of a one-time “Har-
rod-neutral"* technological advanceat firms—onethat " augments™ the
labor input of all grades of labor equiproportionately — accompanied
by anincreaseof thecapital stock inequal proportion. Inaneoclassical
growth model, the effect would be simply to increase output, wages,
and nonwage income in that same proportion, with no change in the
rate of interest. Those results occur in my models with the added
implication that thereis no change in the natural unemployment rate.
The reason for this neutrality isthat wage rates as aratio to nonwage
incomesare left unchanged, so that therequired wageincreasesin the
same proportion as the demand wage rises. This neutrality could
theoretically apply to an open economy too. The value-added tax is
another neutral factor, and sotooin thelong runisthe size of thelabor
force. All other shocks appear to be non-neutral for the natural rate.

A wave of empirical results from thisframework (or more rudimen-
tary ones) havecomein. My own statistical study of seventeen OECD
countries (Phelps, 1994a) confirms the importance of several factors
in the secular rise of unemployment —though one, the real price of
energy, has abated.

"Thetwoexternal oil priceshockshurled by OPEC inthemiddle
and late 1970s were seriously contractionary. Such shocks push
up the natural rate by reducing the wage business can afford
while doing little or nothing to bring an accommodating reduc-
tion in the required wage."

This factor is widely thought quiescent now, since rea oil prices,
after soaring totwiceits 1960s|evel inthe 1980s, have beenlow again
since 1987. Y et energy taxesin many countries have risen tofill the
void, possibly shoring up the natural rate. Furthermore, the shift of
energy-saving production techniques for more than twenty years may
continue to dampen the demand for labor.

"External shocks to real interest rates (money rates after sub-
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tracting off the ongoing inflation rate) have been a big contrac-
tionary force, as the theory predicted. Being purely on the
receiving end, Europe suffered most from such shocks in the
’80s, the non-German countries most in the early '90s. An
environment of high rea interest rates has a chilling effect on
investment activities that create jobs: training new employees,
labor-intensive construction, and recruiting new customers by
keeping priceslow.™ (Phelps, 1994a)

The good newsis that the factors that pushed up world real interest
ratesin theearly 1980sand theearly 1990s, notably the American and
next the German investment stimuli, have subsided. Moreover, reverse
forces are operating in the 1990s with the renewed attackson govern-
ment spending and the defense budget. (L ower inflation may alsohave
lowered the real cost of capital.) The bad news s that some new and
as-yet-unmeasured factor has been keeping real interest rates higher
than predicted for the past few years— presumably the emerging
market economies.

A country can insulate itself from these international forcesonly at
great cost. But an appreciable part of thesecular riseof unemployment
in France and el sewhere can be laid to a domestic factor.

"The big hikes in payroll and personal-income taxes in most
countries have been massjob-killers. In Francetheten-point rise
has cost the unemployment rate about a point and a half. The
contrasting neutrality of value-added taxesis aso confirmed."
(Phelps, 1994a)

Some observers already guessed these results from simple correla
tions: Inthe G-7 contest for thelargest total risein thesetwo damaging
tax rates from 1965 to 1990, Canada and Francefinished 1 and 3. In
the standings for the rise in unemployment, Canada and France
finished 3 and 1. Japan aside, the United States was last in the latter
race, and next to last in the former. Either way, the results conform to
the theory. When business or workers are taxed on wages, business
must pay more to provide the same employee incentives as before,
and cannot then afford the same workforce as before.
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The econometric estimates and the time series of the explanatory
variables imply a path of the natural unemployment rate over the
estimation period—and on to 1993, the last year for which we have
al the data on the causal variables. The United States path is shown
intheattached chart. Asthereader can see, theforces| havediscussed
have collectively produced a mgor rise of the U.S. natura rate
between the mid-1960sand the present. Asestimated, the natural rate
has climbed from around 5 percent in 1964 to around 6.45 percentin
1993. If this is so, there has been substantial overshooting of the
unemployment rate in 1994. Furthermore, international factors point
toward aresumptionof thenatural ratetoalevel morenearly likewhat
existed in 1988, 1990 and 1991 —years when the world rea interest
rate was much higher and the dollar's real strength much lessthanin
1993. What we might call thebasi ¢ natural rate might be estimated at
around 6.65 percent. It seemsto me, therefore, that Paul Krugman is
out of touch with the development of the natural ratein this country
when he suggests that the naturd rate in the United States has
exhibited no important elevation in the past few decades. A climb of
one-third since the mid-1960sis, to me, a mgor increase, and this
increase comes on top of alevel that was already unsatisfactory and
far higher than what was enjoyed in Western Europe at that time.

Two other influences are not estimated in my study, though | am
working to estimate these factors now. One of theseisdomestic:

"Theenlargement of welfarebenefitsin recent decadesoperates
to undermineemployee performanceand thus to shrink jobs—
and possibly wagestoo. When peopleseethat failing to remain
continuoudly in their job will not cost them arange of benefits,
from medica care to retirement income, and that losing their
jobsmay gain them additional means-tested benefits, their pro-
pensitiestoquit, shirk, bean absentee, and tostrikeareincreased.
Employer costs are increased, and jobs have to be curtailed.”
(Phelps, 1994a; see also Phelps, 1994b)

The other islargely international:

"The demand for low-skill labor appears to have declined in
relation tolabor demand asawhole. Theeffect on theunemploy-
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ment rate of low-wage workersissizablein recent estimates by
others, though the effect on the general unemployment rate is
still quite small.™ (Phelps, 1994a)

Two of the underlying causes are also international . Trade liberali-
zation in previous decades and the productivity gainsrealized in East
Asig, in sending cheap-labor imports into Western markets, have
reduced sharply the wage that some employers can afford. Techno-
logical advances such as computerization may make the training of
low-skill 1abor too expensive to be worthwhile for employers.

Let me now take up briefly Paul Krugman's thoughts on the behav-
ior of thenatural rateover thissame period. | am continually astounded
that insightful economic observers do not see the importance of the
huge rise in the world real interest rate in recent years (first pointed
to by Lal and van Wijnbergen and by Fitoussi and Phelps in the
mid-1980s). Onewould think that aninternational economicstheorist,
as Krugman is, could hardly miss the point that the newly arrived
opportunitiesfor profitable investment in East Asiaand L atin America
at real ratesfar higher than the marginal investments needed for high
employment in the rich countries of the West spell a slowdown of
wagesin the West toaccommodate theel evation of theworld real rate.
The trade theorists miss it, | would guess, because they have not
thought through how such adownward pressure on wagescould push
up the natural rate. However, let usfocuson what he does say, not on
what he doesn't.

It was very pleasant to see him take seriously the idea, which has
been noisily trumpeted in thefinancial press, that the welfarestateand
its financing through taxes on labor might have been responsible for
some of the rise of the natural rate on the European continent. | did
feel let down, therefore, when he lets the welfare state off the hook,
saying that it does not "explain why unemployment rates in Europe
have risen so much.” To say that the welfare states were "already
notably generous in the low-employment (sic) era of the early
1970s* —he must mean the low-unemployment era—is of little value
here (it proves nothing) since so many other factors can explain the
low unemployment in those years (and earlier ones): the world real
interest rate had been steadily falling and was then much lower than
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itistoday, and tax rates falling wholly or disproportionately on labor
were far lower than today. Ultimately, good sense is regained when
he concedes that pruning the welfare state would contribute to reduc-
ing the natura rate, aluding to the widely conceded decline in the
British natural rate over the past dozen years.

The author's discussion of "inequality™ and unemployment was a
great deal fresher, thus more of a contribution, it seemed to me. | will
confessthat at first | thought this wasjust aglitzy way of saying that
adrop or aslowdown in the demand for low-wage workers will raise
their natural unemployment rate. "' Economist Says Inequality Swells
Joblessness," isthe possible headline, and infact | saw aheadlinelike
that in Italy this summer (though | think none of the conference
speakers had said any such thing). But then | realized that thereisa
deep truth in it—more maybe than the author realized.

Suppose that there is an increase or a speedup in the demand for
high-wage labor. Since their unemployment rate is already quite low
wecan virtually forget about theeffect on their natural unemployment
rate. But the natural unemployment rate of the low-wage workers
might be sensitive to such ashock, and bedriven up by it. If therewere
asociologist here, he or she would insist to us that some or al of the
low-wage workers would resent the increased wage rates of the
high-wage workers and thisresentment would aggravatetheir propen-
sities to quit and shirk, with the consequence that their employability
was reduced and their natural unemployment rate was increased.
Whatever the truth in that thesis, | would argue that the technol ogical
or other improvement generating theincreased demand for high-wage
labor would-trickle down in:the form of increased nonwage income
for low-wage workers—they would find that while their wages were
at a standdtill, the returns from the private assets and the welfare
entitlements were enlarged by the economic progress focused at the
top of the pyramid. Asa thought experiment, take a random sample
of workers from a poor economy and transplant them into,a rich
economy where their wages will beaslow as previously but everyone
else's wages will be vastly higher. | say that their employability will
collapse from the destruction of their incentives to perform as dili-
gently as they did in their home country, with the result that their
unemployment rates will soar.
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Thereisalsoagreat deal in Krugman's paper on how littletheeffect
of foreign trade on the natural rate has been so far. The international
economicsfraternity is, nearly toaman, all very determined todefend
free trade against the criticism that it has worsened unemployment.
So thediligent review of recent studies on thistopic is hardly icono-
clastic. | would only say that | also like free trade. But | do think that
theritualisticfree tradersshould shore up their case by arguing that it
may be necessary to engage in some redistribution of the gains from
acountry's freetradeif thereisto be assurancethat low-wage workers
will not be heavy losers from free trade. If the plight of low-wage
workers gets much worsein thefuture, it will beinteresting to see how
the international economists divide themselves among the die-hard
free-trade camp—-come what may —and a new camp that takes seri-
ously the need for subsidies for low-wage workers. This brings meto
the matter of policies to reduce the natural rate.

What to do? The solution for which | have pleaded the past five
years. alow-wage employment'subsidy. It would best take the form
of atax credit that employerscould useto offset the payroll taxes they
owe from their employment of low-wage workers (Phelps, 1990).
Low unemployment and better pay would result at the low end of the
labor market —the less of the one, the'more of the other. | hope that,
with time, | will be able to persuade Paul Krugman; who seemsalittle
diffident about subsidies at this moment, and indeed all right-thinking
economiststo join in theeffort to see such a scheme put into action.

Tosomeextent, thissubsidy schemewoul d besdl f-financing.Reduced
joblessnessand better pay would reduce claimson thewelfaresystem.
As crime rates fell there would be savings in law enforcement. The
added employment would add some payroll and income tax revenue
net of the subsidy.

To aconsiderableextent, the remaining financing would best come
from shrinking those welfare benefits that most undermine employ-
ees interest in staying and performing in their job. Unemployment
benefits are acommon example.

Some increase of taxes could well be necessary, though. An extra
value-added tax would be relatively convenient in countries having
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the machinery for collecting such a tax aready in place. An extra
payroll tax at the high-wage end islikely to be more attractive. In that
latter case, no net increase in the overall tax burden on labor results,
only areshuffling of the net tax revenue to be paid.

Once the results of this measure for unemployment and wages can
be gauged, the government should give consideration to outright cash
subsidies that would go beyond relief of payroll taxes. In recent
calculations, | figurethat wage incomes as low as $7,000 or so could
be boosted to around $11,000 or so, with lesser increases at higher
income levels, at a cost of a little more than $100 billion per year
(Phelps, 1994c). The transformative social effects would transcend
what might be suggested by the impact on the aggregate unemploy-
ment rate.

It would befitting that the employment subsidy program be intro-
duced first in thiscounty, where the economic difficulty of low-wage
workers may be the worst among Western countries. The United
States, which, as Myrdal was fond of observing, has always been the
laboratory for devising answers to the world's new socia problems,
has the opportunity to be the first country to translate widespread
notions of economic justice for disadvantaged workersinto reality—
and to reduce unemployment and boost industry and enterprisein the
process.
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Chart 1
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Endnotes

'A similar episode occurred just ayear ago. On both occasions, just when radical pessimism
began to take hold, recovery began in one country after another, with few exceptions.

2Although my decision to raise my wage scale is no reason then to fire some of my workers,
thediscovery that the firms generally have raised their wagesis areason for me to fire some of
my employees and to pay more to the remaining ones.

3For these workers, and for workers generally, the wage is above the "reservation wage,"
which aworker needs to participate in the labor force. It 1s curious that Paul Krugman somehow
appears to believe that people's unemployment is explained by an excess of their reservation
wage over their available wage; that could only explain their nonparticipation in thelabor force,
not their unemployment. since they would not bein the labor force.
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Commentary: Past and Prospective
Causes of High Unemployment

Christopher A. Pissarides

Krugman correctly says that the increase in unemployment in
Europeisanincreasein the natural rate. What he means by that isthat
if policymakerstried to reducethe unemployment rate through expan-
sionary monetary policy, the result would be inflation with only
temporary effect on unemployment, if at all. Not many economistsin
Europe will disagree with that view.

He also writes, however, that foll owing massiveamountsof research
in the Organization for Economic Cooperation and Development
(OECD), "many economists have coalesced around a common view
of the nature of the problem.” And the reason that policymakers do
not al subscribe to that conventional economic wisdom is partly
because of our “failure to explain that view clearly.” Krugman has
succeeded in putting forward the view that he considers to be the
conventional wisdom with exemplary clarity. But athough he says
many correct things about European unemployment, | have doubts
whether hisinterpretation would beasgenerally accepted asheclaims
or that the picture is as simple as he makesit out to be.

Krugman attributes virtually the whole of the rise in European
unemployment to asingle cause, welfare policy. Simple diagnosisto
complicated problemsis, of course, what we are alt-after, but unfor-
tunately the truth, as| seeit, is much more boring. Social security is
certainly afactor, and an important one at that, in the comparison of
the U.S. and European unemployment experience. But thereis alot
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more to the dynamics of European unemployment, some of it related
topolicy, somenot. Thereisalso thequestion of thetradeoffs, whether
less unemployment at the cost of more dead-end, low-paid jobs is
better than what we have now, which I will not touch upon here.

Let me explain by taking first some specific points raised by
Krugman. One of the views about European unemployment that he
playsdown iswhat he calls the hysteresis hypothesis, though a better
termfor it would be unemployment persistence. It istheview that after
unemployment goes up, for whatever reason, supply-sideinfluences
are set into motion that prolong the return of unemployment to its
initial natural rate. This prolongation could take anything up to three
or four years or, some would claim, even longer.

Krugman dismisses this view because of three facts. First, the
United States has not experienced it; second, Sweden that avoided
unemploymentin the 1980sstill experienced an upsurge in unemploy-
ment in the 1990s; and finally; other factors, notably welfare policy,
can explain the differences in unemployment experience between
countries.

On the first point, the evidence on the U.S. experience does not
contradict persistence. | believe that the most plausible cause of
persistence is the loss of skill and the will to work associated with
long-term unempl oyment. Sincethe United States hasnot experienced
long-term unemployment, it should not experience persistence.

In Krugman’s comment on Sweden, there is confusion in the dis-
cussion between the impact effect of a shock and its propagation
effects that are associated with persistence. What Sweden suffered in
the 1990s was a negative shock that raised unemployment on impact.
Persistence deal s with the return of unemployment to the natural rate
after the shock goes away. Krugman can still be proved right if the
Swedes managed to avoid long-term unemployment and yet their
unemployment did not return to the level of the 1980s. The jury,
however, is still out on that question.

Finaly, the view that socia security legisation can explain all the
differencesin unemployment experience between countriesissimply
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not correct. Social security legislation can explain some of the differ-
ences in unemployment experience, but a lot remains unexplained.
Krugman supports his view by referring to the study of Layard,
Nickell, and Jackman. But what that study supported is not that a
singlefactor, beit socia security, globalization, or what have you, can
explain unemployment, but (to use a phrase coined in another report
by Layard and others) that the explanation of unemployment needs a
two-handed approach, demand on the one hand, supply on the other.

"1 want to mention oneor two other caveatsabout Krugman’s claims
before | give my own view about the policy options. A powerful
argument made by Krugman is that the reason for the increased
inequality in labor market fortunes is not competition from abroad. |
do not want to argue either in favor or against this proposition but |
want to dispute some of the evidence that he gives to support his
argument, by referring to British data.

The claim is made that if there were competition at the lower end
of the skills distribution, there should bea shift in industrial structure
in favor of industries that employ more skilled labor; and within
industries, there should be arise in the ratio of skilled to unskilled
labor. Krugman refers to evidence that shows that this has not
happened.

In Britain, however, increased unemployment has affected primar-
ily unskilled manual workers, not al unskilled workers. The unem-
ployment of all occupational groups went up during the 1980s and
1990s, but that of unskilled manual workers went up by much more
than the rest. (Interestingly, figures just released show that in the
recession of the 1990s, the professional classes suffered more unem-
ployment relative to the unskilled than they did in the recession of the
1980s.) In 1986, the lowest skill non-manual worker group suffered
7.9 percent unemployment; the unskilled manual group suffered 23.3
percent. (See Pissarides and Wadsworth, 1992; Krugman correctly
reproduces Table 2 from Layard and others showing different figures
for 1984. | am puzzled by their numbers.) Therefore, the relevant
evidence for Britain should compare industries using manual workers
and industries using non-manual workers. The shift from manufactur-
ing to services that took place in the 1980s is the kind of evidence
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Krugman islooking for. It isgenerally recognized in Britain that part
of that shift was caused by the appreciation of sterling in the early
1980s, which is a cause similar to the one dismissed by Krugman.
Regardless of cause, however, there isastrong simple correlation in
Britain between the share of employment in production industries,
which employ most manua workers, and the unemployment rate.

Another comment refersto the European Commission White Paper
of 1993. Written in Eurospeak, perhaps it is not surprising that it is
open to more than one interpretation. My reading of it, which does not
strike meastoo unreasonable an interpretation of the European scene,
isthis. Foreign countriesincreased the supply of manufactured goods
ininternational marketsand thisisoneareawherethe European Union
does not have the comparative advantage (point 4). Therefore, their
emergence requiresthe shift of labor and capital in European markets
from the production of those goodsto the production of others, notably
services, telecommunications, pharmaceuticals, and so on (point 1).
But European labor costs (point 2) and employment protection legis-
lation, social security provisions, and a host of other factors that
reduced the flexibility of the labor market (point 3) have not allowed
firmsto switch production, giving riseto the unemployment of recent
years.

Does this report put the blame for European unemployment on
international competition or on Eurosclerosis? European labor mar-
Kets, like markets in therest of the world, are continuously subjected
to shocks: witness the decline of coal mining, shipbuilding, and steel
in Britain in the 1950s and 1960s, and the emergence of servicesand
light engineering, all achieved without unemployment. Thedifference
this time is that European markets have not been able to respond to
the shocks without crisis. The source of the shock is not really
important in adiscussion of unemployment becauseif thelabor market
is flexible enough to absorb it, unemployment will not occur. What
mattersfor unemployment and what policymakers can do something
about is the market mechanism that transmits the shock to employ-
ment and wages.

Let me now turn to labor market policies and the implications that
they have for the market mechanism. Some labor-market policies in
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Europe slow down the ability of the market to respond to shocks
without obvious benefitstoemployers or workers. The most important
of these are restrictions on the dismissal of |abor, that come under the
heading " employment protection legislation.” There is evidence that
employment protection legislation in Europe has held back both job
creation and job destruction. This has created long-term unemploy-
ment, disenfranchisement of the unemployed, and persistence of
unemployment. With less restrictions, the turnover of the unemploy-
ment stock would increase, making it easier for dismissed workersto
find jobs and so removing the need to protect their jobs in the first
place. Long-term unemployment would also fall, removing the hys-
teresisimplications of the shocks.

Other policiesin Europe slow down job creation but with obvious
benefit to some workers. The payment of compensation to unem-
ployed workersisthe best example of thiskind of policy. Theevidence
here is becoming clear: the level of benefit isnot al that important;
what matters is the length of time that benefits are available. Long-
duration benefitslead tolong-duration unemployment, again with bad
implications for thelong-term unemployed.

The principles that should guide policy reform here are obvious,
though the details of the implementation and the practicality of the
solution are matters of disagreement. There are two options. Thefirst
isto pay benefit for ashort period of time, say six months or one year,
and then leave the workers to fend for themselves. One need not go
to the American extreme, where the coverage of benefit is also
restricted. Coverage could beasuniversal asit isin Europe today with
no bad implications for unemployment. The other option isto change
theform of support after theinitial period. Thisbringsin active labor
market policy.

Activelabor market policy includes spending on measuresthat help
the unemployed get into jobs. Job matching services, training oppor-
tunities, employment subsidization, youth schemesand other similar
measures come under the heading of active policy. The OECD has
spent alot of effort recently collecting dataon active policy. Currently
in the OECD, spending on active policy is about as much as half of
spending onincome support for the unemployed. Thebig spenders are
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the Scandinavian countries; thesmall ones, the North American ones.

The recent experience of Sweden with unemployment has done
much to undermine the popularity of active policy. But one need not
goasfarasSwedendidin the1980sand also, since wearestill talking
about the natural rate here, final judgment on Sweden will havetowait
theemergence of that country from its recent recession. Theevidence
accumulated by the OECD shows that countries that spend more on
active policy than on passive havelesslong-term unemployment and
consequently lessoverall rate of unemployment and |ess sluggishness
in response to shocks. Active policy can undo what passive policy
does to incentives and wages, admittedly at a cost.

Concluding, | find myself alittle less sure than Krugman is of the
cause of Europe's unemployment problem but alittle more optimistic
about the policy options. Employment protection legislation will have
to go. On income support, one does not have to take the cruel route
that the United States hastaken. Income support canand | think should
stay, but it should be backed up with active measures to reduce its
disincentiveeffects. How far both passive and active measures should
goisamatter of policy choice. Perhaps Sweden has overdoneit but |
do not think anyonecan claim that the Britain of the 1990sisoverdoing
it. (Britain is not moving in the direction of the United States. It is
relaxing restrictions on the dismissal of labor but it is not restricting
theavailability of unemployment compensation. On thecontrary, itis
increasing spending on active measures to help the unemployed get
back to work. The critics claim that Britain has not done enough and
its unemployment experience in the recent cycle gives them some
support. The recent unemployment cycle has many features in com-
mon with the earlier one and the average unemployment rate has not
changed since 1984.)
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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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Figurel
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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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Commentary: The Role of Demand
Management Policiesin Reducing
Unemployment

Stanley Fischer

Charles Bean has written an interesting and thought-provoking
paper on twotopics: thefirst iswhether demand management policies
have a role in stabilizing unemployment; and the second is on the
potential role of demand management policies in reducing European
unemployment in the remainder of the 1990s.

Istherearolefor stabilization policy?

Bean is skeptical about the ability of policymakers to stabilize
unemployment. Hearguesthat while, in principle, policymakerscould
stabilize output and unemployment around their equilibrium values,
in practice, al the familiar obstacles to perfect stabilization—espe-
cially lags and uncertainty about the structure of the economy and the
way individual sformexpectations— lead themto believe that™ activist
policies to eliminate such fluctuations [are] hazardous.”

Of course, no one proposes policies that would attempt to eliminate
rather than moderate business cycle fluctuations. We need aso to
recognizethat policymakerstry to keep both employment and inflation
closetotheir target levels. If onethen asks whether policymakers can
and should attempt to stabilize the businesscycle, the answer is yes.

That is what central banks try to do, often quite successfully. No
central bank should be inactive in the face of a major disturbance;
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indeed, it's even difficult to know how to define inactivity. Even if
fine tuning is out, coarse tuning is not. In fact, Bean discusses such
activist policies in the second half of his paper.

Bean's discussion of stabilization policy raises three issues that |
would like to pursue. First, in several places he analyzesthe implica-
tions of the nonlinearity of the Phillips curve. This is a worthwhile
question, because the evidence suggests that the short-run Phillips
curveisnonlinear: aone percentage point reduction in an already low
unemployment rate will push up inflation more than aone percentage
point increasein a higher unemployment rate will reduce inflation.

How should thisaffect'policy? Bean showsin aninteresting footnote
that in the presence of anonlinear tradeoff, the authorities should aim
for a higher unemployment rate than the natura rate, because a
positiveshock that reduces unemployment will havealarger effect on
inflation than a negative shock of the same size. Bean shows for a
logarithmic example that the effect is quantitatively insignificant—
but that, of course, depends on the extent of the nonlinearity.

Bean's discussion opensup away for thequality of macroeconomic
policy to affect the average rate of unemployment. Suppose that the
Phillips curveisnonlinear, for examplethat theinflation rateisdriven
by the divergence between the logarithm of unemployment and the
logarithm of the natural rate. Then, even if the log of unemployment
ison average equal to the log of the natural rate, the average level of
unemployment will be larger the greater the variance of unemploy-
ment. This result thus produces the intuitively appealing result that
countries that conduct stabilization policy better will have a lower
average unemployment rate.

Second, the paper raises but does not settle the important question
of what the presenceof persistence mechanisms implies for stabiliza-
tion policy. Suppose that an adverse shock increases unemployment,
and that any short-run increases in unemployment translatein part and
gradually into an increase in the non-accelerating inflation rate of
unemployment (NAIRU). Suppose that the monetary authority can
reduce unemployment in theshort run through expansionary monetary
policy, at the expense of an increase in inflation. Then | conjecture
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that optimal monetary policy will be more expansionary in response
toagiven unemployment increase when thereis persistencethan when
there is not. The argument is that by moving more aggressively, the
monetary authority can cut off the higher long-term unemployment
that would otherwise result. But that is just a conjecture, and the
answer must depend in part on nonlinearities in the Phillipscurve and
on the formation of expectations.

Third, Bean emphasizes that uncertainty about the natural rate or
the NAIRU severely complicates policy. This argument is put into
perspectiveif wefocuson the NAIRU rather than the natural rate, and
realize that the policymakers can judge where they are by watching
for early signs of increasing inflation. It is thus not clear that the
shifting NAIRU poses aspecial problem for macro policymakers.

Theroleof demand management in Europein the 1990s

The paper's main focusis on what should be done now to reduce
European unemployment. Bean accepts with little discussion the
argument put forward in the OECD report that policy should be
vigorously expansionary until theeconomy comes within reach of the
NAIRU.

The paper seems to give an indication of the excess of the actual
over the natural rate of unemployment in Chart 1, which suggests
about 1.5 percent. However, the no-demand shock locus in Chart 1
does not, in fact, correspond to the NAIRU. Other estimates suggest
that European unemployment iscurrently about 2.5 to 3 percent above
the NAIRU, which gives ample room for more expansion in Europe.

Bean's main interest isin aggregate demand policies as unemploy-
ment reaches the NAIRU. He accepts the diagnosis that the NAIRU
can be brought down through supply-side policies; theseare discussed
briefly but thedetailsare not important for purposes of this paper. The
major recommendation of the paper is that monetary policy should
accommodate the increased growth and declining unemployment that
the supply-side measures should produce.

In discussing these issues, Bean very usefully takes us back to the
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literature of the early 1980s on European stagflation. The diagnosis
then was that Europe suffered from real-wage resistance, that Euro-
pean real wages were too high, and that there was a wage gap that had
to be cut to restore full employment. We can interpret the modern
discussion of supply-side reforms as explaining why there may be
real-wage resistance and what policies can be adopted to reduceit.

Bean calculates that real wages would have to drop 5 percent to
reduce the unemployment rate by five percentage points. If that isall
it takes, then Europe will not have to go too far down the road of
increasing inequality which several papers at thisconferencewarnis
the result of an American approach to the labor markets.

Bean's preferred strategy is to move as fast as possible on labor
market reforms, while recognizing that they are politicaly difficult
and will therefore take time to implement. At the same time, macroe-
conomic policy should be expansionary. ldeally, fiscal expansion
should help power the recovery; it would then be throttled back as
growth picked up and investment took over. Monetary policy would
be sufficiently accommodating, not only to allow for the more rapid
growth of real income, but also to produce a bit moreinflation so that
the real wage could decline.

But this strategy is ruled out, because there is no room for fiscal
expansion. Full-employment deficitsaretoolargein Europe, and most
European governments are rightly planning to reduce them over the
next few years. So expansionary fiscal policy is not available.

That leaves monetary policy as the only other aggregate demand
policy. There would be nodisputethat monetary policy should accom-
modate the increased growth that comes through the expansion of
supply. Bean calculates that output would grow about 1 percent per
year more rapidly, implying that money growth should be that much
faster.

But should monetary policy also be used to try to reduce the real
wage, by permitting moreinflation? Before answering that question,
let me diverge to discuss the two different approaches that the paper
takestothelikely behavior of thereal wage. Theargument for inflation
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assumes that the real wage should decline. But in another part of the
paper, Bean argues that with the real interest rate unchanged, invest-'
ment will grow massively; the same argument would imply that the
real wage would not changeat al. In that case, there would be no need
for theinflation.

| believe that lower real wages--compared with what they would
otherwise have been—will be needed in Europe. Nonetheless, | doubt
that the dlightly higher inflation policy makes sense. The same labor
market reforms that are designed to reduce unemployment should also
increase wage flexibility —they should reduce European real wage
resistance, and presumably, also make nomina wages more flexible.

Sincethe adjustment that isbeing considered is not onethat will cut
real or nominal wages, but only require them to grow more slowly
than they otherwise would have, it hardly seems necessary to ask for
more inflation. Nor is Bean very firmin arguing for inflation, for he
concedes that an extra 1 percent would probably not make much
difference to employment.

In the end, Bean's discussion of macroeconomic policy in Europe
for the remainder of the decade is an appeal to the central bankers to
avoid cutting off therecovery prematurely. Itisnot arequest for higher
inflation, but rather an argument that the growth potential of aEurope
enjoying a supply-side recovery may be as high as 4 percent a year.

If the supply-side measures are undertaken, central banks should not
be alarmed by growth that looks high by the standards of the last
decade. Rapid growth by itself would not be a good reason to reduce
money growth or raise interest rates. Rather, central bankers should
judge the supply potential of the economy by the behavior of the
inflation rate—and they should be prepared to tighten policy when
inflation threatens. They will surely be prepared to do that.






Commentary: The Role of Demand
Management Policies in Reducing
Unemployment

Takat oshi Ito

The paper by Charles Bean is an excellent survey on how demand
management policies may be beneficial in reducing unemployment,
in the context of high, persistent unemployment among European
countries. Professor Bean at the outset argues that in order to reduce
the unemployment rate to a level socially acceptable (in Europe),
policies are needed on both thedemand and supply side. | keenly share
theauthor's view that the supply sideisvery important, too. However,
the major focus of the paper is the demand side of the labor market,
and so are my comments.

My comments consist of two parts. First, | will make comments
directly related to Professor Bean's paper, and second, | will reflect
on the Japanese unemployment situation.

One concrete policy recommendation in the paper isto " accommo-
date” monetary policy, even tolerating inflation. Four questions,
which I think crucial in evaluating the policy recommendation, are as
follows: (1) What is the nature of persistence in the European unem-
ployment? (2) What can we learn from past stimulus episodes? (3)
Will " accommodative™ monetary policy lower permanent unemploy-
ment? (4) Can welearn from policy experiments?

Although Professor Bean compares European unemployment beha-
vior to that of the United States, the paper does not mention the
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Japanese situation. In fact, other papersin this conferenceal so mention
in passing paragraphs how low the Japanese unemployment level is
without giving serious thoughts on why that is maintained. However,
it isinteresting to see how Japan has managed to keep the unemploy-
ment rate so low for theentire postwar period, andiscurrently coping
with thelongest recession (or the second longest, depending on which
month thetrough will be recorded by the Economic Planning Agency)
in its postwar history.

Commentson Professor Bean's paper
On persistence mechanism

The first question | would like to raise is how unemployment
persistence in Europe has come about. "* Persistence™ seems obvious
from the time series of the unemployment rate, in that " persistence
mechanisms appear to be present that lead today's equilibrium unem-
ployment rate to be positively related to yesterday's redization of
unemployment.” The nature of persistence certainly has important
implications when we consider different policy options.

Roughly speaking, there are two channels of persistence: supply-
side driven persistence and demand-side driven persistence. First,
persistence may occur due to labor market conditions aone. The
unemployed workers|osethechanceto earn experiences, depreciating
their human capital. Hence, job specifications that apply to them
become narrower, thus making job matching more difficult. Another
possibility, suggested in the paper, is that once the pool employed
(insiders) becomessmaller (in arecession), they will try raising wages
rather than expanding employment when aggregatedemand increases.’

Second, a decline in aggregate demand may contribute to persist-
ence. Thisisafamiliar Keynesian multiplier process with complica-
tion. Unemployment causes workers income to decline, then lower
incomereducesaggregatedemand, which will further reduce employ-
ment by lowering thelevel of production (and increasing the capacity
utilization). The interaction between (lower) production and unem-
ployment is at the heart of the Keynesian unemployment argument.
Moreover, this vicious cycle may last severa years, longer than a
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normal cyclical downturn,if afinancial crisisgrowsout of arecession.
The typical example of thistypeisthe Great Depression.

Whether persistence is supply-sidedriven or demand-sidedrivenis
important, when we discuss policy issues. If it is supply-side driven,
then structural policies should be a centerpiece of policy to combat
high, persistent unemployment. Aggregate demand policy becomes
crucia in lowering the unemployment rate only if theviciouscycleis
in the process. If persistence is demand-driven, then the next crucial
guestion is whether the processisreversible.

On policy implication

Relevant episodes? In order to formulate policy for lowering per-
sistent unemployment, what can we learn from past stimul usepisodes?

With asection on the nature of persistence in mind, | was struck by
a gap between a cautious, broad analysis and one concrete policy
recommendation in the paper. When more *accommodative™ (or
tolerant-to-inflation) policy is recommended, the argument seems to
be anchored only on the Great Depression episode: "' The historical
experience suggests that accommodating in thiscontext might actually
involve some acceleration in inflation.” If the Great Depression and
the 1930s is invoked for policy, it should be shown that the current
condition is similar in some sense to the Great Depression. Is there
systemic financial risk due to asset deflation (possibly in the United
Kingdom, the Scandinavian countries, and Japan) comparable to that
during the Great Depression? Arethere beggar-thy-neighbor policies,
either by currency policy or protectionist tariffswhich hinder recovery
of the major industrial countriesin the 1990s? These questions with
regardto thepossible parallel in history haveto becarefully discussed
before any such historical episodeisusedfor policy recommendations.

When inflation tolerance isadvocated, it should berecalled how we
all combatted seemingly ever-increasing inflation in the 1960s and
1970s. A consensus in the literature is that inflation causes more
inflation (controlling for unemployment) by increasing inflation expec-
tation. When Professor Bean says, "'Inorder to generateextraemploy-
ment of 5 percent, the real wage would need tofall by 5 percent. With



142 Takat oshi Ito

afixed money wage, thiswould requireapricelevel 5 percent higher,"”
it should be pointed out that therequired priceincreaseisnot an annual
rate of 5 percent, but 5 percent above and beyond the expected
inflation rate. A surprise in inflation will, in turn, raise an expected
rateof inflation. Hence, one needsever-increasing inflation to produce
additional employment. Thiswill sooner or later cause aspira infla-
tion. T o some extent, this was alesson from experience in the United
Statesand some European countries. (In an appendix, | will construct
a very simple framework to integrate the idea of unemployment
persistence with the traditional Phillips curve.)

Scenarios. | think that whether we successfully lower the natural
unemployment with demand-side policy (with symmetric hysteresis)
depends on therel ative speed of inflation expectation learning and the
hysteresis adjustment.

L et meexplain this using an example. Suppose that theinflation and
unemployment rates were 2 percent and 12 percent, respectively, ina
hypothetical country of Euro-Land in 1993. Let us take an accommo-
dative policy, lowering the current unemployment rate by 2 percent
to 10 percent, at the cost of increasing the inflation rate by 2 percent
(asasurprise) to4 percent thisyear. Thenatural rateof unemployment
goesdown, assuming that hysteresisworkssymmetrically downward.
L et ussuppose that the natural rate goesdown by 1 percent by theend
of thisyear. That is, inflation will not be accelerating in 1995 if the
unemployment rateis kept at the new natural rate of 11 percent.

(Case 1) Now think of acase wherethe expectation learning isvery
fast. If theinflation expectation increasesat the samerateasthecurrent
new inflation rate, the expected rate of inflation will be 4 percent in
1995, and wage contracts, theinterest rates, and the exchange rate will
reflect this new expected rate. Then it is possible to stay at an 11
percent unemployment rate, only with a4 percent inflation rate ever
after 1995.

(Case 2) Alternatively, suppose a case where expectation learning
is very slow for some reason. If theinflation expectation in 1995 did
not adjust totheinflation level (4 percent) of 1994 at all, but remained
at the old 1993 level (2 percent), then the situation is much more



Commentary 143

favorable to policymakers of the Euro-Land economy. By dropping
theinflation rate back to 2 percent in 1995 (agreeing to expected rate),
theeconomy retains the 11 percent unemployment rate with 2 percent
inflation ever after 1996.

These aternative scenarios illustrate merits and shortcomings of
"*accommodative™ monetary policy to lower the natural unemploy-
ment rate.

In sum, successin lowering the unemployment rate without perma-
nently increasing inflation will depend on relative speeds of natural
unemployment rate reduction (following the actual unemployment
rate) and of inflation expectation learning (following the actual infla-
tion rate). Thefaster theinflation expectation learning, theless desir-
able the outcome.2

Let usproposeadifferent hysteresis mechanism and policy option.
Suppose, again, that the current natural unemployment rate is 12
percent. Would it be acase that the economy hasto be stimulated (by
aggregate demand management) to a point that the actual unemploy-
ment is below 12 percent in order to lower the natural unemployment
rate? Or, would the unemployment rate of 12 percent to 11.5 percent,
if sustained for several quarters, push downthenatural unemployment
rate?

If anational unemployment rate is 12 percent, the unemployment
rateis not usually uniform, across-the-board 12 percent. The discrep-
ancies across regions and different industrial sectors may be signifi-
cant, and only,an average rateis 12 percent. Hence, by sustaining the
actual unemployment rateat 12 percent for severa quarters, |abor may
move, abeit sluggishly, from one town to another and from one job
skill to another. Thus, structural unemployment will be reduced. In
other words, the " natural™ unemployment rate, with all hysteresis
reasons, may be reduced even if the actual unemployment rate is at
the natural unemployment rate or at alevel dightly above that. If this
scenario is true, a sustained growth is preferred to a dash to high
growth, only to be followed by a sudden tightening.

Hence, a steady course of demand management of keeping the
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unemployment rate near the natural rate (or keeping a slack in the
economy to areasonable level) isimportant. It may be dangerous to
over-stimulate (beyond the natural unemployment rate), because it
inevitably invitesinflation. We have many episodesof thiskind in the
last three decades, sometimes mistaking the level of the natura
unemployment rate, or sometimes deliberately taking advantage of a
short-run boom.

Policy experiment

Thethird question in the paper, | would like to raise, is whether we
could learn from a policy experiment, how much " accommodation™
of monetary policy is possible beforeinflation starts.

Usually, uncertainty is invoked to put caution on accommodating
policy, because policies without precise knowledge may add more
noises to the economy. However, in the section on uncertainty, Pro-
fessor Bean recommends a more "accommodating™ policy because
that will make the policymaker learn how much inflation must result
from lowering the unemployment rate. ** The only way to learn about
the limits to demand expansion in this case would be to push unem-
ployment down until the point a which inflation starts to take off."

Thedifficulty inthis" experiment,” however, isthat initial inflation
would be harmless, precisely becauseit was not expected. But stretch-
ing luck to the point when inflation *starts to take off” may be
dangerous. When policymakers recognize that inflation is here, it is
too late, and inflation expectations may aready have shifted upward.

(The Phillips curve shifts up, or achangein né.)

Moreover, oncethepubliclearnsthat thegovernmentisexperiment-
ing for learning the structure of the economy, inflation expectation
formation will start to change (and awill be different) much quicker,
by learning when policymakers try to push their luck. We unfortu-
nately would not learn from the experiment, because firms, workers,
and householdsin the economy start to change their behaviors asthe
policymakers change their behavior after "learning.” (The Lucas
critique will come back to haunt the policymaker.)
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Why isJapaneseunemployment so low?

It is well-known, and in fact pointed out in the papers in this
conference, that Japan keeps a low and stable unemployment rate,
compared to the United States or most European countries.3 The
unemployment rate in Japan has been fluctuating between 2 and 3
percent since the mid-1970s. A closer look at the labor statistics
reveals that the youth unemployment rate and the youth participation
rate are much lower in Japan than the United States or European
countries; long-term unemployment is much lower in Japan than in
European countries; and the participation rate among men over age
55 is higher in Japan than the European countries.

Many factors contribute to this performance.* Widespread bonuses,
overtime adjustment, and annual recontracting of wages make hours
and total compensation quite flexible, responding to demand and
supply shocks. Supply shocksarequitequickly reflected in man-hours
and gross compensation, which is the basis for stability in employ-
ment. A worker's career path and lifetimecompensation scheduleal so
hel psto cut frequent job changesand temporary layoffs. Many of them
areachieved in theinternal (intra-firm) market. Deferred payment, in
the form of a lump sum, retirement severance pay, and a steep
age-earning profile, keepsworkers (apparently)“loyal” toafirm, and,
inreturn, thefirm heavily investsin what appears to be" firm-specific"
skills. A longer tenure with rotation makes workers versatile in that
company. Sectoral shockscan be absorbed by shifting workers across
job skills and geographical locations, but within the company. Subsi-
dies to the" depressed" industries to prevent layoffsare more empha-
sized to unemployment benefits asasafety net. Minimum wages vary
geographically and across job types, but in general remains low
enough not to be binding. The unemployment benefit is low and
limited in duration in Japan compared to European countries.

These structural reasons outweigh any aggregate demand manage-
ment in contributing toward stableemployment in Japan. However, it
should be also pointed out that alow unemployment rate is accompa-
nied by a low inflation rate (since the mid-1970s). In particular,
Japanese monetary policy in the aftermath of the second oil crisisis
generally viewed as successful tightening to have nipped potential
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inflation in the bud. Thiscommitment toalow inflation rate probably -
contributed to a low, stable unemployment rate in Japan throughout
the 1980s.

So, Japan is no welfare state and monetary policy was prudent, and
thelow unemployment rate wastheresult. But, a puzzleremains. The
Japanese experience seems to defy the unpleasant tradeoff that Krug-
man posed in his paper of this conference, income inequity or high
unemployment. There was no significant increase in inequality of
income during the 1980s. Moreover, there are some studies that show
that the skill/education premium narrowed in the 1980s. (However,
thereis asign of widening inequality in asset holdings due to asset
price inflation in the second half of the 1980s.)

The situation is not that ssmple in the 1990s, even in Japan.

AstheTokyo stock pricestumbled from the peak (of approximately
40,000in the Nikkei 225 index) in December 1989 to atrough of about
15,000 in August 1992, the Japanese economy headed to a period of
burst bubble. Problems associated with afamiliar, cyclical Keynesian
recession were compounded by asset deflation. Many rea estate
companies, financia institutions that lent to those companies, and
firmsand individuals who bought into stocks and real estates asa part
of portfolio investment suffered a major loss. Idle capacity resulted,
and aggregate investment became very low. The current recession
started in April of 1991 and may become one of the longest onesin
the postwar history of business cycles. The economy looked to be
picking up the pacein the spring of 1993, but arecovery wasfaltered
by yenappreciation during thesummer of 1993. Someindicatorsagain
showed a strong recovery this spring, but the yen again appreciated
beyond 100 yen/$1 U.S., and somefear that it might once again delay
astrong recovery.

In one of the longest recessions, which started in April 1991, most
Japanese firms have resisted the temptation of laying off workers so
far. A safety mechanism of long-term commitment is still working,
although many firmssay that they **hoard" unnecessary workers. How
long thefirmswill retain idle workersisasensitive question in Japan.
Some companies are encouraging voluntary, early retirement. Many
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companiesdrastically reduced new recruits. Is thisa sign of trouble
ahead for the Japanese workers?Will Japaneseyouth havedifficulties
finding agood job for many yearsto come?

Some also point out the trend of "hollowing out™ in Japan. This
year's White Paper by the Economic Planning Agency devoted one
chapter on thefear of hollowing out, (but denied areal danger). Yen
appreciation encouraged major export companiesto set up factories
and other operations abroad. As the psychological barrier of 100
yen/$1 U.S. was broken, confidencein continuing exports has been
shaken. The productioncosts, counting workers' salariesand rentsfor
factories and headquarters, skyrocketed, especialy in terms of the
dollars, in the second half of the 1980s in Japan. Obvioudly, the
movement toward abroad reduces demand of labor in Japan. Will
hollowing out reach a point where the Japanese unemployment rate
will constantly go up like the unemployment rate in the 1980s in
Europe?

These questions are obviously interesting and will be answered in
the next decade or so.

Author'sNote: Discussions with colleagues in the Resear ch Department of the International
Monetary Fund, in particular David Coe, Morris Goldstein, and Michael Mussa, wer e help-
ful. However, the views expressed are those of the author and do not necessarily represent
those of the Fund.
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Appendix
On per sistencemechanism, a technical remark

One of the implications from an analysis of the impulse response
function of the VAR analysis is described as follows: " Persistence
mechanisms appear to be present that lead today's equilibrium unem-
ployment rate to be positively related to yesterday's realization of
unemployment.” This statement has two major channels which may
be interesting to distinguish.

First, the results may suggest that present unemployment causes
next period's unemployment either by shrinking the size of "insider"
workers or by depreciating human capital, that is, employable skills
of the unemployed. If thisisthe case, then aVAR is not needed, but
it sufficesto specify a single equation with the unemployment on the
left-hand side, with lagged unemployment and other labor market
factors(such asminimum wages, union density, and soon) asexplana
tory variables.! The aggregate demand certainly does not play an
important role in causing unemployment. One indication of thisin a
VAR system would be to find a large (say, 0.8 to 0.9) coefficient on
the lagged unemployment rate in the unemployment eguation. The
structural, or (labor) supply side, considerations are more important,
both from an analytical purpose and from policy purposes.

Second, another scenario is that unemployment causes workers
income to decline, then lower income reduces aggregate demand,
which will further reduceemployment by lowering thelevel of produc-
tion (and increasing the capacity utilization). Theinteraction between
(lower) production and unemployment is at the heart of Keynesian
unemployment, as opposed to classical unemployment. In this case,
the large effect of unemployment on unemployment is caused by the
multiplier process involving coefficients of unemployment in the
capacity utilization equation and of capacity utilization in the unem-
ployment eguation.

ISee, for example, estimates in Adams and Coe (1990)for the United States, and Coe (1990)
for Canada.
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One could check which explanation is more plausible by looking at
the magnitude of coefficient on lagged unemployment in the unem-
ployment equation in the VAR system. If it is large, then the first
explanation ismoreplausible. Another way for checkingistocompare
the simulation by asingle equation with the result in the paper (Chart
1). If the simulated "natural™ rates of unemployment by the two
methods are similar, then the first explanation is more plausible. |
would urge theauthor to do additional simulations todeterminewhich
story is more plausible. Empirical work can be further extended
seeking an explanation for persistence. In other words, although the
VAR isused primarily to show that the high unemploymentis not only
by cyclical factors, astructural interplay can beanalyzed morecarefully.

Elaborationin a Phillipscurveframework
Let meelaborateon theideal presented inthePhillipscurve section.
Phillipscurve: atextbook presentation

Let us start with an old-fashioned Phillips curve with specification
which can be | ater related to Professor Bean's VAR:

(Al) log ut =logu™ - Bm;

where u; is the unemployment rate at period t; «” is the natural
unemployment rate (constant), and =; is the inflation rate at period t.
Theold-fashioned Phillipscurveisatradeoff relationshipfrom which
the policymaker can choose according to preference. Astheinflation
rate can be regarded as a policy variable (which the government can
choose with precision), any point on the curve can be chosen as an
economic position for any duration of time.

Next, we specify the expectation-augmented Phillips curve, where
only asurprise part of inflation can reduce unemployment:

(A2) logut =logu" - B(m: - =%)

wherenté; is the expected inflation rate (where expectation is presum-
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ably formed in period ¢-1). Under a very general assumption that
learning in expectation formation is fast enough, the actual inflation
rate cannot deviate from expectation forever. Any sustainable com-
bination of unemployment and inflation ison the vertical linethrough
u". In this sense, the long-run Phillips curve is said to be vertical.

In general, inflation expectation isafunction of pastinflation rates.

Depending on assumptions on how expectation is formed, equation
A2 givesdifferent implicationsfor short-run policy.

(A3a) 7w =mp)

static expectation

(A3b) 7 = on’.y + (1-0) Mg
adaptive expectation

wherea =1 implies nolearningand closeto old-fashioned Keynesian
case (with aconstant deviation), and a = 0 implies static expectation.
There are two more well-known specifications of expectation in the
literature:

(A3c) 7 =o0ms2 + (1-0) Ty
extrapol ative expectation
(A3d) 8 =7 - &

extreme rational expectation.

In the case of extreme rational expectation, there is no room for
policy, and theactual unemployment rate randomly deviatesfromthe
natural rate. In the case of adaptive expectation, for example, policy
(choosing ) will cause interesting dynamics of = and u. The unem-
ployment rate can be lowered only at the cost of raising inflation
expectation, which in turn can be lowered only with arecessionin the
future. Once actua inflation expectation becomes extremely high,
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only a severe recession can bring down the expected rate of inflation
to normal.

Now if we can introduce a dynamic policy (or political) utility
function, then we may solve the™ optimal* policy path. Let ussay,

(A4) U= UTys, s, Tga2, o5 Us, Ute ], Ut+2, ...)
policy utility function.

Then, if one does not dislike future inflation very much, one may
justify reducing unemployment in the short run. So far, it is well-
known.

Introduction of hysteresisin unemployment

Suppose now that unemployment exhibits " hysteresis” for some
reason (possible reasons being discussed in Professor Bean's paper).
This can be simply modeled as natural unemployment rate, ", being
afunction of past unemployment experiences.

(ASa) u't =urj

(unit-root) hysteresis

Thisisacaseof narrow-sense hysteresis, where any stepin unemploy-
ment results in the changein the natural rate. If the inflation policy is

(close to) random, or if the Phillips curve slope is very steep, the
unemployment rate will exhibit a (near) unit-root property.

(A5b) u"; = 'Yu";.1 + (]-'Y) Ur-1
adaptive hysteresis

where y = 0 implies (A5a) and ¥ = 1 implies traditional assumption
of constant natural unemployment rate.

(AS5c) u™t =yur2 + (1-Y) ur-;
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extrapolative hysteresis

A simplified expectation-and-hysteresis augmented Phillips curve,
can be described by combining equations A2, A3b, and A5b.

(A2) log ur = log u™ - B(m: - mep
Phillips curve

(A3b) nf = onfg + (1-0) R}
adaptive expectation

(ASb) u™ =y + (1-Y) ur-1
adaptive hysteresis

Now, given policy utility function equation A4 with a structure of
equations A2, A3b, and A5b, one can solve an optimal inflation path.
This time, however, a short-run stimulus (an increase of = for only
one period) has a better chance to be justified, because a short-run
stimulus, lowering unemployment temporarily, hasan added bonusto
reduce unemployment permanently through equation ASb. Thiseffect
isamplified if expectational learning is slower (abeing closer to 1)
and/or if hysteresis is stronger (y being closer to 1). In fact, in the
extremecase wherea=21andy = I, the system of equations A2, A3b,
and A5b collapses to the. old-fashioned Phillips curve, that is, the
downward sloping Phillips curve:represents along-run relationship as
well. Hence, the validity of thiscase depends on estimates of aand Y.

High, persistent unemployment would result if an adverse supply
shock hit, that is, aone-time shock inx, followed by tightening toaim
at reducing inflation. However, if both aand vy are close to 1, then
unemployment becomes high, and persi stent, without reducing inflation
(or shifting back the Phillips curve by reducing inflation expectation).

Another possibility isthat if inflation learning isfaster, but hyster-
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esis is weak, any attempt to reduce unemployment by tolerating
inflation becomes a dangerous policy which results in stagflation.

Now this exercise shows that an attempt of introducing the hyster-
esisargument to awell-known, expectation-augmented Phillips curve
will bring back more discretionary policy in the expectation-aug-
mented Phillips curve model. The validity of stimulus depends on
estimates of aand .

Now so long as expectation and hysteresis are functions of past ©
and u, the system of equationscan bedescribed asaVAR system with
mand u variables. Thismay beagood way tojustify aVVAR regression
(without capacity utilization). If specifications are carefully chosen,
then estimatesfor aand y can be recovered from VAR. For example,
combine, equations A2, A3c, and ASc:

(A2) logus=log u" - B(rs - *°)

(A3c) nfr = Ome-2 + (1-0) Ts-g

(ASb) Ut = yur2 + (1-Y) us-1

Then, the unemployment rate becomes a functionof past unemploy-
ment rates and inflation rates (by substituting equations A3c and A5b

into A2). This becomes a building block for the VAR.

Next, the inflation rate can be modeled as areaction function of the
policymakers:

(A6)  Tr=01m1 + 3210 + 3301 +84u,

Thisgives the second equation in thetwo-variable VAR. Thisway,
a VAR system is semi-structured using the idea of unemployment
hysteresis. Estimates of the VAR will give us some idea, whether
inflation learning isfaster or working down natural unemployment is
faster.
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Endnotes

!More detailed explanations of supply-side factors are found in Bean (1994, JEL).

Technically speaking, scenarios are described as follows: The policy can be used to run up
the short-run Phillips curve, increasing inflation and lowering the unemployment rate. Now, if
the Phillips curve shifts up—-because of the expectation adjusting to a surprisein theinflation
rate— faster than thenatural unemployment rate(a vertical non-inflation-accel eratingline) shifts
|eft, thenawhol eexercise becomesafutileeffort. On theother hand, if thenatural unemployment
rate goes down faster than expectation learning, then it may be worthwhile tolerating inflation
for a while. In this sense, advocating an incomes policy at the end of the paper may go
hand-in-hand with the accommodation advice. However, it is not immediately clear from the
paper that usual problems with incomes policy—how to deal with necessary relative price
changes, how to avoid a rush immediately before or after the incomes policy, and so on--can
be avoided. Alternatively, one can think of a case whereinflation is not necessary for lowering
the natural unemployment rate, when the Phillips curve does not shift up even after the actual
inflation exceeds theexpected rate. A crucia auestionishow much ™ accommodation' isneeded
to lower the natural unemployment rate, yet avoiding inflation.

3See Tables 1 and 2, Figures 1 and 2 in Bean (1994, JEL).

“See Ito (1994, Chapter 8) for the details.
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Commentary: The Role of Demand
Management Policies in Reducing
Unemployment

Welfare State Unemployment: A Comment

Allan H. Meltzer

Charles Bean has written an informative discussion of unemploy-
ment that bringsto alarger audience some partsof hiscomprehensive
discussion of European unemployment (Bean, 1994).

His current paper also discusses the role that policy might take to
reduce unemployment. | will put policy issues asideinitialy to con-
centrate on the causes of unemployment. | begin by stating and
commenting on four main points about the causes of unemployment
that | draw from his work, particularly hissurvey paper.

Why Eur opean unemployment rose

First, most of the increase in unemployment within the European
Union is on the supply side. Chart 1 in Bean's conference paper, and
his earlier survey paper (1994, Figure 2), show that the steady-state
unemployment rate rose from less than 2'4 percent in the late 1960s
to about 10 percent twenty years later. Bean's chart, reproduced as
Chart 1, shows that the unemployment rate at any rate of inflation is
higher in all countries but, outside the European Community (EC), the
increases are modest. The rise in the EC is almost a constant rate of
increase over afifteen-year period. Sincetherisein the unemployment
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rateismainly onthesupply side, itisnot'* Keynesian unemployment.™
| suggest that a better name is** welfare state unemployment.*

A distinguishing difference between welfare state and Keynesian
unemployment isthat the former, unlike thelatter, cannot be reduced
permanently by policies that increase aggregate demand. Welfare
state unemployment raisesthe natural rate of unemployment. Bean's
(1994, p. 575) survey suggests that the natural rate has increased in
the last twenty years in the United States, Europe outside the EC,
Japan, and in the EC. Theincreasein therate for the EC, however, is
ordersof magnitude greater than in the other regions. | concentrateon
thislong-term rise.

Second, cyclica fluctuations in aggregate demand play a much
smaller role. Bean's data suggest that, at its worst in the mid-1980s,
cyclical unemployment was 2% percent, so the unemployment rate,
in the EC or European Union (EU), would have been less than 5
percent instead of more than 10 percent had welfare state or supply-
side unemployment remained at the late 1960s level.

Third, Bean concludes that there is no accepted explanation of the
risein European unemployment. His survey suggeststhat economists
have worked hard investigating many plausible explanations without
reaching a firm conclusion. The explanations include the oil price
shocks, changes in the terms of trade, slower productivity growth,
higher and longer-lasting unemployment benefits, and minimum
wages. Some of these explanationsare incomplete asthey stand. The
lasting effects of productivity growth, oil shocks, and changes in the
terms of trade should be on real wages, not unemployment, and any
effect of the oil shocks should have reversed when real oil pricesfell.

Other, moreinventive economists, have proposed fanciful explana-
tions of persistence or, as some prefer, hysteresis. In one popular
version, workers are said to lose their skills when they remain unem-
ployed. Such explanations neglect some facts. Much of the rise in
unemployment is not the result of employed workers losing jobs.
Unemploymentinthe EU isheavily concentrated among new entrants.
InBean's words (1994, p. 576): "' The high levels of unemploymentin
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the European Community are thus associated primarily with the
reduction in the probability of finding a job, rather than an increased
likelihood of losing one. Further, to reach the remarkably low unem-
ployment rates of the 1950s and 1960s, the labor force absorbed the
generation that experienced the depression of the 1930s and the war
in the 1940s. T hisgeneration had no problemfinding and keepingjobs
in the 1950s and 1960s despitealengthy absence from thelabor force.

Fourth, Bean's (1994) survey suggests that most of the research on
the role of the welfare state has concentrated on unemployment
benefits and taxation. He dismisses these policies as an explanation
of an increased steady-state unemployment rate.

Bean recognizes (1994, pp. 592 and 602) that the duration of
unemployment benefits is indefinitely long in several EC countries
that now have high unemployment rates, whereas the duration of
benefits is limited in the Nordic countries (and the United States)
where unemployment ratesrosemuchlessin the 1980s.! Hedismisses
any long-term effect of taxes and permanent benefits by arguing that
the two should be offsetting on an individual's choice of labor and
leisure. His argument is that leisure depends on permanent income.
Higher taxes reduce permanent income but the higher benefitsrestore
the loss. In Bean's model, the permanent effects on unemployment
cancel (1994, p. 589).

| believe that theerror in thisargument isthefallacy of aggregation.
Taxesonearnedincomeor |aborincome(whether assessed onemployers
or employees) are paid by those who work. Unemployment benefits
are paid to those who are idle. Hence work or effort is discouraged
and leisure or idleness is encouraged. Or, workers move into the
underground economy. Permanent benefits that cannot be taken away
(to useanow familiar phrase) have adouble effect on the unemploy-
ment rate if paid for by taxes on earned or labor income. Far from
canceling, the two effectsare reinforcing.

Burda (1988, p. 407) studied the relation between the duration of
unemployment benefits and the proportion of the unemployed out of
work for six months or longer. Chart 2 reproduces his data. The
correl ation betweenlong-term unemployment and duration of benefits
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Chart 2
L ong-term Unemployment Ratesand the L evel
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is0.75for 1985 based on across-section of Organization for Economic
Cooperation and Development (OECD) countries. At the time, dura-
tion of .benefits was unlimited in the United Kingdom, Belgium, the
Netherlands, Germany, and Spain, and two and one-haf years in
France, compared to twenty-one and one-half weeks in Switzerland,
thirty weeks in Austria, and thirty-four weeks in the United States.
These differences help to explain the differences in unemployment
rates and the duration of unemployment in the EC compared to
non-EC Europe and the United States.

Permanent unemployment benefits and taxes on labor income are
not the whole story. They are only one of the contributions of the
welfare state to unemployment.

Roleof thewelfarestate
Threefeaturesof the welfare state areimportant for the steady-state

unemployment rate. To have a significant effect on measured unem-
ployment, benefits must be (1) comprehensive, (2) independent of the
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amount of work performed, and (3) permanent or of long duration.
Not all benefitsare of thiskind, so correlationsof tax rates or transfer
payments are not likely to be relevant or revealing.

Atleast sinceBurda's (1988) study, theduration of benefits hasbeen
recognized asimportant in the analysis of unemployment compensa-
tion. Bean's survey brings this work up to date. Duration of benefits
explainspart of thedifferencein measured unemployment rates within
Europe or between the EC and the United States. Less attention has
been paid to other aspects of the welfare state. Many studies of the
response of unemployment to the welfare state concentrate on the
effect of taxes. Taxesdistort theindividual's labor-leisure tradeoff and
increase the measured unemployment rate. Thiseffect isone of many
distortions but, if benefits are not comprehensive and permanent, the
effect appearsto be relatively small.

Analysis of the effect of a negativeincome tax and in-kind benefits
suggests why the permanent, comprehensive benefitsof modern wel-
fare states distort labor-leisure choices and increase measured unem-
ployment rates (Meltzer and Richard, 1985). Decisions to work are
less affected if benefits are not comprehensive. For example, giving
food stamps, housing allowances, or other in-kind transfers reduces
employment less than an equivalent payment of cash. Beneficiaries
must work to purchase the goods and services not provided by the
welfare state. A cash equivalent payment, therefore, reduces the
incentive to work. The more comprehensive and durabl e the benefits,
and the more they are independent of labor force participation, the
larger is the reduction in employment. The extreme case is a cash
transfer, or negative income tax, paid permanently as an entitlement.
The effect is diluted if benefits can be sold, but housing allowances,
health care, and education are difficult to sell.

The United States has housing allowances, food stamps, and some
medical care, but cash payments for welfare recipients are small
relative to the average wage, and unemployment benefits are not
permanent. In countries with permanent unemployment benefits that
are alarge share of the average wage, the unemployed also receivea
variety of in-kind transfers independent of their work history. Health
care, housing allowances, and schooling for children supplement the
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permanent cash payment. Studies that neglect these differences in
welfare state benefits are likely to mismeasure the role of the welfare
state in reducing labor force participation and increasing the equilib-
rium unemployment rate. Thisis particularly true in some European
countries where unemployment has much lower turnover than in the
United States. Bean (1994, Table 2) reports that in 1988 long-term
unemployment was 55 percent of total unemployment in the EC, and
7 percent in the United States.

Sweden illustrates some of the problems in assessing the role of a
welfare state. Sweden has a comprehensive welfare state on most
measures. Cash benefitsto the unemployed, however, are paid for less
than oneyear. Training and retraining programs, and special programs
for disabled workers, absorbed between 1% to2Y; percent of thelabor
forcefrom 1985 to 1990. Thisis close to the share of the labor force
that is reported as unemployed, so reported unemployment rates were
understated relative to countries with smaller training programs.?

The Swedish example is one reason for mismeasurement of unem-
ployment rates. A more widespread problem is the difference in
government hiring or overmanning in state-owned firms.

Twofrequent criticisms of thislineof reasoning arethat thewelfare
stateantedates therisein unemployment rates, and some welfare states
have not experienced the rise in unemployment rates reported for the
EC. Bean's survey paper shows average unemployment rates for
nineteen of the twenty-three countries in the OECD during sub-peri-
ods from 1969 to 1992. In the first sub-period, 1969-73, the range of
average unemployment rates wasfrom less than 1 percent to nearly 6
percent, and the unweighted average was 2.5 percent. By 1986-92, the
bottom of the range had increased almost to the 1969-73 average. The
averageroseto7.7 percent,and therangeto 2.3 percent to 18.1 percent.
The average unemployment rate increased in all nineteen countries.>

More importantly, the data suggest that relative positions were not
very different in the two periods. A rank correlation coefficient
between countries average unemployment ratesin 1969-73and 1986-
92is0.66, significant at the 1 percent level. The median percentage
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increase is 270 percent.* Many countries in the EC are close to the
median increase and show about the same percentageincrease assuch
non-EC countries as Austria, Finland, and Norway. While it is true
that eight or nine countries above the median unemployment rate in
1986-92 are in the EC, the sameis true for six of the nine countries
above the median unemployment ratein 1969-73. The prior existence
of welfare states does not pose a problem if the size and scope of
welfare statesincreased in rough proportion totheir levelsin 1969-73.

Social benefits rose in many of the European countries in which
unemployment increased. Alesina and Perotti (1994) compiled data
on social expenditures asashare of GDPinthe EC for 1960 and 1988.
These are shown in Table 1 for eight countries. Also shown are the
changes in the unemployment rate for the same countries using data
for 1969-73 and 1986-92 from Bean (1994). Except for Ireland, the
rise in the unemployment rate correlates well with the increase in
welfare spending.

Tablel
Changesin Social Expenditureasa Per centage of GDP
and Changesin the Unemployment Rate

Changesin Social  Change in Average
Spending/GDP*  Unemployment Rate

Country 1988/1960 1986/92 - 1969173
Spain 4.30 15.4
Denmark 2.64 9.8
France 2.40 73
Belgium 225 6.5
[taly 2.18 4.8
United Kingdom 2.03 5.6
Germany 1.46 4.6
Ireland 1.20 9.8

Sources: Alesinaand Perotti (1994), Bean (1994).
1Social expenditure includes sickness, disability, old age, unemployment, family allowance,
maternity. vocational training, and housing.
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The data are not for the same period, so caution isin order. Also,
data are not available for the full sample. Nevertheless, the increase
in unemployment is not unrelated to theincreasein welfare spending.

Policy issues

Bean looks with more favor than | on monetary manipulation,
demand stimulus, and temporary incomes policy asan aid to reducing
unemployment. He opposes policy coordination even within Europe.
And he sees little scope for demand-side fiscal policy to increase
demand because most countries have large deficits relative to GDP.
His main policy recommendation isfor supply-sidereforms, but heis
not very specific about the particular reforms hefavors. He proposes
modest monetary stimulus and incomes policies to support the transi-
tion to the new steady state at lower unemployment rates.

Bean recogni zes— indeed emphasizes— that both policymakers and
economists face considerable uncertainty about the prevailing equi-
librium rate of unemployment. In thefaceof thisuncertainty, it seems
wrong to suggest that policymakers should increase uncertainty about
the future price level by engaging in monetary fine tuning or try to
fool workers and owners into thinking real demand is higher than it
is. A coherent, consistent, well-articulated monetary policy to achieve
zero expected inflation in each country seems a better way to take
advantageof thelatitude provided by current exchange rate bandsand
floating rates.

| believe Bean dismisses fiscal action too quickly. Reductions in
transfers paymentscould befinanced by equivalent reductionsin taxes
onlabor. Sincethose who receive the transfers and those who bear tax
burdens are not the same, incentives to work can be increased by
reductions in taxes and benefits. The dynamic effects on aggregate
output and income would lower the deficit.

Thissuggestion, like many other proposals for supply-sidepolicies,
raises political issues about redistribution. Welfare state policies are
chosen, or at least supported, by voters. The economic equilibrium
that sustains a high measured unemployment rate appears to be not
just an economic but a political equilibrium. The unemployed and
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their legidlative representatives do not demonstrate or demand reduc-
tionsin taxes and transfers to increase employment. Most often they
ask for increased transfersfinanced by taxes on earned income. Such
policiesincrease measured unemployment or the number of " discour-
aged workers." Demandsfor reductionsin welfare state benefitscome
mainly from those in the middle and upper income groups who pay
taxes in excess of the benefits they receive. Typicaly the latter
demands exclude the transfers received by the taxpaying groups.’
Most politiciansact asif they doubt that amajority of their constituents
favor reductionsin comprehensive benefit programs.

Finally, afew words about the alleged tradeoff between low-paying
servicejobs and higher unemployment rates discussed in other papers
at this conference. During the last election campaign in the United
States, some economists and their friends in the media misled the
public by promoting theideathat many of the 20 million jobs created
during the 1980s were low-paying service sector jobs. A different
version of the sameideaisthat the United States has kept unemploy-
ment rates low by replacing high-paying jobs in goods producing
industries with low-paying service sector jobs.

Chart 3 compares the distributions of weekly wages in goods and
service producing industries in 1992. Thetwo distributions overlapto
a considerable extent. This should dispose of the false notion that
service sector jobs arelow-paying jobs and, with it, theidea that most
of the new jobs created in the 1980s were low-paying jobs.® The
policies of the 1980s drew people into the labor force where many
developed the skills and work experience essential for increasing
lifetime income.

Author'sNate: | have benefited from several discussions with Bennett McCallum.
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Chart 3
Wage Digtributions, Goods and Services, 1992
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Source: Federal Reserve Bank of Cleveland calculations based on data
from U.S. Department of Labor, Bureau of Labor Statistics.
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Endnotes

"Increases in unemployment rates in Sweden and Finland in the 1990s have not lasted long
enough to bedescribed as persistent.

21n 1993-94, Swedish unemployment rates rose to about the European average. The number
of workers in training programs rose also but less than proportionally. (Ministry of Finance,
1993, p. 48)

*Data are not available for Greece, Luxembourg, Portugal, and Turkey.

“Since several countries reported unemployment rates below 1 percent for 1969-73, the mean
percentage change is misleading.

3For modelsof thispolitical-economic equilibrium with taxesand redistribution, see Meltzer,
Cukierman, and Richard (1991).

SAs Kosters (1994) shows, the main reason for the recent shift in income distributions is the
higher premium for college-educated workers in the 1980s.
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The Role of Monetary Policy:
Where Does Unemployment Ft In?

Donald T. Brash

| have been asked to focus on the pressures and constraints on
monetary officials resulting from chronically high unemployment.

We al know that unemployment is one of the biggest problems
facing most Organization for Economic Cooperation and Develop-
ment (OECD) countries. We also know that there are strong demands
on policymakersto provide solutions.

But responsible policymakers must recognize the limits of the
policies they have at their command. Even with the best of intentions,
some policy approacheshave the potential to end up doing more harm
than good. To apply such policiesjust to be seen to bedoing something
would be very irresponsibleindeed.

Most economists now accept that there are clear limits to what
monetary policy candotohelplower unemployment. Monetary policy
doeshaveaclear part to play, and an important one. Butitisnot atool
weshould usedirectly to stimul ategrowth or employment. Experience
has taught us that such an approach will not work. On the contrary, it
can be very damaging.

The best contribution monetary policy can make to growth and
employment is to maintain stability in the general level of prices.

However, the wishful thinking that often underlies attempts to use
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monetary policy to stimulate activity and employment has not disap-
peared. Within public and political circlesalike thereis still a belief
that monetary policy could do more to reduce unemployment than
simply -dealing with inflation. To those holding that view, focusing
monetary policy upon price stability can appear avery callousapproach.

Asyou may know, the Reserve Bank of New Zealand now has a
clear and very distinctivemandateto maintain pricestability. Y ou will
not besurprisedtolearnthat peopleoften criticizeour monetary policy
framework for not paying adequate attention to unemployment.

Today | would liketo give you someinsightsinto the way thisissue
hasdevel opedin New Zealand and how theReserveBank hasresponded.
| would also like to explain why the monetary policy framework in
New Zealand plays an important role in reducing pressures on the
central bank to influence employment in ways that will ultimately
prove unsuccessful.

Monetary policy: What did the past teach us?

To begin, | think it is useful to review the main lessons we have
learned about the role of monetary policy over the past two decades.
Unless we keep those lessons firmly in mind, we run the risk of
repeating the mistakes most countries made over that period.

At onetime or another, governmentsaround the world havetried to
use monetary policy to achieve ailmost every conceivable economic
objective, and some socia objectivesas well. Economic growth and
employment have often been high on thelist of objectivesfor mone-
tary policy.

New Zealand's experience over the 1970sand early 1980s provides
as good an example as any of this shotgun approach to monetary
policy. The former Reserve Bank legidation, in place until 1989,
required that monetary policy bedirected toward enhancing economic
and socia welfare. In doing so, attention wasto begiven to promoting
the highest level of production, trade, and full employment, and to
maintaining a stable pricelevel.
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Theact did not define these objectives. Moreover, the Reserve Bank
was given little operational independence to achieve them. Legally,
the responsibility for monetary policy rested almost entirely upon the
minister of finance.

Given the multiple goals, and the lack of any real accountability
framework, ministers of financefaced little discipline in the conduct
of monetary policy. Asthetheory of political economy might predict,
there was an overriding tendency to use monetary policy to stimulate
theeconomy. Thefiscal stance over thisperiod wasal soexpansionary,
with large and persistent fiscal deficits.

Despite the expansionary macroeconomic policy, New Zealand's
growth performance over the period fell well below the OECD aver-
age. The unemployment rate, which is estimated to have been aslow
as 1 percent in the early 1970s, trended upward to just over 5 percent
by theearly 1980s. That upward trend wastemporarily brokenin 1984,
due to a significant further stimulus, and a reduction in real wages
arising from awage and price freeze.

The expansionary.nature of macroeconomic policy resulted in high
and variable inflation. The Consumer Price Index (CPI) increased
fivefold in New Zealand between 1970 and 1984. Among the OECD
group of countries, prices over the same period increased "only"
threefold.

New Zealand's experience over this period hel ped to teach us many
lessons about the conduct of monetary policy that other countries have
also learned.

The unemployment-inflation tradeoff

It isclear that we were asking monetary policy todo thingsit could
not. Stimulating activity worked for short periods in the sense of
increasing both output and employment. Ultimately, however, the
only enduring result was high inflation. Monetary stimulation was no
safeguard against unemployment. In economic parlance, there wasno
stable, long-run Phillips curve that we could exploit to help improve
economic growth or employment prospects.
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Itisworthrecaling that Bill Phillips, afellow New Zealander, never
claimed that there was an exploitable policy tradeoff when he origi-
nally uncovered the unemployment-wage relationship.

It would be misleading to assert that our poor growth record and the
emergence of unemployment over this period were smply the result
of following inflationary policies. Clearly, other factors were also at
work. Our highly regulated economy was unable to adjust efficiently
to changesin the global economy.

But inflation made matters worse. By impeding the efficient opera-
tion of marketsover along period, inflation appearsto have worsened
both growth and employment prospects. Our lackluster growth per-
formance would certainly suggest that.

Internationally, of course, there is a growing body of evidence
suggesting that inflation hinders growth. By implication, it also hin-
ders employment prospects.

Our experience strongly supports this international evidence that
monetary policy is best directed toward a single god —the mainte-
nance of stability in the general pricelevel. That objectiveis the best
contribution monetary policy can make to growth and employment
prospects.

Central bank structure

New Zealand's experience can al so teach us much about the appro-
priate structure of a central bank.

A central bank must be given a clear mandate to maintain price
stability. But it al so needs the operational independenceto pursuethat
god. Without it, political incentives are likely to pressure govern-
ments to direct monetary policy toward real sector objectivesthat it
cannot sustainably meet.

But even operational independenceis not enough. In order toensure
the central bank delivers on the price stability goal, it must also be
made fully accountablefor its performance.
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Putting the lessonsinto practice: the New Zealand monetary
policy framework

We have attempted to apply these lessons to the monetary policy
framework in New Zealand. Starting from late 1984, the incoming
government directed the central bank to begin reducing inflation. The
government passed a new Reserve Bank Actin 1989 to formalize that
objective. The act came into force in early 1990. The act makes the
achievement and maintenance of stability inthegeneral level of prices
the only focus of monetary policy.

Theactitself doesnot define™ stabilityinthegeneral level of prices,”
but requires the minister of finance and me to negotiate a Policy
Targets Agreement, or PTA. This defines price stability quantita-
tively. Thus it becomes a clear target to which we can be held
accountable. The current target is for the maintenance of twelve-
monthly consumer price inflation between 0 and 2 percent. The PTA
isrenegotiated whenever agovernor isappointed or reappointed. Both
the minister of finance and the governor must be satisfied that the
specific target isconsistent with the act before signing the agreement.

Price stability, asdefined, wasfirst achieved in 1991, around seven
years after we were first directed to pursue low inflation. We have
maintained inflation within that 0 to 2 percent range ever since.

Many people, in New Zealand and abroad, were surprised at the
passage of the Reserve Bank Act. They were also intrigued that the
act received unanimous support from both major political parties.

Politicians' support for the Reserve Bank Act reflects very consid-
erable political courage on their part. Implicitly, they have recognized
that the long-term benefits of pursuing price stability outweigh what-
ever political benefits there are from using monetary policy to meet
short-term objectives. Given the continued pressures politicians find
themselves under to do more about unemployment, and the wide-
spread belief in an inflation/employment tradeoff, the broad political
support for the act is remarkable indeed.
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Pressureson themonetary authorities
Recent trends in unemployment

Over most of the period during which we were reducing inflation,
the New Zealand economy experienced a recession in activity. That
reflected not only theinfluence of disinflation, but al so the adjustment
pressurescaused by microeconomicreformon ascal eprobably unprece-
dented in the OECD in the last four decades.

At about the time we achieved price stability in 1991, the economy
entered arecovery phase and has continued to strengthen since. Over
the year to March 1994, the economy grew by 5.3 percent.

The unemployment rate, which continued to rise during the disin-
flation period, has fallen from a seasonally adjusted pesk of 10.9
percent in September 1991 to 8.4 percent in June 1994. Total employ-
ment has grown by nearly 4 percent over the past year.

Most forecasters expect the unemployment rate to fall further over
the next few years as economic growth continues. Increases in the
labor force, and arise in the labor force participation rate associated
with growth in job opportunities, are expected to partly offset the
decline in the unemployment rate, but despite this, we, ourselves, are
expecting the unemployment rate to be around 8 percent by early next
year.

But even 8 percent unemployment is still uncomfortably high and
most New Zealanders, and indeed most New Zealand policymakers,
want to seeit further reduced.

The role of the policy framework

Does the New Zealand monetary policy framework shield the bank
from pressures from politicians and others to " do something™ about
unemployment? | would like to give an unequivoca "yes" to that
question, but 1can't. You probably wouldn't believe meif | did. But
the framework undoubtedly helps to reduce those pressures.

Our framework is certainly very effective in discouraging usfrom
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diverting from the price stability objective whenimplementing mone-
tary policy. The PTA establishes a clear target against which | am
accountable. If the bank wereto succumb to pressuresthat jeopardized
that target, we would soon be reguired to explain why.

Asgovernor, | am personally accountable for our monetary policy
performance. If we fail to meet our inflation obligations under the
PTA, the act makes it possible for the minister of finance to dismiss
me. That threat places an important discipline on me not to target
anything other than price stability.

The process of accountability is carefully formalized under the
legislation. We are required to produce monetary policy statements at
least once every six months, explaining our policy actions. These
policy statements mean that our actions are subject to close scrutiny
not only by thegovernment, but also by thefinancial marketsand other
interested bodies.

Each monetary policy statement is followed shortly after by a
hearing conducted by the Finance and Expenditure Committee, a
parliamentary committee consisting of both government and opposi-
tion members— rather like the congressional committee before which
Mr. Greenspan regularly appears. Thecommittee can ask the bank for
further information about our performance.

Inevitably, the financial markets are an important arbiter of our
performance. If our wordsor actionssuggested we had been pressured,
or were going soft on the inflation target, interest rates could be
expected to rise quickly. That in itself could be harmful to employ-
ment.

Since the passage of the Reserve Bank Act in 1989, indeed since
late 1984, there has been no attempt by any government to influence
theimplementation of monetary policy. On occasion, temptation must
have been strong. In late 1990, for example, just before a general
election, the bank felt it necessary to firm monetary conditions to
ensure continued progress toward the price stability goa in the face
of an expansionary fiscal stance. I'm sure that no government wants
that just before an election.
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Under a clause in the act, the government has the power to direct
the bank to focus monetary policy on some objective other than price
stability. However, that instruction has to be in public (by means of
an Order-in-Council), and in most circumstances, that makesit politi-
cally unattractive.

The public communicationsfunction

In the long run, the monetary policy framework can only surviveif
peoplewidely supportit. Within the business sector, especially among
farmers and manufacturers, thereis growing recognition of the bene-
fitsof price stability.

Among the general public, support is aso growing. People are
beginning to seethat it is possible for stable prices, economic growth,
and job creation to go hand-in-hand, and for more than just afleeting
period.

However, the policy framework has always had, and still has, its
critics. They have attacked the framework for its exclusive focus on
price stability and argued for awider mandate that pays more attention
to unemployment.

Among those to have criticized the framework have been aformer
prime minister, and leaders of several of the smaller opposition
parties. The Council of Trade Unions, unemployed workers groups,
church leaders, many academics, and some mediaand talk-back hosts
have also questioned the framework.

Thecriticsare keen to seethe inflation target diluted, with the bank
pursuing some kind of employment target aswell. Implicit in that call
is the notion of along-run, exploitable, Phillips-type relationship.

Many of the public share that view. In March 1994, the National
Business Review (the most widely read business weekly in the coun-
try) published a poll on the Reserve Bank Act. The poll, known as
"The NBR-Consultus Poll," asked people if they would support a
change to the act to include the reduction of unemployment as one of
the bank's objectives.
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Sixty-two percent of those polled said they woul d support such a
change. Theremainder was about equally divided between opposing
the change and being unsure about it. In the same poll, however, 80
percent of those polled admitted to knowing ™ hardly anything™ or ** not
that much™ about the existing act.

One of the bank's most important functions has therefore been to
try and build a wider constituency for the price stability objective.
Most people can accept that inflation imposes significant costson the
economy and society. But people also need to be convinced that
attempting to trade off just a little more inflation for a little less
unemployment, however tempting, just isn't a workable proposition.

Since the late 1980s, the bank has operated a very active public
communications program. We undertake a substantial program of
speeches and presentations for a wide variety of public groups. The
bank also briefs politicians and members of the media on the policy
framework.

When presented with thefacts, most people are prepared to at least
consider the merits of our monetary policy approach. And there are
many compelling facts that we can point out to people in those
presentations.

The first is that unemployment in New Zealand had become a
deep-seated problem long before we embarked on the price stability
goal, despite a sustained period of monetary stimulation. Clearly,
structural factors outside the ambit of monetary policy were at work.

We can also highlight the international experience pointing to the
absence of an inflation-employment tradeoff or a long-run Phillips
curve. And we can cite the growing body of empirical evidence that
suggests inflation is actually harmful to growth. The high degree of
international agreement on these issues is strong support for our
monetary policy approach.

Building support for the policy framework has been no easy task.
Nor can we claim to havefinished that task.
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Our public communications role needed to begin whileinflation was
being brought down. Throughout that period, unemployment was
rising steadily, partly reflecting thedisinflationary pressure needed to
lower inflation.

In those circumstances, the message that price stability would be
beneficial to growth and employment was bound to meet with resis-
tance. The public madeitsown assessment of thecostsof disinflation.
Having made that assessment, people could easily believe that price
stability, once achieved, would a so be costly.

The bank has alwaysacknowledged openly that disinflation involved
employment costs. We also note that it is difficult to quantify those
costsgiven al the other influences on unemployment at that time. A
key message in our speeches during disinflation was that the employ-
ment consequences would be reduced, the sooner wage and price
settersrealized that we were absol utely committedto lowering inflation.

Among the economics profession and elsewhere, there is still con-
siderable debate on the costs of disinflation and whether the costs of
"*going the whole hog™ are worth incurring. For New Zealand, those
costs, whatever they were, have now been incurred.

The bank, therefore, stresses to people that forsaking pricestability
now would at some point require those costs to be paid again, unless
we were prepared to tolerate high inflation indefinitely. Clearly, the
higher one assesses the costs of disinflation, theless attractive areturn
to high inflation becomes.

Public support for price stability has not been helped by thesilence,
and sometimes the outright criticism, of some of the major benefici-
aries of price stability. Their criticisms, while often unrelated to
unemployment, have reinforced the idea among some people that
price stability has very few benefits.

Toillustrate: During the high inflation era of the 1970s and 1980s,
real, post-tax interest rates on savings weretypically negative. Asin
most other countries, savers in New Zealand pay tax on their entire
nominal interest earnings, not just the real component.
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Asinflation has fallen, real, after-tax returns have improved. But
people have suffered from money illusion. As nominal interest rates
havefallen, savers have commonly perceived themselves to beworse
off than under highinflation. Many of those on interest incomes, such
astheretired, havebeen vocal criticsof pricestability. Their confusion
has certainly not helped public support for price stability.

Unemployment and monetary policy: Some common issues

Apart from those critics who still hold to a rather simplistic Phil-
lips-curve view of the world, there are three other strands of criticism
surrounding the monetary policy framework in New Zealand.

First, some critics argue that the bank achieved price stability too
early, and as a result, incurred unnecessary costsin terms of output
and unemployment. The original PTA required us to achieve price
stability by 1992. At the end of 1990, this deadline was changed to
1993. In fact, we achieved a1 percent rate of headline inflation (and
a 1.7 percent rate of underlying inflation) in 1991.

The bank has openly acknowledged that we did get to our target
earlier than intended and that that may have resulted in additional
costs. But that conclusion isby nomeansclear. Recent work by writers
such as Laurence Ball and others suggests that the optimal speed of
disinflation may actually have beenfaster than the seven years we
took. A case can therefore be made that by getting there alittle early,
we avoided some of the employment costs which would have been
involved by astill more prolonged disinflation. Thejury isstill out on
thisissue.

Second, some critics hold that employment prospects could be
improved if only the Reserve Bank were prepared to tolerate alower
New Zealand dollar. Since a lower exchange rate would, it is argued,
enhance the competitiveness of exporters and import substituting
industries, activity and employment would be enhanced also. Thisis,
of course, an open economy variation on the familiar argument that
monetary policy iscapableof asustained stimulativeeffect on employ-
ment and growth.
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GivenNew Zealand’s rel atively open economy, thenominal exchange
rate is clearly an important influence on the inflation outlook. The
bank has been quite open in stating that it must hold a view on the
exchange ratethat isconsistent with price stability. That view ismade
with reference to the many other factors feeding into the inflation
process. While, in practice, we can often tolerate quite wide fluctua-
tions in the exchange rate, we cannot be indifferent to its moving
beyond those limits.

Our ability to influence the nominal exchange rate means that we
can certainly affect the real exchange rate in the short term. But
economic theory and our own experience tell usthat attemptsto drive
the real exchange rate down will be successful for only aslong asit
takes people to redlize the inflationary consequences of a lower
nominal exchange rate. In other words, our capacity to beneficially
influence the real exchange rate is limited to our capacity to fool
people, or for however long it takesfor sticky prices to change.

Historically, depreciations in the New Zealand dollar have simply
reflected relative price changes between New Zealand and itstrading
partnersduetoinflation. A depreciating dollar has not been associated
with sustained improvements in our real exchange rate. For example,
over the twenty yearsfrom 1970 to 1990, the Zealand dollar depreci-
ated (on a trade-weighted basis) by just over 50 percent. Over this
period, pricesin New Zealand rose by just over twiceas much asthose
in our major trading partners.

A third concern of critics relates to the definition of the price
stability target itself. Price stability isdefined in the PTA asconsistent
with year-on-year increases in the CPI of 0-2 percent. It is sometimes
held that the 0-2 percent definition iseither *too low," "'too narrow,"
or both. Maintaining the target is said to be unnecessarily costly in
terms of output and employment.

Is the inflation target centered around *'too low" a midpoint? We
don't believe so. Over the three-and-a-half-year period during which
inflation has been maintained within the target, the economy has
entered a sustained growth phase. Thisis hardly convincing evidence
that we have impeded growth or employment.
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Asbest we can tell, the center of the target —1 percent — appearsto
correspond to genuine price stability once the various sources of bias
in the CPI are alowed for. In the bank's view, there should be no
ongoing employment costs of maintaining that target, provided wage
and price setters are confident that we will, on average, deliver that
outcome and adapt their behavior to that reality.

It is sometimes posited, by Lawrence Summers for example, that
some low, positive target rate of inflation is more appropriate than
price stability so that real wages are able to fall over the economic
cycle if required. Downward nomina wage rigidity is seen to limit
real wage adjustment when inflation is zero.

As| have argued el sewhere, with price stability, nominal wagesare
likely togrow at thetrend rate of productivity growthover thebusiness
cyclesothat real wage movementsare abletofall below trend without
nominal wage cuts. It smply requiresforgoing some of the nominal
wageincreasethat would otherwiseoccur dueto productivity increases.

Moreover, nominal wage stickiness, where it exists, is surely a
feature of an individual's employment contract. It is much less likely
toapply inan averagesense. Most firmsare ableto reduce theaverage
nomina wage without having to cut the wage of any incumbent
employee. The replacement of highly paid retirees and resigneeswith
lower-paid recruits, and a reduction in the remuneration steps that
accompany promotions, are all ways of capping or reducing the
nominal wage bill without resorting to outright pay cuts.

Those supporting a wider target band often point to a potential
instrument instability problem under thecurrent target. Becauseof the
imprecise nature of the monetary policy toolsat our disposal, they say
policy adjustments may become erratic as we attempt to keep from
over- or undershooting the target. Accordingly, monetary policy may
cause unnecessary gyrations in economic activity, perhaps to the
detriment of employment.

Moreover, it isargued that, under anarrow target, the Reserve Bank
may often beforced to act before it has sufficient information on the
outlook for inflation. Thus inappropriate policy actions may be taken
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because inflationary movements will often be misread.

Is the current price stability target too narrow? On the evidence to
date, | would have to say no. The bank has successfully maintained
inflation within the 0-2 percent range since 1991. During that time we
have not been led to make frequent or erratic adjustments to policy .
settings. | readily concede, however, that theframework isstill young.
It isyet to betested over afull economic cycle.

It appears to me that widening the target so that we wait longer
before adjusting policy is an argument that can easily be overdone.
Thereisalong international history of having waited too long before
acting wheninflation emerges. Asaresult, thecostsof correction have
often been accentuated. A target that limits the scope for policy
adjustments to be deferred can thus actually minimize the resulting
costs of correction.

| should also mention that a clause within the PTA recognizes
explicitly that it may not be appropriate to contain the' CPI inflation
rate within the 0-2 percent target at all times. That clause recognizes
that when certain shocks beyond the direct control of policy occur, it
may not be worth incurring the output and employment costsof trying
to offset them.

These shocks include large terms of trade movements, and changes
in indirect taxes and government charges. In addition, interest rates
aremeasured directly in New Zealand's CPI. A significant movement
in interest rates may thus provide grounds for allowing the inflation
rate to move outside the 0-2 percent range. (To do otherwise would,
of course, create an absurdity: a tightening in policy that led to an
increase in interest rates would increase measured inflation and pro-
voke afurther tightening in policy, and so on.)

Weare, of course, expected to account for and explain cases where
headline inflation does temporarily leave the range. The presumption
is that we will meet the target most of the time.

Inflation expectations and policy credibility could both beseriously
damaged from the move to a wider target or if the target was shifted
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upward. Those in the financial markets could conclude that the real
aiming point for inflation had become the upper portion of the new
target. That perception could complicate the maintenance of price
stability. And interest rates would almost certainly risein response to
higher expected inflation. That would do nothing to help employment.

From my comments, it should be clear that | am not by any means
persuaded of the merits of a change to the target: at atechnical level,
the issue is relatively minor, but the likely change in perceptions
caused by a widening of the target range could well damage growth
and employment rather than the reverse.

Concludingcomments

Littledid Bill Phillipsknow, when heuncovered hisunemployment-
wage relationship, of the unfortunate effect hisdiscovery would have
on the conduct of monetary policy for decades afterward. It is rather
ironic, given Phillips own view that the relationship was of little
policy relevance. With many having been brought up on the Phillips
curve, there are always likely to be pressures on monetary authorities
to tolerate just a little more inflation to help unemployment. New
Zealand's monetary policy framework plays an important role in
shielding usfrom that temptation.

Reducing unemployment is now the most important economic and
social objective in many OECD economies. People understandably
ask what the monetary authority can do to help. By aiming monetary
policy squarely at maintaining price stability, there is much we can
do.

By aiming monetary policy elsewhere, we would not only damage
theeconomy and itscapacity to generate sustainable employment, we
would also distract attention away from where the real solutions to
unemployment lie—in labor market reform, in training and retraining,
and in the reform of the relationship between wages and benefits.






Commentary

Nigel Lawson

It seemsto me that there are two key facts which we need to bear in
mind about high unemployment because they are central to any
analysis of possible remedies. Oneisthe striking difference between
theexperienceof the United Statesand theexperience of the European
Community (EC)—the great trend rise of unemployment in the Euro-
pean Community, which has not occurred in the United States at all.
And theother isthefact that this trend rise occurred quite awhile ago,
basically from 1974 t0 1984, and asfar as | can recall, wascompletely
unpredicted. Over the past ten years, if you roughly.cyclically adjust,
there isno discernibletrend rise at all'in unemployment from 1984 to
1994, whether you look at the European Community or the Organiza-
tionfor Economic Cooperation and Devel opment (OECD) asawhole.
That is no cause for complacency because the level istoo high, but it
is still something which we need to takeinto account, | believe.

| think Professor Lindbeck is correct in stating that the rate of
start-up of new businesses isan important consideration in preventing
high unemployment, certainly in the United Kingdom and even more
sointhe United States. It isinteresting to note the difference between
the high start-up rate in the United States and the lower start-up rate
in Europe. Onereason for thisisacultural difference, which isoneof
the hardest thingstotackleof al. In most of Europe, it's certainly true
of the United Kingdom, if someone starts up a business and it fails,
there is a social stigma that makes it very, very difficult for them a



186 Nigel Lawson

second time. In the United States, that is much less true. That cultural
difference, | think, has played quite alarge part in the better record in
the United States than in Europe in business start-ups.

| think privatization in the United Kingdom has undoubtedly added
to the flexibility of the labor market in quite a significant sector of
industry. Thisis true whether you look in terms of hiring and firing
policies of employers or whether you look in terms of the behavior of
thetrade unionleaders. Youdon't catch that in studieslooking at what
happened before privatization and what happened after privatization
because a lot of the change took place once companies had been
identified for privatization, and they were preparing themselves for
privatization— preparing themselves for the cold, hard world of the
private sector. Those academics that have looked before privatization
and after privatization and have come up with no significant increase
in flexibility of labor markets are thus looking at the wrong thing.
Precisely how much effect this has had on the natural rate of unem-
ployment | wouldn't dare to answer.

The high rate of economic growth in the United Kingdom inthelate
1980s was something neither predicted nor intended. The economy
behaved in a different way from what everybody was forecasting or
intending—and indeed from what the statistics at that time showed. |
make that point becauseit does|ead me to conclude that the ability of
governments to fine tune is rather less than is implied in part of
Professor Bean's prescription.

If | wereto have the temerity to sum up thismorning's proceedings,
it would be in a very tentative way. But | think that there is a clear
consensus to which Paul Krugman alluded in his paper. Theconsensus
isthat the unemployment problem which wefacegenerally, and which
Europe perhaps faces in particular, is overwhelmingly a supply-side
and structural phenomenon rather than a problem with demand defi-
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ciency or Keynesian unemployment. Supply-sideand structural reme-
diesare, therefore, required to reduce unemployment. There has been
some reluctance, which | regret, to spell out these remedies because
someof them are uncomfortable— almostby definition, or if they had
not been uncomfortable, they would have been introduced long ago.
The reluctanceto spell out these painful structural remediesisregret-
tablein part becausel don't know where politicians and policymakers
are going to get their guidance from if these things aren't spelled out
clearly. Certainly this consensus which is here today among the
economists is not yet a consensus among policymakers, politicians,
and opinion-formers outside the economics profession. So perhaps a
little more injudiciousness is required.






Reducing Supply-Side Disincentives
to Job Creation

DaleT. Mortensen

At least since Friedman's (1968) American Economic Association
Presidential address, macroand | abor economistshaverecognizedthat
acertain level of unemploymentisa natura® consequenceof dyna-
mic friction that accompanies the process by which workers are
allocated and reall ocatedamongempl oyment opportunities. Friedman
(1968) summarizeshisfamousdefinitionof thenatural rateasfollows:

The" natural rateof unemployment,” in other words, isthelevel
that would be ground out by the Walrasian system of general
equilibrium equations, provided thereis imbedded in them the
actual structural characteristics of the labor and commodity
markets, including market imperfections, stochastic variability
indemandsand supplies, thecost of gatheringinformationabout
job vacanciesand labor availabilities, the costs of mobility, and
so on.

That themere existencedf unemploymentneed not imply economic
inefficiency isimplicit in this definition..So-isthe lack of an equiva-
lence between the natural rate and some ideal or optimal unemploy-
ment rate. To put the point another way, reforms that reduce
equilibrium unemployment may or may not increase economic wel-
fare.

Still, there seemsto bea presumptionthat natural ratesare too high,
particularly in most of the economies of Europe. Two culprits are
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typically identified in the literature, labor market policies intended to
compensate for lost earningsas a consequence of unemployment and
excessive market power in the hands of employed worker "*insiders.”
According to Layard, Nickell, and Jackman (1991), the large differ-
entials in unemployment rates that prevail across the principal indus-
trialized economies can be attributed to differences in unemployment
insurance (Ul) systems, wage determination mechanisms, and active
labor market policies. Specifically, they find that a particular parame-
terization of cross-country differencesin wage-setting institutions, Ul
policies, and job creation subsidies explain 91 percent of the variation
in unemployment rate averages over the 1983-88 time period across
the principal nineteen Organization for Economic Cooperation and
Development (OECD) industrial countries. The work of Layard and
others is representative of alarge literature that reports estimates of
the quantitative impact of various labor market policies and institu-
tions on unemployment. Although this literature provides important
guidance concerning the possible importance of supply-side factors
that influence the level of job creation, the contributions have one
common failing: no estimates of the effects of possible reforms on
measures of economic welfare, more meaningful than the unemploy-
ment rate itself, are ventured.

A review of the evidence on thedisincentive effectsof labor market
policies is presented in the paper. However, the principal purposeis
to present quantitative results for a set of computational experiments
involving hypothetical reforms of the unemployment insurance sys-
tem, the payroll tax, employment protection policy, and active labor
market policy.! The calculations underlying the result reported are
derived from an equilibrium model of labor market dynamics, devel-
oped by Mortensen and Pissarides (1994) and extended and calibrated
by Millard and Mortensen (1994), which is specifically designed to
shed light on theissue of thelevel and distribution of costsand benefits
of labor market policy. The intent is to provide information about
which of these might be effective as a means of reducing unemploy-
ment and improving theefficiency of thelabor market without adverse
distributional consequences.
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What arejob creation disincentives?

Layard and others (1991) find that cross-country unemployment
rates are positively associated with the liberality of Ul benefits and
the extent of collective bargaining coverage and are negatively related
to the degree of coordinationin the wage determination processand to
government expendituresthat aid job recruitingand training. Although
the authors recognize that variation in unemployment rates do not
necessarily reflect differences in economic welfare, they argue that
the effects of Ul and labor bargaining power are likely to yield "*too
much” unemployment, particularly in Europe. Hence, their recom-
mendations for the United Kingdom include a limitation on the
duration of Ul benefits, a strong "willingness to work™ test as a
condition for thereceipt of benefits, and an activelabor market policy
focused on those expected to have long unemployment spells. Active
policies include adult training, recruiting subsidies, public employ-
ment as the " employer of last resort,” and wage subsidies.

Hamermesh (1993) also considers the effects of variouslabor mar-
ket policies on unemployment and reviews much of the literature
available on the subject. Arguing that labor market participation is
relatively inelastic, he concludes that payroll taxes used to finance
socia security and some portion of unemployment insurance are
primarily shifted to wages with small effects on employment. In his
view, empirical evidence suggests that the Ul system contributes to
both the duration and incidence of unemployment and increases
participation. His analysis of the effects of a hiring subsidy and
employment protection legislation in thecontext of an adjustment cost
model leads him to conclude the former increases both job creation
and job destruction while the latter decreases both. Although the net
effect of either policy on unemployment isnot clear apriori, heargues
that employment increasesin response to asubsidy and decreaseswith
the cost of firing.

Anextensiveempirical literatureexistson the effectsof Ul benefits
on unemployment duration, much of which issummarized in Layard
and others (1991) and in Devine and Kiefer (1991). Contributors to
thisdiscussion generally conclude that more generous benefitsinduce
longer unemployment spells. Although estimates of the elasticity of
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the mean duration of an unemployment spell with respect to the Ul
benefit range between 0.03 to 1.44, they tend to cluster around 0.4.
Onevery striking result istheeffect of thetypical six-month limitation
on the duration of Ul benefits which characterize Ul in most of the
United States. Meyer (1990) found that the unemployment hazard
rises markedly as unemployment benefits are exhausted. When con-
trolling for this effect, his estimate of the duration elasticity with
respect to the benefit was 0.6. Although many authors attribute the
effect of benefits on unemployment duration to the diminished incen-
tive to search when benefits are paid conditional on remaining unem-
ployed, matching models suggests that the causality runs through the
wage to adisincentive effect on job creation as well.

Feldstein (1976) argues that Ul encourages layoffs but the effect is
offset to the extent that the tax used to finance benefitsis paid by the
employer and is experience rated, that is, set to reflect the unemploy-
ment history of theemployer's workforce. Brechling (1981) and Katz
and Meyer (1990) provide evidencefor thefirst assertion in the case
of manufacturing while morerecently Anderson (1993) and Anderson
and Meyer (1993) confirm the second for a variety of industries.
Indeed, the Anderson and Meyer estimates of the elasticity of the job
separation flow with respect to the layoff costsinduced by the expe-
rience rated portion of the Ul tax average about 0.09. However,
because an experiencerated Ul tax al so representsacost of separation,
it can be expected to affect job creation adversely as suggested by
Burdett and Wright (1990). Thereislittledirect evidence on this point
although the literature on employment protection policy supports the
contention.

Employment protection policy in Europe either imposes financial
penaltieson theemployer, mandates severance pay, or requires costly
procedural delay in order to lay off a worker. Except for the rather
weak advanced notification requirement law passed in 1988, thereis
no mandated federal jobsecurity policy inthe United States. However,
state courts and legislatures have placed limitations on the " employ-
ment-at-will"* doctrine in recent years which have theeffect of impos-
ing an implicit firing cost on employers. (See Kruger, 1991.) As
already noted, theory suggests a negative impact of employment
protection provisions on both job creation and job destruction so that
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the effect on unemployment is unclear a priori. Not surprisingly the
empirical evidence is mixed. Lazear (1990) finds that increasing
severance pay by one month reduces employment per head about 0.4
percent and reduces the labor force participation rate by 0.3 percent.
As a consequence, the unemployment rate rises by 0.1 percent. The
results of Bentolilaand Bertola (1990) suggest that increases in firing
costsdecrease employment. Abraham and Houseman (1993) find that
unemployment is reduced by employment protection policy but also
recommend a hiring subsidy to ameliorate the adverse effectson job
creation.

Excessive real wage demands are also blamed for unemployment
ratesthat are too high. Modem theories of unemployment that embody
this argument include bargaining theory, " efficiency wage™ theory,
and "inside-outsider” theory. Layard and others (1991) find that
higher unemployment rates reflect more extensive collective bargain-
ing coverage in their empirical cross-country study. However, their
resultsal so suggest that centralization and coordination inthebargain-
ing process tends to offset this effect. They explain their findings by
arguing that worker bargaining power is proxied by the extent of
collective bargaining but that in more coordinated and centralized
wage determination mechanisms, some account of the general equi-
librium disincentive effects of higher wageson job creation is taken.

A smplemodd of job creationand job destruction

The computational experiments conducted here are based on a
model of job creation and job destruction devel oped by Pissarides and
Mortensen (1994) whichisextended by Millard and M ortensen (1994)
to account for the effects of labor market policy. In this framework,
job creation isthe outcome of atwo-sided matching process in which
workers and employers engage in search and recruiting activity. An
essential implication of the existence of friction in the job-worker
matching process is that wages are determined by some form of
bargaining in which the outside option of being unemployed playsthe
role of determining the sensitivity of the wage to market conditions
and rent sharing makes the wage paid by an employer sensitive to that
firm's labor productivity. There is also considerable room in this
framework for the influence of "insiders” on the wage of the kind
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emphasized in the work of Lindbeck and Snower (1989) as well as
"efficiency wage" effects. These features, together with forward
looking decisions by employer and worker participants, determinethe
natural rate of unemployment.

In the model, job creation is viewed as a decision by an employer
toseek anew worker for the purpose of engaging in productive activity
that can be expected to generate future profit. Job destruction is
reflected in a different employer's decision to terminate an existing
employment rel ationship becausetheexpected profitability of produc-
tive activity no longer justifies its continuation. Because the model
permits heterogeneity in job-worker match productivity, job creation
and job destruction take place at the same time in the aggregate as
documented by the recent empirical work of Davis and Haltiwanger
(1990, 1992). Furthermore, unemployment in the model reflects the
process of reallocating labor from less to more productive economic
activities. Mortensen (1994) has shown that this model contains
propagation mechanisms capable of capturing the salient features of
worker and job flow responses to movements in labor productivity
over the business cycle. As the model recognizes both imperfect
competition in wage determination and friction in the process that
reallocates workers from less to more productive jobs, it implies a
reduced formed rel ationshi p between unemployment and | abor market
policy parameters aswell as parameters that reflect therel ative market
power of workers and employers in the wage bargaining process of
the type estimated by Layard and others (1991).

Because the model accountsfor theforward looking nature of both
the decision to initiate and to terminate an employment relationship,
the principal equations are quite complicated. Although the essential
relationships are reported in the mathematical appendix, the reader is
referred to Millard and Mortensen (1994) for the details of the deri-
vations. In order to gain an insight into how labor market policy and
wage formation ingtitutions are likely to affect unemployment in the
model, the basic properties are sketched below. Fortunately, the
essence of the model can berepresented intuitively with theaid of two
curves that resemble demand and supply relationships.

Productive activity isthe purpose of job-worker matches which are
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formally equivalent to the concept of an establishment or afirmin the
model. Although all workers are assumed to beidentical, the relative
vaue of product of a specific match changes from time-to-timein a
stochastic manner, an assumption which reflectsthe unforeseen nature
of changes in taste and technology that affect the competitiveness of
any existing producingfirm. When new matchesform, thebest current
information about which activities are most likely to be profitable in
thefutureis used to determine what will be produced. These assump-
tions generally imply that new matches are more productive than old
and that every match will eventually become unprofitable. Formally,
theidiosyncratic shock to productivity implicit in thisspecificationis
modeled by supposing that new values arrive with frequency A and
are distributed according to the cdf F(x), that is, idiosyncratic match
productivity isaMarkov jump processwith positive persistence. Hence,
the rate at which existing employment relationships are destroyed,
equivalently unemploymentincidence,isInc = 6+ A F(R) where Ris
reservation productivity and 6 is a parameter reflecting other exoge-
nous reasons for job-worker separation. The reservation productivity
isthe endogenous value of match productivity below which expected
futureprofitability nolongerjustifies continuation of any employment
relationship.

An employer's intention to form a match is signaled by posting a
job vacancy. The total cost of recruiting new workersis proportional
to the number of vacancies posted. The rate at which vacancies are
filled depends on the number of vacanciesand the number of workers
seeking employment in newly created jobs through a relation which
has become known at amatching function. Analogous to a production
function, a matching function isarelationship between the search and
recruiting inputs provided by workersand employersrespectively and
aresulting flow of new matches, the output. Under familiar regularity
conditions and aconstant returnsto scaleassumption, therateat which
unemployed workers are matched with vacant jobs, called the unem+
ployment hazard, isan increasing and concave function of theratio of
vacant jobs to searching workers denoted am(®) where © represents
the vacancy to searching worker ratio. The endogenous variableis a
measure of market tightnessand Dur = 1/m(®) istheaverage duration
of a completed unemployment spell. In the model, market tightnessis
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determined by afreeentry condition which requires that the expected
present valueof future profitslesscost of training attributabletofilling
the margina vacancy equals therecruiting cost flow required tofill a
vacancy.

Unemployment in the model, although a consequence of the trans-
action friction embodied in the matching function, reflectsacontinual
process by which workersarereallocated from |essto more productive
activity. Thedynamicsof unemployment areeasily expressedinterms
of the notation introduced above. Letting the unit interval represent
the available labor force, the flow into unemployment is the product
of the employment hazard and the fraction employed, that is, (6 +
AF(R))(1-Un) where Un is the fraction unemployed. The flow out of
unemployment is the product of the unemployment hazard and the
fraction unemployed, that is, m(®)Un. Hence, the equilibrium or
steady-state unemployment rate, that which equates the twoflows, is
approximately egual to the product of the incidence of unemployment
and the duration of an unemployment spell. Formally,

Un _ 8+AF(R)
1-Un m(®)

Un= = DurxlInc.

Because neither worker nor employer can instantaneously or cost-
lessly find an alternativematch partner in the market modeled, amatch
surplus exists equal to the capital value of the match |ess the sum of
the values attributable to seeking alternative match partners. In this
context, wage determination is a bilateral bargaining problem which
dividesthissurplusbetween employer and worker. A specific solution
to the problem is not specified in the Mortensen/Pissarides model
simply because wage determination institutions vary so much from
oneindustry toanother and acrosscountries. \Wagescan bedetermined
in a highly noncentralized way by bargaining between individual
worker and employer pairs as is common in the United States. Bar-
gains between employer and union associations at various levels, the
plant, the industry, or even the nation, are common in many other
industrialized economies and some manufacturing industries in the
United States. In afew countries such as Australia and New Zealand,
the public at large aswell as representatives of labor and management
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areincluded in the bargaining process. One can expect the extent and
use of worker market power to differ across these alternative institu-
tiona settings. In the formal model, the workers' share of the quasi-
rents associated with an existing match, denoted by 3, is regarded as
a parameter with value reflecting the extent and use of worker bar-
gaining power. According to Layard and others (1991), the value of
B is likely to be higher in more unionized economies but lower the
more centralized is the bargaining process.

The two endogenous variables of the model, reservation productiv-
ity R and market tightness O, are somewhat analogous to ' price" and
"quantity" respectively in the standard supply and demand frame-
work. The equilibrium pair of values is determined by two relation-
shipsthat arerespectively downward and upward slopingasillustrated
in Figure 1. (The mathematical representations of these curves are
presented in the mathematical appendix.) Specifically,employers post
vacancies in numbers that equate the cost of recruiting with the
expected future profits attributable to hiring a worker. As the latter
declines with reservation productivity, this condition implies the
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downward sloping relation between market tightness and reservation
productivity labeled CC in Figure 1. Reservation productivity is
determined in large measure by the wage. Because the wage received
by workersin any rational bargaining outcomeissensitivetothevalue
of the outside option of searching for a job while unemployed, the
wage in a marginal job increases with market tightness. Hence, the
productivity at which employers can no longer expect profits in the
future, the reservation productivity by definition, increases with mar-
ket tightness. This positive relationship between R and Oisillustrated
by the curve labeled DD in Figure 1. The equilibrium pair of values,
labeled (R*,©* ) in Figure 1, lies at the sole intersection of the two
curves. The labels remind the reader that the curve CC represents the
job creation decision while DD reflectsjob destruction.

Thequalitativeeffectsof policy and wage deter mination
on unemployment

Specific labor market policies and wage formation institutions
affect the position of one or both of the curvesin Figure 1. Hence,
hypothetical changes in either shift the curves and the associated
equilibrium reservation productivity and market tightness pair. For
example, an increase in Ul benefits increases the value of the unem-
ployment option to workers. As a consequence, the wage paid
increasesat every valueof market tightness which induces an upward
shiftinthejobdestruction relation, DD in Figurel. Asthejobcreation
condition CCisnot directly affected, at east when the benefitincrease
is assumed to have no effect on taxes, the equilibrium reservation
productivity rises. Astheincrease in R induces amovement up along
theCCcurve, theequilibrium rate of job creation asreflected in market
tightness, 0, is adversely affected. Hence, unemployment rises
because both its incidence and the duration increase.

An increase in worker bargaining power, reflected in the share of
match surplus received by the workers represented by the parameter

B, hasthesameeffect on thejob destruction relation DD asanincrease
in the Ul benefit becausethe wagepaidincreaseswith P at every value
of ®. However, anincrease in theworkers shareal so decreasesfuture
profitability, sothat CC shiftstotheleft. For both reasons, equilibrium
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market tightness falls but the effect on the equilibrium reservation
productivity is ambiguous. In other words, other things equal, the
theory suggests that unemployment spell durations are longer in
economies in which workers receive a larger share of match surplus
although the differencein spell frequency is unclear.

Although any increasein a payroll tax, such asthat used to finance
social security in the United States and most European countries, is
shifted to workers to some extent by a decrease in the wage, the
incidence of the tax is shared between worker and employer given a
bargaining model of wage determination even when worker partici-
pation is perfectly inelastic. By implication, the wage plus tax bill
increases with the payroll tax rate which in turnimpliesthat DD shifts
up in Figure 1 in response to an increase in the tax rate. Because
expected future profitability also falls with the tax, CC shifts down.
Hence, the qualitative effects of a payroll tax are similar to those of
anincreasein theworkers share parameter.2

Employment protection policy is represented in the formal model
asatax onlayoffs. Under theassumption that employers must pay this
tax when a worker is let go, an increase implies a decrease in the
productivity at which layoffs occur. Were there no other effects, the
resulting shift down in the DD curvein Figure 1 resultsin adecrease
inreservation productivity and anincreasein market tightnessinduced
by the movement along the downward sloping CC curve. However,
an employer when contemplating job creation takes account of the
possibility that the job will be destroyed in the future, a contingency
that will require payment of the tax. Hence, an increasein thefiring
tax reducesthe future profitability of acurrent vacancy, thatis, CCin
Figure 1 also shifts down. If this direct effect of the tax offsets the
indirect effect of the movement along the CC curve induced by the
shift in DD, the result can be areduction in job creation as well asjob
destruction. The existing empirical evidence seems to suggest pre-
cisely this outcome athough the net effect on unemployment is
unclear both in theory and practice.

Activelabor market policy isincorporated in themodel asasubsidy
to the employer per new worker hired, an arrangement similar to the
New Jobs Tax Credit of 1977. The direct effect on job creation of a
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hiring subsidy is to reduce the cost of hiring which shifts CC every-
whereto theright in Figure 1 given reservation productivity. Because
this shift induces movement up along the job destruction condition
DD, the net effect is an increase in market tightness as well as an
increase in reservation productivity. Because the effects of a hiring
subsidy on unemployment duration and incidence tend to offset one
another, the net qualitative effect on the equilibrium unemployment
rate isambiguous. The positive effect on job destruction was used as
an argument against the original jobs credit even though it reflects
more rapid replacement of less with more productive jobs.

Of course, an analysis of the effects of possible policy reforms on
only unemployment isincomplete and can be misleading. The bottom
line must include evidence on whether economic benefits can be
attributed to the reform proposed. Because the productivity of the
employed is endogenous as well as the level of employment in the
model, aggregate net output does not always move with the level of
employment. For example, a hiring subsidy both encourages job
creation and job destruction. However, because the new jobsare more
productive than those destroyed, labor productivity and the wage of
those who remain employed increases. Hence, the overall economic
welfare of workerscan increase even if the net effect on employment
were negative. Conversely, employment protection policy may reduce
unemployment but yet decrease worker welfare aswell because such
apolicy reducestherate at which low productive jobs are replaced by
more productive ones.

Theimputed interest on the present value of future aggregate output
net of recruiting and training investments, permanent income denoted
asY, represents the principal measure of aggregate economic welfare
of interest. Indeed, from a purely economic point of view, any policy
reform that increases this measureissocially optimal in the sensethat
the gains to winners exceeds costs to losers. However, compensation
of thelosers by the winnersis not always possible because implemen-
tation of the needed transfersiseither technically or politicaly infea-
sible. To obtain some insight in the distribution of costs and benefits
associated with any reform, the effects on the permanent income of
workers, denoted as W, are al so reported. These measuresof economic
welfareare defined in the mathematical appendix. For thosewhowish
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to study the definition, equation A10, note that aggregate permanent
income increases with reservation productivity and decreases with
market tightness given the unemployment rate. The first positive
partia effect isduetothefact that average productivity increaseswith
reservation productivity. The fact that total cost of recruiting and
training increases with the ratio of vacancies to searching workers
explains the sign of the second.

Estimatesof the quantitative effects
of proposed policy reforms

Numerical estimatesof the effects of unemployment insurance, the
current tax on payroll, afiring tax, and a hiring subsidy on unemploy-
ment and economic welfare are reported in this section. The policy
parametersof the model includethesocia security or payroll tax rate
denoted as nt, the UI benefit replacement ratio p, the maximum UI
benefit period T, a parameter € representing the degree to which the
Ul tax isexperience rated, afiring tax ¢, and a hiring subsidy . For
the purpose of the calibration of the model, these parameters are set
at values that approximatecurrent U.S. policy. Specificaly, the value
7 = 0.15 reflects the fact that employers and workers together pay 15
percent of labor earnings as social security taxes.> The mandated
weekly benefit replacement ratio is 50 percent of prior weekly earn-
ingsand the maximumduration of benefitsissix monthsin the United
States. However, the actua fraction of laid-off workers who receive
Ul benefits is much lower because not al qualify for benefits and
because not all those who do qualify claim benefits. In our model, the
estimates of fractions eligible for Ul, fractions ineligible by reason,
and take-upratesfor the 1977-1987 period reported by Blank and Card
(1991, Table I) suggest that roughly 50 percent of laid-off workers
would either not qualify or would not apply. Hence, when appropri-
ately interpreted as the product of the replacement ratio and prob-
ability of receipt of benefits, oneobtainsthe parameter value p=0.25.
As the period of the model is one quarter, the six-month maximum
benefit period typical in most of the United States, the maximum
benefit period parameter ist = 2. Anderson and Meyer estimate that
an employer can expect to pay sixty cents of each additiona dollar of
UT benefits received by an employee in theform of higher future UI
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taxes. In other words, the degree to which the Ul tax is experience
rated is reflected in the parameter value e = 0.6. Finally, the baseline
vauesof thefiring tax and the hiring subsidy used for the purpose of
calibrating the model are zero, reflecting the current lack of either in
the United States.

A readl rate of interest r of 1 percent per quarter and an exogenous
rate at which workers quit to unemployment & of 1.4 percent per
quarter and quit totakeadifferent job gm(®) of 5.6 percent per quarter
are values consistent with available empirical information. The elas-
ticity of the matching function with respect to vacancies n =
Om’'(0)/m(©) is set equal to 0.6, the estimate obtained for the United
States by Blanchard and Diamond (1989). Asthe averagewageis 78
percent of maximal output in the model, the fact that earnings plus
benefits averaged $31,200 per year in 1990 (See Satistical Abstract
d the United Sates, 1993, Table No. 666) implies maximal output per
quarter in 1990 dollars equal to$10,000. Survey information reported
in Hamermesh (1993) suggest that $3,000 and $2,500 in 1990 repre-
sent reasonable estimates of the cost of recruiting and training a
worker respectively. Letting output in the most productivejob serve as
numeraire, these figures and the fact that the average duration of an
unemployment spell in the United States is roughly equal to three
months imply recruiting and training cost parameters of ¢ = 0.3 per
vacancy per quarter and k = 0.25 respectively.

Although estimates of rent sharing coefficients closely related to B
are positive and highly statistically significant in the empirical wage
equation literature, the typical point estimate is quite small. See
Blanchflower, Oswald, and Sanfrey (1993). However, Abowd and
Lemieux (1993) argue that these estimates are badly biased downward
for a variety of reasons. Their estimate obtained using Canadian
manufacturing data and an instrumental variable approach is 30 per-
cent. Although noncooperative bargaining theory implies a50 percent
share and insider-outsider arguments suggest even larger values for
the share, B = 0.3 is assumed for the purpose of the calculations that
follow. Thereader iswarned that theresultsare sensitive to thechoice
of workers' share.
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A uniform productivity distribution is assumed of theform F(x) =
(x-y)/(1—y). Direct observation provides little information about the
value of leisure b, the rate at idiosyncratic shocks arrive A, and the
minimum productivity parameter y. Given the other parameter values,
these were selected so that the steady-stateimplicationsof the model
are consistent with the average unemployment spell duration (one
quarter) and unemployment incidence rate (7 percent per quarter)
experienced in the United States over the recent past and with avail-
able evidence on the elasticities of unemployment incidence with
respect tofiring cost (0.09) reported by Anderson and Meyer (1993).
The baseline parameter values used in the calcul ations that follow are
summarized in Table 1.

Tablel
BaselineParameter Values

Interest rate r = 0.01 per quarter Payroll tax: r = 0.15
E to U transitionrate: 3 = 0.016 Ul replacement ratio: p = 0.25
per quarter

E toE transitionrate: g = 0.054 UI benefit period: T = 2 quarters
per quarter

Matchingelasticity: n = 0.6 Ul experiencerate: ¢ =0.60
Recruiting cost: ¢ =0.30 per quarter |Firingcost: ¢ = 0
Training cost: k =0.25 Hiring subsidy: y =0

Worker's share: § = 0.3

Vauedf leisure: b=0.32 per quarter

Product shock arrival rate: A = 0.10
per quarter

Minimum productivity:y = 0.63
per quarter

Asacheck, one can compare the model's quantitativeimplications
for behavioral responses to policy at these parameter values with
econometric estimates in the literature. For example, Layard and
others (1991) find that a1 percent increasein the Ul replacement ratio
is associated with an increase in the unemployment rate of 171100th
of a percentage point using cross-country OECD data. This model at
baseline parameter values implies a dightly smaller but positive
response of 0.14 percent. Furthermore, the model's implied elasticity
of the average duration of an unemployment spell with respect to Ul
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benefitsis0.5, near the middle of the range of estimatesfound in the
literature.

Computed changesinduced in equilibrium unemployment and wel-
fare measures by different labor market policy reforms are reported
in Table 2. The effects reported in each row are those induced by the
particular reform specified in thefirst column of thetable. Theeffects
of each reform on the unemployment rate, on the duration of an
average unemployment spell, and on unemployment incidence are
reported in columns two, three, and four respectively. The changesin
economic welfare measures, permanent aggregate income and labor
earnings plus transfers received per labor force participant per year,
arefound in thelast two columns of the table.*

The estimates in the first row of Table 2 reflect the effects of a
hypothetical experiment in which the Ul benefit replacement ratiois
reduced by half. At baseline parameter values, the model impliesthat
the unemployment rate would bereduced from the current 6.5 percent
average to 5 percent by this reform. The disincentive effect of Ul
benefits on job creationisillustrated by the fact that the duration of a
typical unemployment spell would fall from three months to less than
2.4 months. Because job destruction is hardly affected, average labor
productivity is not changed much by the reform.

Because any reduction in Ul benefits would encourage the creation
of new jobs but would have little effect on job destruction, aggregate
output would increase were benefits reduced. According tothe model,
net aggregateoutput would increaseby $265 per year per labor market
participant were Ul benefits reduced by half. Given the 120 million
current participants in the U.S. labor market aseither employed or job
seeking workers, the aggregate income benefit of the reform would
beabout $31 billion per year. However, the reformwould alsoinvolve
amassiveredistribution of income away from workers. Indeed, inthe
absence of other compensation, average worker permanent income
would drop by over $26 billion annually, the difference between the
incomes of those who would become employed as a consequence of
thereform lessthe unemployment benefit incomelossesof those who
would remain unemployed.> Furthermore, these calculations fail to
account for the insurance value of the safety net provided by Ul.
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Table2
Unemployment and Welfar e Effectsof Labor Market
Policy Reforms
AUn Rate ADuration AIncndenoe AOutput/ AEammgs/
(%) (months) (% ParticiPant  Partici

Reforms qtr. (1996 $yr.) (1896 /yr)
50% cut in U1

benefits -1.48 -0.61 031 $265 -$219
50% cut in Ul

benefltperlod 0.78 033 -0.14 $145 -$ 83
Fully ex |ence

rated 0.19 0.23 -0.30 -$94 $42
50% payroll tax

cut -0.66 -0.26 -0.16 $116 -$ 54
One month wage

firetax 0.52 0.90 -1.14 -$400 -$02
One month wage

hire subsidy -1.26 -0.90 0.94 $277 $322

Although the figures suggest that Ul is a costly income transfer
mechanism, it may well be an efficient insurancescheme. In any case,
the magnitude of the income redistribution implied by the model
clearly indicatesthe political resistance that would meet any proposal
to reduce Ul benefits.

The limitation on the maximum Ul benefit period imposed in the
United States and Sweden is often cited as a reason for lower unem-
ployment rates relative to Canada in the first case and to other
European countriesin thesecond. Estimatesof the unemployment and
welfareeffectsin the United States of reducing the maximum benefit
period from its current standard of six months to three are presented
in the second row of Table 2. The unemployment rate would fall
dightly lessthan four-fifths of a point accordingto the model, primar-
ily as a consequence of a one-third month drop in unemployment
duration. Asin thecaseof abenefit reduction, aggregate output would
increase about $17 billion per year, but worker income would fall
some $10 hillion annually, as a consequence of the reform. Although
limiting thebenefit period may well bewarranted in Europeasameans
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of reducing the incentive to remain unemployment for long periods,
thismodel does not providestrong support for further limitation in the
U.S. casein spite of therather large unemployment effect.

Although considered as a possible reform el sewhere, an experience
rated Ul taxiscurrently uniquetothe U.S. system. Theimplied effects
of fully experience rating the tax, a reform that would require each
employer to pay all theUI benefitsreceived by her laid-off employees,
are reported in the third row of Table 2. As expected, layoffs would
be discouraged but only by arelatively small amount; unemployment
incidencewouldfall from7 percent per quarter to 6.7 percent. Because
increasing the degree of experiencerating would be an increasein the
effective cost of letting a worker go, job creation would be adversely
affected. Although the conseguent projected increase in unemploy-
ment duration would also be small, about one week, it would more
than offset the decrease in unemployment incidence. Hence, the net
effect would beasmall although probably insignificant increasein the
unemployment rate. Again the effects of the reform on aggregateand
worker incomesareof oppositesign. Theserather ambiguous findings
support neither the extension of experience rated tax in the United
States nor the adoption of asimilar provision in other countries.

The effects of cutting the current 15 percent social security tax by
half to 7.5 percent are reported in the fourth row of Table 2. This
reform would reduce average unemployment duration by one week as
well asunemployment incidenceby asmall amount. Asaconsequence
of both effects, the unemployment rate would fall by about two-thirds
of apoint accordingtothemodel. However, heretoo aggregateincome
would increase but worker income would fall because the payroll tax
financestransferstoworking househol ds both infact and in themodel.
Furthermore, it is not likely that the gain in aggregate income sug-
gested by the model, about $14 billion annually, would justify either
the value of the reductions in pensions and health care for the aged
needed or the increase in the deficit or other taxes that would be
otherwiserequired to offset the revenue lossattributableto cutting the
payroll tax by 50 percent.

Employment protection policies include severance pay, prior noti-
fication requirements, procedural requirementsfor laying off workers,
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and firing penalties. As mentioned earlier, considerable controversy
over the expected impact of employment protection policy on unem-
ployment exists because of its indirect disincentive effect on job
creation. In this analysis, policies designed to discourage layoffs are
represented by a financial penalty incurred by the employer when a
worker islet go. Theeffectsof afiringtax of thiskind equal to $2,500
per worker laid off, one month's pay in 1990 on average, on both the
duration of an unemployment spell and on unemployment incidence
arequitelarge.® Namely, theimpacts reported in thefifth row of Table
2imply that duration wouldincrease from three to almost four months
while incidence would decrease from 7 percent to less than 6 percent
per quarter. Because the former is larger in percentage terms than the
latter, the net effect implied by the model isan increase in unemploy-
ment. In short, thedisincentive effect on job creation more than offsets
the intended effect of the tax, to reduce unemployment by charging
employersfor laying off workers. Furthermore, themodel implies that
the tax would cause a large reduction in aggregate output, $400 per
labor force participant per year, and would have virtually no effect on
permanent labor income. The decrease in aggregate income is due to
both the negative employment effect and to the reduction in labor
productivity resulting from the fact that the tax lowers reservation
productivity and slows the process by which workers are reall ocated
to more productive activity.

Active labor market policy is represented in the model by asubsidy
to hiring which can either be interpreted as government assistance in
the job/worker matching process, government financed training, or as
atax credit per worker hired paidto employerssimilar to the New Jobs
Credit of 1977. In Table 2, theeffects of asubsidy equivalent to$2,500
in 1990 per worker hired, the monthly average wage, are reported in
the last row. The estimates suggest that a subsidy of this magnitude
would reduce the duration of the typical unemployment spell by
almost one month but would also increase incidence from 7 percent
per quarter to amost 8 percent. Still, the projected net effects on both
employment and aggregate income would be positive and relatively
large, the unemployment rate would fall by 1.26 points, and aggregate
permanent income wouldincrease by $277 per |abor force participant
or $32 billion annually in theaggregate. Theeffect on permanent labor
income is even larger, an increase of $322 per year per labor market
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participant, amost $39 hillion per year in total. In sum, the figures
suggest that a hiring subsidy would bejustified on efficiency grounds
and would also greatly benefit workers, particularly relative to ater-
native policiesthat promoteemployment protection. Indeed, the bene-
ficia effectson unemployment and aggregate output are larger than
those attributed by the model to a 50 percent reduction in unemploy-
ment benefits while at the same time worker income would increase
by $322 per worker per year rather than decrease.

Marginal dead weight tax lossesand subsidy gains

The marginal dead weight loss of atax isdefined astheratio of the
reduction in value of output attributable to the induced distortion of a
small increase in the tax divided by the revenue generated by that
increase. In other words, it is a measure of margina cost of the
distortion per dollar of revenue generated by the tax. An analogous
measure of the marginal gain attributable to a subsidy is the addition
to aggregate income per dollar of expenditure. These measures are
useful for several purposes. For example, a small subsidy financed
with budget balancing increase in the payroll tax is justified on
grounds of economic efficiency if and only if the margina gain per
dollar of expenditure exceeds the dead weight loss of an additional
dollar of tax revenue. The difference between the dead weight losses
associated with two different taxes provides a natural indicator of the
more economic meansof financing any small increasein expenditure.

In a dynamic context, the relevant measures of net output, tax
revenue, and expenditure are the present value of future stream
equivalents because the time distribution of reform effects on these
streams generally differ. See Judd (1987). For the model at hand, this
measure of marginal gain per dollar of hiring subsidy and the analo-
gousmeasuresof marginal dead weight loss of atax penalty onlayoffs
and a payroll tax are computed and reported in Table 3for aternative
calibrations of the model. In other words, the estimates reported in
each row of the table are for the particular parameter combinations
listed in thefirst column. All parameters other than those listed are set
at the baseline values reported in Table 1. In each case, the value of
leisure b and the minimum productivity parameter y are chosen so that
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themodel's steady-state unemployment duration and incidence match
recent U.S. experience given the workers' share parameter 3. Hence,
the variation in resultsreported in the table provides a test of sensitiv-

Table3
Marginal Gain per $of Hiring Subsidy Expenditure and
Dead Weight L ossesper $ of Firingand Payroll Tax

Revenue
Hirin
Calibrated Parameter Vaues Subs Firing Tax  Payroll Tax
B=0.1,p=0.54,y =0.72 0.27 -0.16 -0.10
B=02,b=045y =0.68 0.47 -0.41 -0.07
B=0.3,b=0.32,7 =0.63 0.73 -0.71 -0.06
B=04,b=0.16,y =0.56 1.07 -1.11 -0.05
B=0.5,b=0.00,y =047 1.56 -1.68 -0.05

ity with respect to the uncertainty that exists about the value of B.
Finally, the marginal effects of a hiring subsidy, firing tax, and a
payroll tax arereported acrosstheremaining three columnsin theright
panel of Table 3.

Tointerpret theinformation reported in Table 3, | begin by consid-
ering themarginal effectswhen workers shareisat itsbaselinevalue
of 30 percent, that is, B = 0.3. Thefirst result reported in the middle
row of the table implies that a small hiring subsidy yields an addition
to aggregateincome of $0.73 per dollar of subsidy provided that lump
sum financing were available. The net gain in the absence of lump
sum taxation depends on which tax is used to finance the subsidy. As
the marginal cost of a dollar of revenue financed with afiring tax is
$0.71 and with a payroll tax is $0.06 for these base line parameter
values, the hiring subsidy yieldsa positive net return in either case but
asubstantially larger onein the case of payroll tax financing, at least
at the margin.” As an implication of the large differential in the
distortions caused by the two taxes at these parameter values, it also
follows that experience rating the Ul tax is an inefficient device for
funding Ul benefits. In particular, a net gain in output equal to the



210 Dale T. Mortensen

difference, sixty-five cents on the dollar, is realized by reducing the
degree of experience rating and financing the revenue loss by a
compensating increasein the payroll tax. In sum, the results reported
in the third row of Table 3 support the suggestions implicit in the
estimates of policy impacts reported in Table 2. Namely, a hiring
subsidy does offset the disincentive effects of Ul benefits and payroll
taxes on job creation. Furthermore, increasing the degree of experi-
ence rating and/or adding employment protection measures would
discourage job creation and reduce economic welfare.

The other rows of Table 3 suggest that the general conclusions of
the computational experiment at baseline parameters are valid for
other values of the worker share as well athough the magnitudes of
the marginal effects do depend on B. In particular, the marginal gain
attributable to a hiring subsidy rises steeply with the value of the
workers share of match rent parameter B as does the differential
marginal dead weight loss of afiring tax relative to a payroll tax. The
reason is that a higher worker share of match surplus reduces the
expected return that employers can expect to realize from such an
investment. Conversely, if workers share is sufficiently low, then
employers have an incentive to overinvest in job creation. Indeed, in
the absence of other distortions, Diamond (1982) and Hosios (1990)
have shown that atax on hiring rather than asubsidy iscalled for when
workers share is less than one minus the elasticity of the matching
function with respect to vacancies. However, even when theworkers
shareof match surplusisamere10 percent, themarginal gaininoutput
per dollar of hiring subsidy exceeds the dead weight loss of a dollar
collected through either a payroll or afiring tax.

Concludingremarks

The computational experiments conducted in the paper makes use
of the Mortensen and Pissarides (1994) equilibrium labor market
model calibrated by Millard and Mortensen (1994) to be consistent
with unemployment experience and policy in the United States. The
results suggest that the provisions of the Ul system have important
disincentive effects on job creation. Specifically, the model implies
that a 50 percent reduction in Ul benefit levels would decrease the
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natural unemployment rate in the United States by almost one and
one-half percentage points. Although the implied gain in aggregate
output attributable to the reform is $31 billion per year, the projected
decrease in worker annual income is also large, some $26 billion per
year. The effects of reducing the maximum length of the unemploy-
ment benefit period by 50 percent all havethesame signsbut are about
half the magnitudes. Finally, these figures do not account for the lost
value of the safety net provided by Ul that would occur were benefit
level or period reduced. In short, the redistribution of income away
from workersislarge and callsinto question any suggestion to curtail
either the unemployment insurance benefit | evel sor maximum benefit
period in the United States.

Employment protection is sometimes recommended as a means of
reducing unemployment even though the net effect of imposing acost
of firing on employers is theoretically ambiguous because of the
disincentive that such a cost has on hiring. In a hypothetical experi-
ment in which afiring tax isinstituted equal to the average worker's
monthly earnings, the model implies alarge negativeeffect on unem-
ployment incidence and a large positive effect on unemployment
durationresulting inasmall positive net increasein the unemployment
rate. Because the creation of more productive jobs are adversely
affected and because the continuation of relatively low productivity
jobsisencouraged by the policy, annual aggregate net output falls by
an amount equivalent to $48 billion in 1990. These results cause
concern about the productivity consequences of the recent trend
toward more job protection measuresin the United Stateswhile at the
same time provide support for reforms in Europe designed to reduce
these kinds of restrictions on labor mobility.

Finally, an experimental subsidy paid toemployersfor each worker
hired of the same magnitude, one month of average earnings, reduces
the unemployment rate by 1.26 points and increases aggregateincome
by $32 billion per year even though a hiring subsidy inducesa higher
layoff rate in the model. Furthermore, it is the workers who receive
the bulk of the economic benefits of the subsidy as a consequence of
both increased employment and wages. Because payroll taxes do not
have big disincentive effects in the model, the results of the experi-
ment suggest that the subsidy is productive even if fully financed with
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atax on wages. Indeed, at baseline parameters, theestimated marginal
net gain in aggregate income is sixty-five cents per dollar of subsidy
financed with a payroll tax after account is taken of the dead weight
lossof thelatter. These results provide support for active labor market
policies designed to encourage job creation.
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Mathematical Appendix

The specific formulae underlying the calculations reported in the
text are summarized here. Thedetails of their derivations can befound
in Millard and Mortensen (1994).

The equilibrium relationship between reservation productivity and
market tightness that characterizes the job creation condition, that
labeled CCin Figure 1, follows:

0 - 1-R
k_ ,9, sy = .
(AD) € )t RV 0980 1+Bn{r+5+q’"(9)+’”}

Thecurvelabeled DD in Figure 1 representsthefollowing relationship
between reservation productivity implied by thejob destruction deci-
sion

1-B
(A2) R+ (r+38+gm(0)) q)+(r+5+qm(9)+7\-Il+Bn]

1
[-RYdF() = (1+mw
R

where w, the wageon ajob of marginal productivity, solves

(A3) woBERH (r+5+gm(6))¢) + (1-P)g(w,0.b,p.7)
1+PBn
(m(8) (1-q) B (1+B) (1-R)
r+8+gm® +A 1+Pmn)?

Thefunction

_ (rem(@))t

(Ad) gw,0,b,p,T)=b+pw(l-e )

represent the value of leisure plus the Ul benefit flow received when
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laid off appropriately adjusted for benefit period limitation,t. Analo-
gously, the function

Epw[l_e—(r+m(9))‘t]
r+ m(0)

(AS) f(w,0,0,p,T.6)=0+

represents the total cost of laying off a worker, the firing penaty ¢
plus theexpected tax on the Ul benefit stream received by the worker
during the subsequent spell of unemployment. Finally, the particular
forms of the unemployment hazard and the distribution of idiosyn-
cratic productivity innovationsfunctions used in the calculations are

(A6) m(0)=6n
and

(A7) F(x)=f;_z v xe [y, 1].

Given equations A1 through A7, one can compute the equilibrium
reservation productivity and market tightness pair (R,8) for any speci-
fication of the parameters, such as the baseline valuesin Table 1.

Thedynamic laws of motion for the associated equilibrium level of
market employment, represented by N, and the employment density
over match productivity, denoted as n(x), are represented by the
differential equations
(A8) N=m(8) (I -N)- (S+AF(R)) N
and

(A9) n(x) =AF (X)N - (5+gm(0)+M)n(x) V x <1

Of course, the unemployment rate denoted as Un in the text equals
[-N* where N* isthe steady state solution to equation A8. At any date
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t, aggregate output net of recruiting and training costsis

(A10)
Y()=N@) + IJ. (Ge—=D)n(x,5)dx + b(1-N(1)) — [cO + km(8)] (1-N(1))
R

where N(t) and n(x,t) represent the solutions to equations A8 and A9
respectively. Finally, permanent aggregate net output (whichincludes
the value of leisure of the unemployed) is defined asfollows:

(ALl)  Y=r[Vnear
0

Note that a change in any policy parameter instantly changes the
equilibrium reservation productivity, R, and market tightness, 8, in
equation A10, but does not affect the initial distribution of employ-
ment. Because thisdistribution will evolveover timeto its new steady
state, the marginal effect of a parameter change on permanent net
output, Y, isaweighted average of the varying marginal effectson the

stream of future values Y(1), t € (0,00).

The net government transfer per labor force participant at time't,
total taxes less Ul benefit payments and hiring subsidies, is defined
by

(A12) G() =TB(t) + QAF(R)N(F)
1_e_r+m(6))‘|:

- <1—e)p[—

rem(®) }i(t)KF (R) — om(8) (1-N(1))

where

1

(A13) B(@) =o()N() + J (0(x) — o(1)na(x, £) dx
R

is thetotal wage bill at timet and wherein turn
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B (x+(r+8=gm(6))9) + (1-Blg(w.8.b.p.7)
1=pn
m(0) (1-q)  B(1-B) (1-R)
r+d+gm(8)+A  (1+Pm)?

is the wage paid to a worker employed in ajob with productivity x.
Finally, total earnings (including the value of leisure enjoyed when
not employed) and Ul benefit payments plusother per capita govern-
ment transfers received by working participants at date t equal

(Al4) ox) =

1—e—(r+m(@)T

(A15) W() = B(1) +b(1-N(1)) + P[W

]B(I)XF(R) +G(.

Finally, the permanent measure of this stream of labor income and of
the stream of government transfers per participant are respectively

(A16) W= r[W(tetde
0

and

(A17) G = [G(nedr.

The reform induced changes in welfare measures reported in Table
2 arethechangesinducedin Y and Wasdefined by equations A11 and
A16 under the assumption that the system isin the old steady state
when the reform takes place-at time t = 0 and that the reform is
permanent. A marginal gain or loss reported in Table 3 is the ratio of
thechangein Y divided by the change in G induced by asmall change
in the relevant.policy parameter:

Author'sNote: The author acknowledgesthe financial support of the National Science Foun-
dation (NSF award no. SBR9308872) and the assistance of Stephen P. Mullard. Still, the opin-
ionsexpressed in the paper and any errorsit containsare the sole responsibtlity of the author.
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Endnotes

'See Kydland and Prescott (1994) foradiscussion of the role of thecomputational experiment
in economic policy analysis.

Because the only investment in the model 1s in the form of recrwiting and training costs
mncurred by employers which are expenditures regarded as current expenses for income tax
purposes, ordinary income taxes are neutral in this model provided that profits, wages, and Ul
benefits are all taxed at the same marginal rates.

3In the model, bargaining adjusts the wage so that who actually pays the tax is irrelevant

*Permanent income is defined as the imputed | nterest income on the expected present value
of afuture stream, that is, an exponentially weighted average of the future stream where the
weights reflect time preference. Hence, 1n each case account 1s taken of the dynamic paths of
future income adjustment to each policy reform.

SThese calculations account for the'pnvate income effects of the benefit reduction. In
particular, the government saving attributable to the Ul benefit decrease 1s assumed to be
redistributed equally among all working households asalump sum transfer. (See equations A 12
and Al15.)

5In light of thefact that thecost of employment protectton in the United Kingdom isestimated
to be ashigh asthreemonths' averageearnings, thesizeof this hypothetical tax isnot particularly
large.

"In particular, experiments reported in Millard and Mortensen (1994) suggest sharply dimin-
ishing returns to the subsidy which explain 1ts relatively. small impact on_aggregate output in
Table 2.
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Commentary: Reducing Supply-Side
Disincentivesto Job Creation

Martin Feldstein

Asl've listened to the presentations and discussion at this confer-
ence over the past two days, | have been fascinated by the clear shift
in the professional consensus on unemployment that has taken place
during the past two decades. Twenty years ago, when | first started
writing about how unemployment insurance and other labor market
policiesincrease therate of unemployment, ! these were radical ideas
that met with a very hostile reaction. Asl listen to Paul Krugman and
others at this meeting, I'm having a hard time adjusting to finding my
viewssomuchin the mainstream of current thinking about unemploy-
ment.

DaleMortenson's paper on the supply-sidedisincentives toempl oy-
ment providesavery rich and complex analytic approach todiscussing
possible supply-side policies. He presents an explicit theoretical
framework and gives numerical values to its theoretical parameters.
Analytic models like this can be helpful in sharpening our economic
intuition. They provideinsights that would be missed withlessformal
and less complex specifications. Of course, al models—even com-
plex models like this one—are simplifications. Suchrsimplification is
necessary if amodel isto betractable. If the simplifications are chosen
well, the model helps to sharpen our insights.

But the simplifications involved in an abstract model like this one
mean that we must be very cautious about giving aliteral interpretation
to the numerical estimates that the model produces. The need for
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caution iseven greater when, asin thiscase, the parameter values that
are built into the model are very uncertain. Two examples will
illustrate the consegquencesof simplification and of uncertain parame-
ter values.

Hiring bonuses

Professor Mortensen's discussion of hiring bonuses illustrates the
way in which an oversimplified description of the economy can lead
toinappropriate conclusions. A hiring bonusplan would give employ-
ers a payment for hiring a previously unemployed worker. It seems
plausible that such a bonus would make it easier for the unemployed
tofind work and would be a better useof unemployment benefits than
continued support for an individual who is not working.? It is not
surprising that Professor Mortensen and many others thereforefavor
such hiring bonuses.

In practice, however, a hiring bonus has more complex effects that
may make it lessdesirable or even counterproductive. Studies by the
Organization for Economic Cooperation and Development (OECD)
show that most of those unemployed who find work with a subsidy
would havefound ajob at roughly the same time even without such a
subsidy. Such individuals receive a costly subsidy with virtualy no
benefit in terms of reduced unemployment. Moreover, many of those
with subsidies who do get jobs may simply displace others who don't
quaify for subsidies. Again this means costs to the taxpayers with
little or no net gainin job creation. A recent OECD review of national
experiences with hiring bonuses found that the combination of subsi-
diesfor intramargina jobs (that is, for those who would have found
work without a subsidy) and job displacement often account for 80
percent to 90 percent of the participants in hiring subsidy schemes.

Thereisafurther adverseeffect of hiring bonusesthatisal soomitted
from the Mortensen model. The availability of a bonus or subsidy
when a new job is filled with an unemployed worker encourages
employees to take the kind of work —temporary jobs, seasonal jobs,
cyclica jobs—that islikely to lead to more unemployment because
there is a wage bonus for passing through a spell of unemployment.
This lowers wages in these industries and therefore leads to an
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expansion of high unemployment types of activities. Hiring bonuses
also encourage firmsto lay off workers since thereis a subsidy that
comes with the new hires who replace them.3

My judgment is that this more complete picture of the effects of
hiring subsidies implies that they arelikely to be a very bad use of
public funds. If 80 to 90 percent of the apparent success are realy
wasted dollars that do not add to employment and if the program also
creates strong incentivesfor additional unemployment, it may well be
that the net effect is actually to increase total unemployment as well
asto raise the cost to taxpayers.

To illustrate the importance of the uncertainty of the parameter
estimates, let me focus on one key relation in the Mortensen model:
the matching function™ that indicates the extent to which turnover in
the labor force leads to increased productivity of the labor force
(because new workers are a "better match” for their jobs than old
workers) and therefore to higher national income. A great deal could
be said about such arelationship. | only want to emphasize that the
magnitude of theeffect isextremely difficult toestimate. A model that
dependson anumber of such difficult-to-estimate key parameters can
beanalyticaly useful in sharpening our understanding of how results
depend on particular parameter values. But it would be wrong to give
significant weight to the predictions or the cost-benefit cal culations
implied by such a model with a particular set of parameter values.

For these reasons, | am inclined to regard the Mortensen paper as
potentially helpful to usin understanding some of the many positive
and negative channels through which government labor market poli-
cies can affect unemployment and overall national income. But I do
not regard the specific simulation result as a basis for estimating the
likely effectsof actua policy changes.

Theeffectsof unemployment insurance

In the remainder of my remarks, | will focus on one labor market
policy that has been a particularly important source of the high
structural unemployment rate in the United States and other major
industrial countries: the unemployment insurance (Ul) system. The
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Ul systemdeservesour attention not only because of itsvery important
adverse incentives but also because experience shows that useful
reformsare possible and that the reduction in unemployment through
such reformscan beachieved without increasing the number of people
in poverty or adversely affecting theliving standard of those who are
already poor.

Much of the discussion in Europe about the distorting effects of
unemployment insurance rightly focuses on the very long durations
of insured unemployment that are possible under European rules. The
evidence that limits on duration reduce unemployment is very clear.

Inthe United States, most of those who enter insured unemployment
remain unemployed for much less than the maximum period (which
is typically six months). Although reducing the maximum duration
would reduce unemployment in the United States, most of those who
are unemployed are affected more by thelevel of benefitsthan by the
maximum duration of benefits.

High replacement rates

In most states, the level of weekly benefitsisset at 50 percent of the
past weekly wage rate (subject to an upper limit). Many states also
pay additional benefits for dependents. Since the late 1970s, unem-
ployment benefits have gradually been subjected to income tax and
are now fully taxable under the federal income tax. They are not
taxable under the payroll tax and arefrequently not taxed under state
income taxes. This difference between the taxation of wage income
and of Ul benefitsimplies that the Ul net replacement rate—the ratio.
of net-of-tax benefits to net-of-tax wages—is greater than 50 percent.
For example, for someone with the lowest federal marginal tax rate,
the asymmetry in tax rulesimplies a replacement rate of 58 percent.*
Since past wages are likely to be higher than the wage that the
unemployed individual will earn on a new job, the net replacement
raterelative to potential net wagesisgreater than 60 percent. It would,
of course, be higher if the state provides dependent benefits.

The combinationof taxesand Ul rules means that an individual who
can earn $15 an hour or $600 a week in pretax wages if employed or
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receive $300 a week in pretax Ul benefitsif unemployed, is actually
facing the choice between $432 of net wagesfor working and $255 of
net benefits if unemployed. Thedifference isequivalent toonly $4.42
cents an hour or less than a third of the pretax wage.

The adverse incentives are even greater when the individual is
potentialy eligible for other benefits if unemployed, including the
Earned Income Tax Credit, food ,stamps, Medicaid, and housing
subsidies. Thisisparticularly important for low-skilled, part-year, and
part-time employees.

Consider just the effect of the Earned Income Tax Credit (EITC).
Thisfederal program matches wage income up to acertain low limit
(depending on family size), then provides a flat annual subsidy, and
finally isreduced at arate of 17 cents per dollar of additional earnings.
Most recipients of the EITC arein this phase-out range whereit raises
marginal tax rates on wage income substantially. Since the receipt of
unemployment benefits does not reduce EITC benefits, this creates a
much greater disincentive to work for anyone whose aternative to
work is Ul benefits.

A typical EITC recipient might be a woman who would earn $300
a week in gross wages if she works. An additional week of work
would, however, produce additional net income of only $166 because
of the combination of the 15 percent persona income tax, the 7.65
percent payroll tax, the 5 percent state income tax, and the 17 percent
EITC benefit reduction. An additional week of unemployment would
mean agross benefit of $150 and anet benefit of $128. The net reward
for working would be only $38 per week or less than adollar an hour.
The net replacement rate is the ratio of $128 to $166 or 77 percent.

The other income-related federal and state subsidy programs—
Medicaid, food stamps, housing subsidies, and the like—reduce the
reward for working even more. Itisnot surprising that unemployment
remains high among low-skilled individuals. Such unemployment
means that they have lower money income than they would if they
worked and that they do not develop the skills and experience that
would help them earn morein thefuture.
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Sour cesof unemployment

The high replacement rates affect not only the duration of unem-
ployment, but also the flow into unemployment. The duration effect
is the most direct and obvious. an individual will remain unemployed
aslong as the value of leisure and the gain from search outweigh the
lost net income. The Mortensen analysisfocuses on duration, but the
other ways in which Ul increases unemployment may be at |least as
important.

Unemploymentinsuranceencouragestemporary, seasonal, and cycli-
cal unemployment. Because the loss of a job involves a smaller
financial loss to the individual, the additional wage necessary to
compensatefor thegreater risk of unemployment isless. Thisreduces
thecost of firmsand industries that inherently provide more seasonal,
cyclical, or temporary jobsand therefore increases the market demand
for the products of such firms. A stronger experience rating system
would reduce this subsidy and therefore the creation of excess unem-
ployment.

A particularly important form of unemploymentinthe United States
that seems to have little counterpart in Europe is *temporary layoff
unemployment™ in which the individua will return to the job, but is
temporarily not working. Such temporary layoff unemployment now
accountsfor about one-third of al unemployment that isclassified as
"jobloss” (asopposed toquits, new entrants, and reentrants) and about
40 percent of the unemployed who receive unemployment compensa-
tion. Because unemploymentinsurance subsidizessuch unemployment
and experience rating does little at the margin to discourageit, firms
have much more temporary layoff unemployment (rather than adjust-
ments in hours, inventories, and prices) than would be economically
efficient.”

Thedeadweight loss

The deadweight loss caused by the distorted incentives of unem-
ployment insurance dependson theextent towhich Ul benefits change
behavior and on the gap or wedge between the marginal product of
labor and the net compensation for working that remains when the



Commentary 227

individual is eligible for unemployment insurance. The individual |
discussed earlier who earns $300 a week beforetax but who, because
of taxes, the EITC, and Ul benefits only gains $38 by a week by
working instead of being unemployed has a distorting wedge that
exceeds 88 percent of the marginal product of labor.6

Suchawedgeimpliesvery largedeadweightlossesfrom theincreased
unemployment induced by our Ul system. | emphasize that thisisthe
deadweight loss and not just the loss of income. Against that loss of
incomeis balanced the value of unemployment time spent in leisure
or in productive job search.

Careful readers of Dale Mortensen's paper will realize that thisis
not his conclusion. | do not feel comfortable trying to explain the
reasons for the difference because | do not understand al of the
sources of his estimated increase in productivity associated with
unemployment. But | suspect that the differenceliesin the simplified
structure (which ignores induced job losses) and in differencesin the
parameter values. Wherel see net replacement rates of 50 percent and
77 percent and a deadweight loss wedge of 88 percent, Mortensen
summarizes the benefit replacement rateas 25 percent (reflecting a50
percent statutory rate and a 50 percent participation rate among the
uninsured).

Possibilitiesfor reform

The adverse effects of Ul used to be worse and need not be as bad
inthefutureasthey aretoday. It is useful tolook at a major successful
reform of Ul that occurred inthe United States: subjecting Ul benefits
to personal income taxation.

When the idea was suggested in the early 1970s, it was deemed to
bepolitically impossible. But such taxation was introduced during the
Carter administration on a very partia basis and then expanded to
compl ete taxation under thefederal incometax in the 1986 tax reform
legidlation.

Subj ecting benefitsto theincome tax reduced the replacement rates
substantially, particularly for second earners in high income house-
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holds. Anindividual who paystoday's 39 percent maximum marginal
incometax ratefaces a net replacement rate of 63 percent. If benefits
were not subject toincometax, the net replacement rate would exceed
100 percent, generating more income for not working than for work-

ing!

Studies by Patricia Anderson and Bruce Meyer indicate that sub-
jecting Ul to the income tax has been responsible for most of the
one-third decline (from 50 percent to 33 percent) in insured unem-
ployment as afraction of total unemployment (Anderson and Meyer,
1994).

This reform has the virtue that it reduced the highest replacement
rates which aretheonesthat appear to bedisproportionately distorting.
Moreover, sinceit only reduced net Ul benefits by including benefits
in taxable income, it did not reduce net benefitsfor anyone whoistoo
poor to pay taxes. That experience makes me dissent from Paul
Krugman's comment that al policies to reduce structural unemploy-
ment are likely to increase poverty.

The experience with taxing Ul benefits suggests other possible
directionsfor Ul reform that would also improve incentives without
creating poverty. Oneidea would be to treat Ul benefitslike self-em-
ployment income and subject them to the payroll tax and cause them
to offset EITC and other benefit payments.

A moreradical reformwould end thefeature of giving more benefits
to those unemployed who had previously had above averageearnings.
A maximum benefit equal to the current average (about $200 a week)
would continueto provide protection while reducing the labor market
distortion. Moreover, higher income employed individuals would be
induced to save more as a reserve to supplement their Ul benefits—a
good thing in itself. And this could be encouraged by tax-favored
unemployment savings accounts that would cost much less govern-
ment revenue than the current system.
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Endnotes

1See, forexample, Feldstein (1973a, 1973b, 1974, 1975a, and 1976). Thefirst of thesestudies
was prepared for the Joint Economic Committee. Chairman Proxmire was so unhappy with the
conclusions that they refused to publish it for several months until they had assembled a group
whose critical comments could be included in the same volume.

2In the Mortensen anal ysis, the hiring bonus reduces unemployment by making the uninsured
more willing to accept employment rather than through increasing thedesire of thefirm to hire
them. More specifically, the hiring bonus raises the pay that would go to the employee and that
increased opportunity cost of unemployment causes the individual toaccept employment sooner
than he or she otherwise would.

3The extent to which the hiri ng bonus leads to higher wages to the employee (and therefore
agreater incentivefor employees toseek unstableemployment) or tolower net-of-subsidy wages
to the firm (and therefore an increased output in unstable industries and a greater turnover of
workers) is a standard 1incidence question that depends on the relative supply elasticities of
employees and demand elasticities of firms. If enough firms compete for the subsidized new
hires, the effect may be to pass along the enttre subsidy to the new hires themselves.

*For someone who paysa 15 percent marginal federal income tax, a 7.65 percent payroll tax,
and a S percent state income tax, an additional dollar of gross wage income resultsin 72 cents
of additional net wage Income. The 15 percent federal tax reducesa 50 percent gross benefit to
a 42-cent net benefit. The net Ul replacement ratio isthus42/72=0.58.

3See Feldstein (1975b, 1976, and 1978) for a discussion of temporary layoff unemployment
and evidence on how it 1s affected by Ul benefits.

The marginal product of labor is the pretax wage plus the employer's payroll tax of 7.65
percent. Thus the margina product of labor for thisindividual 1s $323. The wedge is 1-38/323
=0.88.






Commentary: Reducing Supply-Side
Disincentives to Job Creation

Assar Lindbeck

Thefocusof thisconference on the supply sideof the economy is
fine, but we can get more mileageout of the discussionif we zoomin
on theinteraction between the supply sideand thedemand side. It was
not a sudden deterioration in the supply side of theeconomy, such as
adrasticreductionin theflexibility of thelabor market, that triggered
therisein unemployment in the Organi zationfor Economic Coopera-
tion and Development (OECD) countries in the mid-1970s, early
1980sand, again, in theearly 1990s. Rather, the proximate causes of
the stepwise rise in unemployment in these instances seem to have
been the two oil price hikes and the restrictive demand management
policy which was pursued, in particular in the early 1980sand 1990s,
to bring down the high rate of inflation.

It would seem, however, that earlier existing deficiencies on the
supply side, including the consequences for the labor market of
various welfare state arrangements, influenced the way in which our
economiesreacted to these shocks. In other words, my interpretation
of eventsisthat variousfeatures on the supply side contributed to the
propagation and persistence mechanismsadf the oil price shocks and
demand shocks.

Thisinterpretationis a so consi stent with the Nordic experience. In
spitedf very generous unemployment benefits, high hiring and firing
costs, and rigid rel ative wages, unemployment was quitelow in these
countries until they were hit by severe macroeconomic shocks—in
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Denmark in theearly 1980s, in Norway in thesecond half of the 1980s,
and in Sweden and Finland in the early 1990s.

There areal so other important interactionsbetween the demand and
supply sides. Policies aimed at eliminating various rigidities on the
supply side of the economy will not result in many new jobs if there
areno vacancies tofill. Similarly, expansionary demand-sidepolicies
will not result in a larger increase in aggregate employment if the
supply side, including the labor market, does not function reasonably
well.

Let uslook at Dale Mortensen's rich, elegant, and interesting paper
in this context. The systematic distinction between the effects of
policies on aggregate employment and on economic welfareis par-
ticularly useful. Mortensen's flow model of matching, job creation,
and job destruction is apparently quite appropriatefor the purpose of
the analysis, with aggregate employment determined by the equality
between the flow of labor into and out of unemployment. The model
has some similarity with recently rather popular models (applied in
the paper by Bean) in which equilibrium aggregate employment is
instead determined by the intersection of a stock-demand curve for
labor and a wage-setting curve. The comparative statics analysisin
the two models is also rather similar; indeed, Mortensen's basic
diagram (Figure 1) may be reinterpreted in termsof a stock-demand
curve for labor and a wage-setting curve, with the real wage rate on
the vertical axis.

The main difference between the two approaches is, | believe, that
the flow approach gives a richer description of the labor market by
emphasizing the dynamic processes that go on, including the emer-
gence and thefilling of vacancies. Theflow approach also provides a
disaggregation of the unemployment rate into unemployment inci-
dence and unemployment duration.

Itisuseful toorganizethefollowing commentsaround Mortensen's
guantitative policy experiments. The conclusions from the experi-
ments usually seem quite reasonable, but there are, of course, some
problems. The analysis of lower unemployment benefits (Table 2) is
flawed by thefact that M ortensen does not respect the balanced budget
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constraint (neither ex ante nor ex post). This shows up in the conclu-
sion that workers collectively experience incomelossin spite of the
fact that net output per worker increases, the reason being thefall in
transfers to the unemployed. This conclusion would not survive a
balanced budget constraint. For instance, tax reductionsor increased
transfers (such as child care or pensions) of the same size as the
reduction in the unemployment benefit payments, would reverse the
conclusion that workers do not gain as a group. The experiment with
stricter limitson thedurationof unemploymentbenefitssuffersfrom the
same problem. If the balanced budget constraint had been respected,
the aggregate income gain for workers would have been larger than
in Mortensen's anaysis.

The experiment with higher firing costs, representing stricter job-
security legidlation, results in his model in somewhat higher unem-
ployment and lower income for workers. This is a net effect of the
standard result that both firing and hiring are discouraged, which
means that aggregate employment tends to be stabilized at approxi-
mately theinitially existing level —whatever this happensto be.

It is perhaps worth making the obvious point that a policy action
that tends to stabilize aggregate employment at the initially existing
level has very different welfare implications when unemployment is
initially low and when it isinitially high, asin Western Europe today.
It is also likely that high labor turnover costs have quite different
effects when there is great uncertainty about future business condi-
tions than when such uncertainty issmall: intheformer case high labor
turnover costs would be expected to be particularly damaging to new
hiring. This suggeststhat crucial aspectsin the analysisarelost if we
only look at some average effects over the cycle. The effects would
also be expected to differ between large and small firms, with greater
effects on the latter.

Mortensen treats the experiment with a shift to fully experience-
rated payroll taxes in the unemployment-benefit system in the same
way as higher firing costs for labor: both raise the costs of firing and
therefore, in an intertemporal framework, also the costs of hiring
workers. Thereis, however, another important aspect of experience-
rated payroll taxes, which is lost in a model without systematic
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differences between jobs. Strongly cyclical production sectors, such
asthebuildingindustry, aresystematically subsidized in thereal world
when unemployment benefits are financed by uniform payroll taxes.
This is avoided with fully experience-rated fees. The fact that this
aspect is neglected in the model should be kept in mind when Morten-
sen concludes, ""Without further study, | cannot recommend this
reform (fully experience-rated fees) here or abroad.” My pointillus-
trates the limitations, for the purpose of the analysis pursued, of a
model with only one type of labor, hence in fact with only one
production sector.

Considering the richness that is aready embedded in Mortensen's
model, it is too much to ask the author to incorporate considerations
like these in his forma model. | have made these remarks only to
illustrate the dangers of building policy recommendations on models
that abstract from potentially important aspects of the problem under
anaysis.

Subsidies to new hiring of labor look particularly useful in Morten-
sen's study —interpreted as government assistance in the job/worker
matching process, government financed training programs, or outright
margina employment subsidies (for instance in the form of the New
Jobs Credits of 1977 in the United States). Thisisanatural conclusion
in this type of modd —as in many other labor market models.

It is, however, not quite clear why the new jobsthat are created by
marginal employment subsidies, asMortensen asserts, are necessarily
more productive than the nonsubsidized jobs that then disappear —an
assumption that playsaconsiderable roleintheanalysis. After all, the
transaction friction embodied in the matching function reflects real
resource costs and utility losses. Isit obvious that aggregate produc-
tivity will increase in the national economy if the costs to private
agents of such frictions are mitigated by subsidies? As | understand
them, the hiring subsidiesin Mortensen's analysis are really designed
to counteract, in a second-best fashion, various distortions that limit
the hiring of labor to begin with, such as tax wedges, job security
legislation, or unemployment benefits.

It may also have been interesting to study the consequences of
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different typesof hiring subsidies. For instance, subsidies to training,
possibly also to labor-market exchange systems and job counseling,
could perhaps be defended by reference to externalities, while this
argument may beweaker for outright marginal employment subsidies.

A complication with marginal employment subsidies is that we
cannot, inalong-term perspective, take thestructureof firmsasgiven.
Suppose, for instance, that it is the net additions to the employment
level of thefirm that qualify for subsidies. Firms may then split into
expanding and contracting entities to get marginal employment sub-
sidies. Indeed, experience of policy interventions shows that the
ingenuity among citizens to exploit, and cheat with, subsidies is
usually underestimated by economists and politicians.

Moreover, in an intertemporal setting, wage bargaining may be
influenced by expectations that the government will react to higher
unemployment in the future by additional marginal unemployment
subsidies. In other words, wage bargaining may be more aggressive
not only because of aready implemented margina employment sub-
sidies, but also because of expected subsidies in the future if higher
wagescreate higher unemployment. Large unions may be particularly
tempted to engage in such strategic behavior. Might not this mecha-
nism turn such subsidiesinto a permanent feature?

Perhaps the government may also be forced, by political pressure,
to keep giving hiring subsidies year after year to workers who were
hired earlier on the basis of such subsidies. After all, the government
has taken responsibility for theexpansion of employment in thefirms.
Will citizensthen not expect the government to take responsibility for
continued employment in these firms as well? If so, the current [abor
cost may, after a while, differ systematically between sectors and
firms with different historical employment paths, which is not likely
to be efficient.

According to studies in the 1960s and 1970s, the relation between
benefits and costsof activelabor market policy in Sweden, intheform
of public-sector retraining and public works programs, was quite
favorable. Economistsin Sweden are today more uncertain about the
usefulness of such policies. In particular, empirical studiesdo not give
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strong support for assertions that workers who have attended such
training programs have a significantly higher probability of getting a
job than workers who have not participated in such programs. (The
results of these studies are somewhat uncertain, however, as the
researchers may not have been abletoavoid selection biascompl etely,
in spite of considerable attempts to do so.) Studies also suggest that
peoplein public works programs largely stop searching for jobs, and
that they do not exert any downward pressure on real wages. .

Moreover, when there are very few vacancies, retraining largely
fulfills the function of keeping people away from open unemploy-
ment, and of helping them qualify for a new round of unemployment
benefits. After all, active labor market policy was initially designed
to improve the functioning of the labor market in high-employment
economies. The idea was to help people swim faster from the unem-
ployment islands to the vacancy islands, partly to limit wageinflation
in sucheconomies. In this sense, active labor market policiesfunction
best under high-pressure conditions with ample vacancies.

Mortensen also arrives at the conclusion that general employment
subsidies improve aggregate employment in the long run, though at
very high costsfor the government. Symmetrically, a general payroll
tax would in the long run reduce aggregate employment. Mortensen's
conclusion isreached, | believe, through his assumption that the value
of the alternative to income, that is, of leisure, isindependent of the
real wage. | would rather emphasize some different mechanisms to
explain why general payroll taxes (or general unemployment subsi-
dies) influence aggregateemployment. First, higher payroll taxestend
to raise labor costs for firms for a while, perhaps even as long as a
number of years, becauseof nomina wagerigidity. During thisperiod,
unemployment tendstoincrease, and various persistence mechanisms
tend to prolong thisrise in unemployment.

Second, in the case of very broad tax wedges, as exist in many
European countriestoday, wages for low-wage groups cannot always
fall in proportion to the payroll taxes. One reason is minimum wages
through legislation or wage bargaining. Another reason is that after-
tax wagesin somecases would havetofall below thereservation wage
of these groupsto keep labor costsfor firms unchanged —thereserva-
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tion wage being influenced not only by the evaluation of leisure but
also by thereturn on household production, thelevel of unemployment
benefits, the level of social assistance, and income levels in other
benefit systems, such asearly retirement.

Inconclusion, Mortensen's paper isan excellent one. It is, however,
important to compare the supply policies analyzed with aternative
supply-side policies, such aspolicies designed to hel pthelabor market
function just as a market, rather than as a system regulated adminis-
tratively by governmentsand unions. Obvious examples are a lower-
ing of high minimum wages and the removal of various privileges to
labor unions that help them to keep up wages for unskilled workers.
Other examples are the removal of barriers to the entry of firms, the
mitigation of imperfections in capital markets, and the reduction of
tax wedges, in particular in the sector of market production of house-
hold services.

Itisalsonecessary tothink carefully about the political mechanisms
that may be initiated by various policy actions. Otherwise we may,
after a while, wind up with policies which the proponents of various
policy proposals would never have recommended in the first place.
This has happened before. Private agents have much stronger incen-
tives than politicians and public sector administratorsto find ways of
drawing benefits out of government interventions. The effects of
policy interventions, therefore, often turn out to bequitedifferentfrom
the intended ones.






Active Labor Market Policiesto Expand
Employment and Opportunity

LawrenceF. Katz

All advanced industrial nations appear to be experiencing a jobs
problem. There simply appear to be too few decent employment
opportunitiesto go around. This difficulty manifests itself somewhat
differently in different countries. But no Organization for Economic
Cooperation and Development (OECD) nation appears to have been
able to fully escape rising wage inequality (sometimes coupled with
declining real earnings for.low-wage workers), weak employment
growth combined with secular increases in unemployment, or both of
these phenomena.

Over the past two decades or so, most Western European nations
haveexperienced substantial real wagegrowth that hasbenefited those
who remain employed. But they have also experienced stagnation in
employment growth, particularly in the private sector. The conse-
quence has been unemployment rates that have ratcheted up over
successive business cycles and persistent long-term unemployment.
Theunemployment/nonemployment problem hastypically been con-
centrated among less-educated workers and new labor force entrants.

Incontrast, theUnited Stateshas producedrel atively buoyant empl oy-
ment growth concentrated in the private sector over the same period.
But the United States has al so experienced slow real wage growthand
a substantial increase in overall wage inequality and in educational
wage differentials. The consequent large declinesin thereal earnings
of less-educated and low-paid workers have been associated with
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increased family income inequality and growing rates of poverty
among working families.

Japan and Sweden are two nations that appeared to be a bit more
successful in avoiding ajobs problem during the 1980s. Japan main-
tained low measured unemployment while expanding employment
and experiencing rapid growth inreal wages. Until recently Sweden's
combination of fairly centralized wage-setting and activelabor market
policies served to generate an extremely egalitarian wage distribution
and persistently low open unemployment. But both Sweden and Japan
havefaced difficult labor market problemswith rising unemployment
and signs of increasing inequality from the late 1980s into deep
recessionsin the early 1990s.

The jobs problem appears to be particularly concentrated in declin-
ing employment opportunities for less-educated and disadvantaged
workers as well as difficult problems for experienced dislocated
workers and for new entrants in some economies. While certainly
much of the high unemployment experienced in the 1980s and the
early 1990s has reflected weak macroeconomic situations, secular
increases in some form of labor market distress in most advanced
nations over the past twenty years substantially reflect structura
problems. A key driving force appears to be a strong shift in relative
labor demand agai nst less-educated workers and those doing more
routinized tasks and toward more-educated workers and those with
problem solving skills. Thisrelative demand shift appearstobelargely
associated with skill-biased technological change, but increased inter-
nationalization also plays some role. Although the shift in labor
demand against the*'less-skilled" appearsfairly similar across OECD
nations, the nature of the labor market outcomes generated by this
trend has varied depending on labor market (particularly wage-set-
ting) institutions, thegenerosity and operation of thesocial safety nets,
and education and training systems.

Theevidence that the United States has done better on employment
growth but worse on real wage and productivity growth and has
experienced larger increasesin wageinequality than Europeraisesthe
question of whether advanced industrial nations face an inevitable
tradeoff between more jobs (combined with greater wage inequality
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and slower real wage growth) and better jobs (combined with persist-
ently high unemployment). Policies that limit market wage adjust-
ments either through direct wage-setting interventions, restrictions on
hiring and firing, and/or a generous social safety net not conditioned
on work can prevent rising wage inequality but taken too far to an
extreme may risk employment stagnation. More decentralized wage
setting and "*flexible™ labor markets may produce better employment
growth, but, without increased and more effective effortsto improve
the prospects facing less-skilled and less-fortunate workers, such a
strategy appearsto generaterising wageand family incomeinequality
as well as growing social problems in distressed communities that
appear to have become increasingly disconnected from prosperous
parts of the mainstream economy.

These two rather bleak scenarios raise the question of whether there
existsa'third way" that increases the chancesof producing both more
and "' better" jobs. The possibility of such an approach is highlighted
through the realization that the underlying economic changesdriving
the relative labor demand shift against the less-skilled provide oppor-
tunitiesfor more rapid increasesin productivity, living standards, and
employment opportunities. The jobs problem arises because many
individual s (disproportionately theless-educated, dislocated workers,
and those from disadvantaged backgrounds) are experiencing signifi-
cant difficultiesadapting to theemerging new economy. Thethird way
needs to use some of the gainsof economic changetoinvest in greater
workforce adaptability and in improving the labor market prospects
of those most vulnerable to change. Such an approach probably needs
to be oriented around active labor market policies that deal directly
with the market shifts favoring problem-solving and "' soft™ (or cus-
tomer-oriented) skillsand adversely impacting |ess-educated workers.
Active labor market policies have the potential to improve the pros-
pects of the disadvantaged and the unemployed by investing further
in their education and training, stimulating employment opportunities
through direct job creation in the private and public sectors, and
providing assistance and information to more quickly match job
seekers with job openings.

In this paper | evaluate the evidence for whether such athird way
may be possible. | first examinein more detail how the deteriorating
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labor market situation for the less-educated and those from economi-
caly disadvantaged backgrounds has manifested itself in the United
States and other OECD nations. | next turn to a discussion of how
active labor market policies might be ableto improve the situation. |
review the evidence on the macroeconomic effects of such policies
and on their effectiveness in improving the earnings and employment
of disadvantaged and experienced unemployed workers. | conclude
that policies to create a more skilled and adaptable workforce can
make a positive difference in terms of both economic growth and
equity over the medium term and have the potential to produce some
modest reduction in the "natural™ rate of unemployment. But one
should not expect such policies by themselves to be a short-run
panacea for the jobs problem. Active labor market policies will be
most effectiveif complemented by macroeconomic policiesthat accom-
modate structural improvements in the operation of labor markets.

Risnginequality in labor market outcomes

In thissection | first summarize the evidence on rising inequality in
labor market outcomes in the United States. Second | examine the
extent to which analogous changes are apparent in other OECD
economies. | then present an explanation based on demand, supply,
and institutional factors of why the twist in the l[abor market against
theless-skilled has shown upin varied forms acrossadvanced nations.
Finally | briefly consider how theselabor market changeshaveadversely
affected individual s from disadvantaged backgrounds and have nega-
tively interacted with other serious socia problems in high-poverty
and high-unemployment communities.

Changesin the U.S. wage structure

Family income inequality increased substantially in the United
States over the last twenty years especialy during the 1980s. The
enormous disparities in the fortunes of American families in recent
years have largely been associated with labor market changes that
increased overall wage inequality and altered the wage and employ-
ment structure in favor of the more-educated and more-skilled. These
changes have been carefully documented by researchers using a
variety of datasets, including household survey datafrom the Current
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Population Survey, other household surveys, and establishments sur-
veys(for example, Bound and Johnson, 1992; Davisand Haltiwanger,
199.1; Gottschalk and Moffitt, 1992; Juhn, Murphy, and Pierce, 1993;
and Katz and Murphy, 1992.) The finding that wage inequality
increased substantially is not sensitive to the precise choice of data
set, sample, or wage measure.

Recent broad changesin the U.S. wagestructure can be summarized
asfollows:

e From the 1970s to the early 1990s wage dispersion increased
dramaticaly for both men and women reaching levels of wage
inequality for men that are probably greater than at any timesince
1940. The hourly earnings of a full-time worker in the 90th
percentile of the U.S. earnings distribution (someone whose
earnings exceeded those of 90 percent of all workers) relative to
a worker in the 10th percentile (someone whose earnings
exceeded thoseof just 10 percent of all workers) grew by approxi-
mately 20 percent for men and 25 percent for women from 1979
to 1989. The gap increased further in the early 1990s.

o Pay differentials by education and age increased. The col-
lege/high school wage premium doubled for young workers with
weekly wages of young male college graduates increasing by
some 30 percent relative to those of young males with twelveor
fewer yearsof schooling in the 1980s. In addition, among work-
ers without college degrees, the wages of older workers rose
relative to those of younger workers. A major earnings differen-
tial that did fall wasthat between menand women, whichdropped
substantially in al education and age groups in the 1980s.

e Wagedispersion increased within demographic and skill groups.
The wages of individuals of the same age, education, and sex,
working in the sameindustry and occupation, were more unequal
in the early 1990s than ten or twenty yearsearlier.

Since these changes in the wage structure occurred in a period of
stagnation in overall real wage growth, the less-educated and other
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low-wage workers suffered substantial real earnings losses relative to
analogous individuals one or two decades earlier.

Thetiming of these changesin the U.S. wage structure from thelate
1960s to the end of the 1980s is illustrated in Chart 1 using dataon
hourly wages for full-time workers from the March Current Popula-
tion Surveys (CPSs) previously analyzed by Freeman and Katz
(1994). The 1980s show some breaks from the past. The upsurge in
the college wage premium in the 1980sfollowed some decline in this
differential in the 1970s. The narrowing of the gender gap appears to
have started at the end of the 1970s. But rising within group (or
residual) inequality appears (at least in March CPS data) to be afairly
continuous process since theearly 1970s.

In summary, both one's labor market " connections” and one's
formal educational qualifications appear to matter more for one's
earnings today than in the past. Hours of market work also have
become increasingly more positively correlated with measures of
skill. Coleman and Pencavel (1993a, 1993b) find that annual hours of
market work haveincreased for highly educated men and women and
decreased for less-educated men and women over the course of the
last fifty years. Topel (1993) concludes that since the late 1960s
unemployment and nonparticipation for males has become increas-
ingly concentrated on those with low wages and the least education.
Two groups of workers seem to have particularly suffered in terms of
both wages and employment rates: young workers with limited edu-
cation and experienced job losers (or dislocated workers). Permanent
joblossesfor previously high-tenured workersaretypically associated
with substantial and permanent losses of earnings power as previously
specialized skills appear to become obsolete or rents from insulated
positionsin an internal labor market are lost (Jacobson, LaLonde, and
Sullivan, 1993).

A compar ative perspective on changes in the wage structure

How do changes in labor market differentials by skill and overall
wage inequality in other advanced nations compare to those in the
United States? Much recent research has examined this issue (for
example, Davis, 1992; Freeman and Katz, 1994, 1995; and OECD,
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1993). Table 1 categorizes countries by the way their wage structures
changed during the 1970s and 1980s. From the late 1960s to the end
of the 1970s, educational and occupational wage differentials (skill
differentials) narrowed in all advanced nationsfor which appropriate
data is available. With the exception of men in the United States,
overall wage ineguality for men and women also decreased through-
out the industrialized world in the 1970s.

Since the early 1980s the narrowing of skill differentials and wage
inequality has ceased in most advanced nations. But, as shown in
Table 1, not all OECD nations have experienced sharp increases in
wage differentials by skill similar to the United States. Most devel-
oped countries (including Germany, France, Italy, Austria, Australia,
Canada, Sweden, the Netherlands, and Japan) had moderateor in some
cases effectively no rise in both educational wage differentials and
overall wage inequality. The United States and Gresat Britain—coun-
tries with decentralized labor markets and systems of wage-setting—
experienced exceptionally large increases in wage inequality and
wage differentials by skill category. Chart 2 contrasts movementsin
overall wage inequality by sex for full-time workers in the United
States, Great Britain, France, and Japan.! Only in the United States
(with the possible exceptions of Australiaand Canada) did theselabor
market changes in the 1980s trandlate into large declines in the real
earnings of low-wage male workers who remained employed (even
thoseinfull-timeemployment). Neverthel ess, most other nationswith
lessincrease in wageinequality and faster increasesin real wagesthan
the United States suffered from much slower employment growth and
sharper increasesin unemployment/nonemployment among less-edu-
cated and young workers (OECD, 1994). Finaly, increased wage
differentials by age and a narrowing of gender wage differentials is
also apparent in most OECD nations in the 1980s.

Understanding rising labor market inequality

What explains recent changes in the relative economic position of
less-skilled workers in different OECD countries? The wages and
employment of different demographic, education, and skill groups
depend both on the market forces of supply and demand and on labor
market ingtitutions. Changes in the supply of and demand for labor
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Chart 1
U.S. Relative Hourly Wage Changes, 1967 to 1989
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Tablel
Changesin Educational/Occupational Skill Differentials
in Advanced Countries

LawrenceF. Katz

Countries Which Experienced: 1970s 1980s
A LargeFdl in Differentials Audtraia
Audtria
Canada
Finland
France
Germany
Ity
Japan
Netherlands
Spain
Sweden
United Kingdom
United States
Modest Changesin Differentids:
A Modegt Fll in Differentias{) Netherlands({)
Finland ()
No NoticesbleChange
in D|fferent|ds§-) France(-)
Germany (-)
Italy (-)
A Modest Risein Differentids(T) United States(T)
United Kingdom
M
United States

A LargeRisein Differentids:

United Kingdom

Sour ces: Freeman and Katz (1994) and OECD (1993).

skills tend to alter the wages and employment of different groupsin
thedirection consistent with economists' supply-and-demand market
clearing model under awide variety of wage-setting institutions—indi-
vidual bargaining, decentralized and centralized collective bargain-
ing, government contract extensions, and minimum wages. But
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because supply and demand have moved in roughly similar waysin
advanced countries, supply and demand factors can't fully explain
cross-country variation in changes in wage inequality. Secular
changes in demand for skill are unlikely to differ significantly among
developed economies since all have access to similar technologies,
have quite similar industry and occupation mixes, and operate in the
same world markets. Supply changes may show some more diver-
gence because of different rates and timing of expansion of higher
education, but a strong trend toward an increased proportion with
collegetraining is universal in the OECD.

To fully understand differencesin labor market outcomes across
countries, institutional factors must be considered. Identical shiftsin
supply and demand will have different quantitative impacts on wages
and employment depending on a nation's wage-setting institutions
and norms, training and education system, and socia insurance poli-
cies. The more prominent is-the role of institutions in wage setting,
the smaller will be the effect of market shifts on relative wages and
the larger the likely effect on relative employment levels. Education
and training policies that generate a more egalitarian distribution of
skills and more adaptable workforce to changesin skill requirements
arelikely to weaken the effects of supply and demand shifts on wages
and employment. And a system of income maintenance that provides
generous benefits to the unemployed for a long:duration may also
reducethe responsiveness of wagesof the unskilled to-adverse demand
shocks. Changes in ingtitutions themselves can also affect the wage
structure. Important institutional changes, such as recent declinesin
unionization in the United States and United Kingdom, may reflect
independent political factors (for example, theemergence and persist-
ence of conservative governments) or smply be the personification
of shifting labor market forces.

Understanding the U.S. experience

What roles did supply, demand, and institutional factors play in
explaining rising wageinequality in the United States? M ost research-
ers conclude that the major cause of rising wage dispersion and
educational wagedifferential sisastrong secular shiftinlabor demand
favoring more-skilled workers (Bound and Johnson, 1992; Juhn,
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Chart 2
Changesin Overall Wage I nequality by Sex
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Chart 2
Changesin Overall Wage I nequality by Sex
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Murphy and Pierce, 1993; Katz and Murphy, 1992).2 The industrial
and occupational distribution of U.S. employment has been shifting
strongly in favor of college graduates and women for many years.
Employment has declined in goods-producing sectors that have dis-
proportionately provided high-wage opportunitiesfor blue-collar men
and expanded in professional, medical, business, and other services
that employ many college graduates and women. The internationali-
zation of the U.S. economy has contributed some to these between
industry shifts, but (possibly naive) calculations of the factor content
of U.S. trade flows indicate that even the large trade deficits of the
1980s could only explain amodest proportion (5 to 20 percent) of the
shiftin demand against |ess-educated workers necessary to beconsis-
tent with observed changes in educational wage differentials (Borjas,
Freeman, and Katz, 1992). Most of the change in employment struc-
ture hasoccurred insidedetailed industrieswith firmsincreasing their
relative use of more-educated workers. (The vast majority of the
increase in educational wage differentials and wage inequality has
also occurred within industries.) Within-industry changes in labor
demand appear to be strongly related to technological and organiza-
tional changes favoring skillsand (at least within the manufacturing
sector) are positively correlated with investments in computers and
research and development (Berman, Bound, and Griliches, 1994). The
use of computers spread in the:workplace rapidly in the 1980s, and a
large and growing computer wage premium was apparent at the end
of the decade (Krueger, 1993).

Demand sidefactorsare not theentirestory. Demand shifted infavor
of more-educated workers in both the 1970s and the 1980s, but
educational wage differentials narrowed in the 1970s and expanded
dramatically in the 1980s. The supply side of the market helpsexplain
thedifference between thetwo decades. Therelative supply of college
graduates grew extremely rapidly in the 1970s with the enrollment of
baby boomers and incentives from the Vietnam War to enter and
remain in college. The rate of growth of relative supply of college
graduates declined substantialy in the 1980s with the " baby-bust"
cohorts and the " apparent™ decline in the return to college education
inthe1970s. A largeinflux of immigrants with less than a high school
education also contributed to slower growth in the supply of highly
educated workers relative to less educated workers in the 1980s
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(Borjas, Freeman, and Katz, 1992). A smooth secular shift in demand
favoring more educated workers combined with variation in supply
growth across decades goes a fair distance to explaining the time
pattern of the evolution of U.S. skill differentials from the 1960s to
thelate 1980s. Neverthel ess, some acceleration in the rate of demand
shifts against the less-skilled is required to more fully explain the
magnitude of the growth of skill differentials in the 1980s. In fact,
whether because of the increased use of computers, increased inter-
national outsourcing, or other causes, the pace of within-sector rela-
tive demand shifts favoring more skilled workers appears to have
accelerated in the 1980s (Katz and Murphy, 1992).

Two institutional changes further contributed to rising U.S. wage
inequality in the 1980s. The precipitous decline in unionism is esti-
mated to explain as much as one-fifth of the growth in educational
wage differential s and wage dispersion anong males (Freeman, 1993;
Card, 1992). Changes in unionization do not appear to bean important
factor in theevolution of thefemal e wage structure. Thelarge decline
inthereal value of thefederal minimum wagefrom 1981 to 1990 a so
assisted in rising wage inequality especially for women (Dinardo,
Fortin, and Lemieux, 1994). Furthermore, much recent research finds
that modest increases in minimum wages at both the state and federal
level from historically low levels in the late 1980s and early 1990s
were associated withincreasesin real earningsfor low-wage workers,
reductions in wage and income inequality, and no detectable adverse
employment effects (Card and Krueger, 1994). Thusaminimum wage
set at arelatively low level appears to be able to improve earnings at
the bottom with little employment cost, but this does not rule out the
possibility that substantially higher minimum wages have significant
negative employment impacts.

In summary, sizable and somewhat accelerated. demand shifts
favoring more-educated workers, arreduction in the rate of growth in
their supply, and institutional changesall contributed to sharp increases
in U.S. wage inequality in the 1980s..

Understanding differencesamong advanced economies

Why did wageinequality grow by morein the United Statesthanin
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most other OECD countries? National differences in labor demand
factors are unlikely to be the dominant factor in explaining variation
among advanced countries in recent changes in the wage structure.
Labor demand appears to be shifting rapidly in favor of more-skilled
workers both between and within industries and occupations in all
OECD nations. Chart 3 illustrates that the industrial distribution of
employment has been sharply shifting into sectors that use a greater
proportion of more educated workersin al G-7 nations over the past
quarter-century.3 In each G-7 economy, employment grew more
rapidly from 1970 to 1993 in more education-intensive sectors than
in less education-intensive sectors. More formal demand shift meas-
ures al so show sharp secular between-industry shiftsin labor demand
favoring the more-educated and women in countries for which rea-
sonably comparable data are available (Katz, Loveman, and Blanch-
flower, 1993). But within-sector shifts toward the more-skilled
generally appear to be more sizable than the between-industry shifts
dominated by the move from goods to services.

But differential changes in the rates of growth of the supply of
workers by level of education help explain differences among coun-
triesin changes in skill differentials in the 1980s. Rapid expansions
of systems of higher education meant that the supply of highly
educated workers grew extremely rapidly in al OECD nationsin the
1970s. The rapid supply growth appears to have outstripped demand
shifts favoring the more skilled and generated narrowing skill differ-
entials in every country. Explicit government and union policies to
reduce wage differentials often reinforced these market trends during
the 1970s. In the 1980s, the average educationa qualifications of
workerscontinued to risein all countries, but therate of growth of the
college educated workforce decelerated in some nations. A sharp
slowdown in supply growth in the United States (in which the share
of young men with college degrees actually fell for a period) was
associated with large increases in differentials. The continued rapid
expansion in Canada helps explain its much more modest increase in
educational differential than the United States. Other countries with
at least modest increases in skill differentials by the end of the
decade—United Kingdom, Sweden, Australia, and Japan—experi-
enced some decline in the rate of growth of the supply of college
graduates. Countries whose education differentials did not expand in
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Chart 3
Employment Growth by Higher and L ower Educational
Attainment Sector s, 1970-1993

Average Annual % Change
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Notes: 1970-91 for France, Germany, and the UK. 1977-91for Italy. Higher educational
attainment sectors comprise sectors where 30% or more of full-time workers have college
degrees in the United States. The lower sectors have less than 30% of workers with college
degrees.

the 1980s—France, Germany, and the Netherlands--essentialy
maintained their 1970s rate of growth of supply of more educated
workersinto the 1980s (Freeman and Katz, 1994; OECD, 1993).

Institutional factors tranglated similar demand and supply shiftsinto
differences in labor market outcomes. The two countries with the
largest increasesin wageinequality — theUnited Statesand the United
Kingdom—have quite decentralized wage-setting systems, not very
well structured pathways from school-to-work for those not going to
college, and experienced significant declines in the influence of
unions and minimum wages in wage determination during the 1980s.
Countries with greater institutional interventions in wage setting—
France, Italy, Sweden—were able to prevent wage inequality from
rising during parts of the 1980s. But policies that limit market wage
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adjustments without directly addressing changesin market conditions
through appropriate human capital investments risk stagnant employ-
ment growth and persistently high unemployment for young and
less-educated workers. While wage-setting institutions can constrain
wage-setting over some range, they themselves do not appear immu-
table to market forces. Shifts in supply and demand that create market
pressures for expanded wage differentials are likely to reduce the
strength of centralized bargaining (as eventually occurred in Sweden
and Italy) and reduce union influence in wage setting (as occurred in
many OECD countries).

Institutional wage interventions appear to have the potential to be
more successful at preventing widening wage inequality if they are
combined with effective active labor market policies and education
and training systems that invest heavily in the skills of non-college
workers. Germany and Japan appeared fairly successful through much
of the 1980sin maintaining the earnings and employment of non-col-
lege workers with training and education systems in which college
and non-college workers appeared to be closer substitutes in produc-
tion than in the United States. German institutions constrain wage-set-
ting, but they al so offer linked apprenticeships that try to make supply
consistent with wage policies. The Japanese havesucceeded with solid
basi c education and muchinformal firm-based training. Nevertheless,
both of these economies clearly haverun into some difficulties in the
early 1990s.

No nation appears to have found an approach to fully escape
increased labor market difficulties for less-educated workers. Policies
to buffer the earnings of low-wage workers probably need to be
combined with efforts to augment their skills and increase hiring
incentives. The increasingly dire labor circumstances facing disad-
vantaged individual sin many OECD nationsand therising social costs
of dependency and crime argue for strong efforts to develop such an
agenda.

Labor market changes and the disadvantaged

By almost any measure the economic and social well-being of
disadvantaged American youthsand young adults—those withlimited
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Chart 4
Criminal Supervision
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probation on a typica day of the year.
Source: Unpublished tabulations, Bureau of Justice Statistics; Current Population Survey.

education or skills, from poor families and impoverished neighbor-
hoods, and from minority backgrounds— has deteriorated substan-
tially over the last twenty years. A smaller proportion of young
disadvantaged Americans are marrying and forming families than in
the past, and those that do areincreasingly likely tobepoor. Inamajor
departure from historic patterns, the real wages of the young and
less-educated plummeted: in the early 1990s, the real hourly pay of
recent male high school graduates and young dropouts was morethan
20 percent below that of their counterparts twenty years earlier.
Increasingly, disadvantaged young men and young women areidle—
not in school, not working, and not looking for work. Roughly 50
percent of out-of-school American youth (aged 16 to 24 years old)
without a high school degree are currently not employed. As Chart 4
illustrates, the proportion of young men in trouble with the law has
increased dramatically.? In fact, the number of all U.S. adult males
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under the supervision of the criminal justice system (those incarcer-
ated, on parole, or on probation) measured as a proportion of thelabor
force was 6.6 percent in 1993, making it approximately the same as
the proportion unemployed (Freeman, 1994). Troublewith the law is
sharply concentrated among those from disadvantaged backgrounds
without high school degrees. Freeman (1994) concludes in a recent
review that much ethnographic evidence and more formal empirical
work isconsistent with the notion that criminal involvement responds
toeconomic incentives (thereturnstolegitimate work rel ative to those
fromillicit opportunities).

Theshift in relative labor demand against |ess-educated workers has
disproportionately adversely affected thosefrom disadvantaged back-
grounds. The decline in blue collar jobs and increased importance of
one's ahility todirectly deal with customers in the expanding service
economy has particularly harmed disadvantaged minority males. Dis-
advantaged residents of inner cities, faced with decreasing opportuni-
tiesfor employment in the areas where they live, are often precluded
by inadequate transportation, child care, discrimination, and other
barriers from obtaining jobs in the suburbs where employment has
been growing. And the disadvantaged have been hampered by the
absence of effective hiring networks: inimpoverished neighborhoods,
wherefew adults hold jobs, the contacts that help peopleconnect with
employers are rare.

Economic changes (especialy labor demand shifts away from
manufacturing and generally weak |abor markets throughout much of
the last twenty years) may have started the downward cycle for
disadvantaged youth, but theresultant joblessness hasin turn contrib-
uted to a multitude of social changes in urban communities. These
social problems—including crime, violence, and drug abuse, the
disappearance of middle class role models, and the breakup of the
traditional family —have made the labor market problems in inner
cities much harder tosolve (Wilson, 1987). This problemisnot unique
to U.S. urban areas. Persistent joblessness associated with industrial
decline in the North of England appears to be connected to increased
crime, drug use, and violence and a rapidly expanding " underclass”
in formerly stable working class areas (Murray, 1990). Similar phe-
nomena are becoming apparent in other high unemployment parts of
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Europe (The Economist, 1994).

A stronger economy, rapid private sector employment growth, and
tighter labor markets are a necessary condition for improving job
prospects for disadvantaged groups in America’s inner cities and
Europe's high unemployment areas, but the extent of the problems
and the experience of the boom of the late 1980s suggest economic
growth by itself unassisted by policies designed to specifically deal
with the labor market barriersfacing the disadvantaged (for example,
skill mismatch and lack of connections) may not be sufficient to
reverse recent trends (Blank and Card, 1993; Cutler and Katz, 1991).
Theincreasing gaps in outcomes between the more and less fortunate
associated with the increasing importance of skill may increasingly
lead to a* secession of the successful™ if adequate steps are not taken
to address these problems (Reich, 1991).

Theroleof activelabor market policies

Active labor market policies are measures targeted at the unem-
ployed and disadvantaged (low-wage) workers with the intent of
improving the functioning of the labor market. Such policies can be
sorted into three broad categories: (1) supply-side policiesthat invest
in education and training to upgrade the skills of thetarget groups; (2)
demand-side policies that attempt to stimulate employment increases
through direct jobcreation inform of public sector employment or the
subsidization of private sector jobs; and (3) policiessuch asimproved
labor market information and job search assistance that attempt to
enhancetheefficiency of the process of matching job seekers withjob
openings. While the supply, demand, and matching functions are
important analytical distinctions, they are sometimes blurred in prac-
tice. Successful programs often do all three: combining trainingin the
classroom and on thejob, the use of subsidiesto encourage employers
to provide jobs and training slots, and the matching of participants
with openings.

Active labor market policies potentially have a role to play in
achieving two important outcomes. The first is a reduction in
structural and frictional unemployment so that the economy can
operate at a lower unemployment rate without igniting inflationary
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pressures. The second isimprovements in the earnings and employ-
ment rates of the targeted groups. Much recent research has provided
assessments of both the macroeconomic and microeconomic effects
of active labor market policies.? In this section | provide an interpre-
tation of thisevidence and of thelessonsfor the design of more-effec-
tive policies.

Macroeconomic effects of active labor market policies

Layard, Nickell, and Jackman (1991), OECD (1993), and Calmfors
(1994) have developed afairly straightforward analytical framework
for sorting out the aggregate labor market impacts of active labor
market policies. This approach isillustrated by the two diagrams in
Figurel. The upward sloping curve in Panel A represents a wage-set-
ting schedule indicating that higher aggregate employment causes
pressure for higher real wages. Such a schedule can be derived from
efficiency wage models (higher wages are required to optimally
extract effort, recruit workers, and manage turnover when unemploy-
ment is lower), and bargaining models (unions and insiders are less
constrained in wage demandsin a tighter labor market), or it can be
interpreted as a standard upward sloping labor supply curve. The
downward sloping curve is a standard labor demand schedule. The
intersection of the two represents the equilibrium employment and
real wage levels. The employment level in Panel A is assumed to
excludethose currently participating in active labor market programs
(so that one needs to add those in subsidized employment to get total
employment). Panel B presentsa Beveridge-curverel ationshi pbetween
vacancies and total job seekers (the unemployed plus those in labor
market programs not counted among the unemployed) reflecting the
efficiency of the matching processin the labor market.

Policies that improve the efficiency of the matching process in the
labor market—through better labor market information, job search
and placement assistance, other incentives to increase the search
intensity of job seekers, and training or work-experience schemes to
raise the skillsof job seekersand/or otherwiseincreasetheir attrac-
tiveness to employers— serveto shift the Beveridge curve inward in
Panel B of Figure 1. Thisis likely to shift to the right both the labor
demand and wage-setting schedulesin Panel A. With vacanciesfilled
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Figurel

TheEffects of Active Labor Market Policies
on Labor Market Equilibrium
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morequickly, they becomelesscostly for employers, and more vacan-
cies are opened leading to an increase in labor demand. Increased
search effectiveness of job seekers puts downward pressure on the
wage demands of insiders tending to shift the wage-setting schedule
downward. Both effects serve to expand employment. Job search and
placement assistance programsare likely to have such unambiguously
positiveeffectson regular (non-subsidized employment), but training
and direct job creation approaches may aso have some effect in the
oppositedirection by reducing searchintensity during program partici-
pation. But training and subsidized employment policiesby increasing
the productivity of theworkforce may generatefurther outward (right-
ward) shiftsin the aggregate labor demand schedule.

Job creation policiesin the public and private sector will directly
reduce open unemployment and expand total employment. But such
approaches may al so reduce regular employment through substitution
(or displacement) effects in which employers replace unsubsidized
employees with subsidized employees. Thisindirect effect represents
aleftward shift in the labor demand schedule in Panel A of Figure 1.
Thus there exists a tension between creating jobs that provide work
experience similar to regular jobs (which raises the likelihood of
substitution effects) and targeting job creation to productive activities
unlikely to be undertaken without a subsidy (which may reduce the
transferability of the acquired skills). Much existing research finds
significant displacement effects ranging from 40 to 90 percent for
subsidized private sector jobs and 30 to 70 percent for public sector
creation (Calmfors, 1994; Forslund and Krueger, 1994), but the
endogeneity of direct job creation efforts to economic conditions
rai ses questions concerning theinterpretation of theexisting evidence.
Furthermore, job creation schemes with significant substitution
effects could still be cost-effective investments if they substantially
raise the future earnings of assisted workers and if those who are not
hired into specific jobs because of substitution effects have stronger
labor market prospects than the program participants. Additionally,
the evidence from improvements over time in the net job-creation
impact of the U.S. Comprehensive Employment and Training Act
(CETA) public service employment in the late 1970s with tighter
program eligibility criteria and project oversight (Adams, Cook, and
Maurice, 1983) and from the U.S.summer jobs programfor disadvan-
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Figure2
Training: Turning the Unskilled into Skilled
S U
w w
Ly LY
S U
s{ D D
W 0 T
iyt ooy
wS, ——
s
W
R / Wl
Uj
— 1S Uo — LY
1
' L

taged youth (Crane and Ellwood, 1984) suggests that direct job
creation schemes generating temporary slots for those facing weak
labor markets may be able to expand employment for the targeted
group with only minor substitution effects.

An important motivation for active labor market policiesbased on
training is to move labor out of the declining, slack labor market for
“unskilled” labor into the expanding market for ** skilled labor. The
two sector model presentedin Figure2illustratesthiseffect. Thefixed
total labor force is divided into the skilled and unskilled sectors. The
reservation wage for skilled workers (the self-employment, illicit
opportunities, or transfer benefitsoption) is assumed to be higher for
theskilled than for the unskilled. The wage-setting(or supply) sched-
ule in each sector is horizontal with unemployment and becomes
vertical at full employment. Strong labor demand is apparent in the
skilled sector and weak labor demand and unemployment in the
unskilled sector. A training programthat transformsunskilledworkers
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into skilled workers shifts the supply of skilled workers to the right,
expanding employment in the skilled sector and reducing unemploy-
ment in the unskilled sector. Such a training policy increases the
aggregate employment rate, narrows the earnings gap between more
and less skilled workers, increases theemployment rate of theremain-
ing unskilled workers, and potentially reduces inflationary pressure
emanating from the expanding part of the labor market. These quali-
tative conclusions will hold under |ess extreme wage-setting assump-
tions (Calmfors, 1994). But the effects are likely to be diminished
when high unemployment is aso present in the high-skill labor
market. These results also depend on training and education policies
being effective at improving the skills and earnings capacities of
program participants.

The existing macroeconomic empirical research on the effects of
active labor market policies (public expenditures on training, special
youth measures, direct job creation, and public employment services)
on wage setting and unemployment yields fairly ambiguous results,
and the studies use methodol ogies (identifying assumptions) that are
not particularly convincing. A nineteen-country Phillips-curve analy-
sishy the OECD (1993) provides some evidence that higher expendi-
tures on active programs may help macroeconomic performance by
facilitating wage moderation. But Calmfors (1994) concludes that
shifts from open unemployment to program participation in Sweden
have been associated with increased wage pressure in Sweden. Swe-
den's maintenance of low unemployment in the 1980s has often been
viewed astestament to theefficacy of activelabor market polices, and
its sharp increase in unemployment in the 1990s is how sometimes
interpreted as showing the ineffectiveness of such policy efforts. Ina
similar spirit cross-country research for the OECD finds a negative
relationship between a nation's active labor market expenditures and
its unemployment rate in the 1980s (Layard, Jackrnan, and Nickell,
1991) and a positive (but statistically insignificant relationship) for
the same specification with almost the same sample of countries in
1993 (Forslund and Krueger, 1993). Theresult for the 1993 study may
largely reflect the deep recession in Sweden, but it does indicate the
fragility of findings from this cross-country, cross-section approach.
Finally, a pooled time-seriesanalysis of aggregate datafrom Austria,
France, Germany, Great Britain, Sweden, and the United States by
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Kraft (1994) finds a positive impact on employment of active labor
market expendituresper |abor force participant and a negativeimpact
onemploymentof passivelabor market expendituresper unemployed
person.

Research using national aggregate data on the macroeconomic
effectsof activelabor market polices providessuggestiveevidenceof
modest favorable impacts on the operation of the labor market. This
research does not provide information on the impacts of such pro-
grams on the targeted groups (unemployedand disadvantaged work-
ers). Nor doesit addresstheissueof theroleof overall human capital
investmentson aggregate |abor market outcomes.

Re-employment policiesto assist displaced workers

Public spendingon the unemployed in most OECD nationshasbeen
dominated for some time by passive income maintenance measures.
But a consensus appears to be emerging around the idea that most
OECD nations need to shift thefocus of labor market policiesfor the
unemployed from passi veincomesupport to moreactiveinterventions
to facilitate re-employment (OECD, 1994). This raises the question
of how effective are active re-employment services at moving the
unemployed into new jobs and improving their earnings? Severa
resultsthat may assist in the devel opment of re-employment systems
are available from recent microeconomic evaluation studies of pro-
grams providingemployment servicesto job losers.

A quite robust finding across studiesis that job search assistance
appears to be a cost-effective method for reducing the duration of
unemployment. A recent seriesof random assignment experimentsin
five U.S. states—Minnesota, Nevada, New Jersey, South Carolina,
and Washington —hasexamined the effectivenessof job search assis-
tance in reducing unemployment for unemployment insurance (Ul)
recipients (Meyer, 1992; U.S. Department of Labor, 1994a). Job
search assistanceclientsfound a new job morequickly, and receipt of
unemployment benefitswasreduced in all five demonstrations. Those
receiving job search assistancefound new employment an average of
one-haf of aweek tofour weeks sooner than similar individualswho
did not receive assistance. And more rapid re-employment did not
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come at the expense of lower wages. In each state experiment the
savings in Ul payments plus the increase in tax receipts due to faster
re-employment were more than enough to pay for program costs. In
the United States, job search assistance has also proven effective in
increasing the earnings and employment of Aid to Families with
Dependent Children (AFDC) recipients. Studies in Canada, the Neth-
erlands, and the United Kingdom have also found favorable results
from individual counseling targeted at individuals likely to have
difficulty finding jobs (OECD, 1993). Job search assistance and
counseling appear to be most effective when individual needs are
assessed and services provided assoon as possible after the beginning
of an unemployment spell.

A second finding isthat alternative uses of Ul fundscan beauseful
part of a re-employment system. For example, self-employment pro-
grams allow unemployed workers the option of starting a small
business as an aternative to looking for wage and salary work.
Unemployed workers are given training and assistance in setting up
their business, and their Ul payments are used as support while they
do so. Two recent (random assignment) demonstrations in Massachu-
setts and Washington have relaxed Ul rules to provide more help to
unemployed workers who are interested in starting their own busi-
nesses. Self-employment is not for everyone; when offered the oppor-
tunity only 2to 5 percent of Ul recipients choose to avail themselves
of a self-employment option. This group tends to be more highly
educated and have higher previousearnings thantypical Ul recipients.
Theresultsof thetwo U.S. demonstrations indicate that these self-em-
ployment assistance programs significantly increased unemployed
workers chances of starting a successful new business (businesses
started by recipients were no morelikely tofail in theeighteen-month
follow-up period than those of the control group), increased the total
amount of time spent employed (either in self-employment or wage-
and-salary employment) by program participants, and increased their
earnings (Benus and others, 1993). Re-employment bonus programs
in several U.S. demonstrations have also been found to accelerate the
return of Ul recipients to work, although their design raises some
guestions concerning displacement effects and overall cost effective-
ness (Bassi, 1994).
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Evidence on theeffectiveness of retraining for displaced workersis
somewhat ambiguous. Evaluations of several U.S. displaced worker
demonstration projects show littleimpact of short-term skills training
on subsequent earnings and employment over relatively short follow-
up periods (Leigh, 1990). But some of the evaluated programs were
temporary demonstrations that had difficulties finding training
providers capable of putting together high-quality, short-duration
training courseson short notice. Training services provided in amore
stable and institutionalized system with stronger links to employers
are likely to be more effective.

A few key lessonsfor moving from apassive unemployment system
to an active re-employment system can be drawn from the evaluation
research. First, early intervention and provision of servicesisakey to
successful programs. The best approach to dealing with long-term
unemployment is to prevent it in the first place. Second, job search
assistance is quite effective and ought to be used as soon as possible
inan unemployment spell for thosewhoarejob ready. Third, alternative
uses of unemployment insurance (self-employment assistance and
wage subsidies/re-employment bonuses) can pay off (at least if used
selectively) and ought to be part of the policy portfolio. Fourth, not all
displaced workers require training services. Many (probably most)
displaced workers (those with marketable skills) really want and can
be best helped by job search assistance, counseling, up-to-date labor
market information, and flexibility in the use of Ul benefits. Rapid
re-employment also facilitates the receipt of market-driven, high
payoff, on-the-job training attached to an actua job. Fifth, training
services can be beneficial and should be available to those displaced
workers who lack marketable skills and face difficult re-employment
prospects. Retraining islikely to be most effectiveif it isdelivered by
a stable training provider with strong links to employers. Sixth,
unemployment benefits and re-empl oyment services need to betightly
coordinated. Long-term incomesupport for those that are employable
should be conditioned on the recipient taking active steps to gain
employment (including skill upgrading activities). Seventh, targeted job
creation measures (eitherin the public sector or through wage subsidies)
can play arolein moving the long-term unemployed back to work. The
movement from a passive system of income support to a re-employ-
ment system that actsasan activespringboard to new jobscanimprove
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the operation of thelabor market and potentially allow for economies
to operateat higher employmentrateswithout igniting inflation worries.

The role of human capital investments

Recent sharp increases in the labor market returns to skill in
advanced industria nations have led many to argue that increased
investments in human capital (particularly in those from disadvan-
taged backgrounds and those without college degrees) are a key
component of a strategy to improve national economic performance
and make progress on the jobs problem (for example, Reich, 1991).
In fact, the burgeoning literature attempting to explain cross-country
differences in economic growth rates (for samples that are typically
much broader than the OECD) has consistently found that countries
that invest more in human capital (as measured by either enrollment
rates or educational attainment of the adult population) subsequently
experience morerapid ratesof growth in per capitaincome than other
countries conditional on initial levels of per capitaincome and indi-
catorsof political stability (Barro, 1992). | ncreased educational invest-
ments appear to have adirect effect on growth even conditional on a
nation's fertility rate and rate of investment in physical capital. This
direct effect may partially reflect an enhanced ability of a more
educated labor force both to innovate and to adopt new technologies
and organizational improvements. Increases in nationa educational
attainment al so appear to enhance growth through an association with
increased physical capital investment and lower fertility rates (which
may imply greater investments in child "quality™). Furthermore,
broad-based expansions in education not only appear to lead to faster
growth but also are strongly associated with a more equitable distri-
bution of the benefits of economic growth (Londoiio, 1990; Birdsall
and Sabot, 1994). Thus the broad sweep of postwar comparative
economic development appears to be strongly consistent with the
hypothesisthat human capital investmentsare integral to growth with
equity. But human capital investments will have the greatest payoff
when balanced with investments in research and development and
infrastructure in an environment conducive to private sector entre-
preneurial activity and investmentsin physical capital.

Critics of a perceived overemphasis on human capital investments
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to deal with growing labor market problemsfor theless-skilled argue
that such investments take along timeto pay off and that the amount
of additional investment needed to offset shiftsin thelabor market in
the 1980s are likely to be extremely large. Heckman, Roselius, and
Smith (1993) estimatethat the aggregateinvestment required to entirely
offset the 1980s expansion in the college/noncollege earnings gap for
the adult U.S. population would be well over $1 trillion. While thisis
quite alarge amount relative to the likely amount of federal expendi-
tures available for increased direct public training and education
investments in the near future, one must remember that much educa-
tional investment involves private opportunity costsand that the U.S.
stock of education capital ishuge-estimatedto beover $26trillionin
1993 and to have grown by approximately $10 trillion over the last
decadeby theU.S. Officeof Managementand Budget (1994). Increased
public investments in human capital make sense if they have a high
return. But increased human capital investments alone are unlikely to
be sufficient to fully reverse the last decade's growth in the earnings
gap in the short to medium term. Greater human capital investments
need to be strongly complemented by other policies to augment the
earnings of the less-educated and disadvantaged.

Market incentives for increased individual educational investments
appear to be playing somerolein helping toalleviate growing inequal -
ity in the United States. The large increase in the college wage
premium in the 1980s has been associated with a large increase in
college enrolIment rates from 49 percent of high school graduatesin
1980 to more than 60 percent in theearly 1990s despite rapidly rising
tuition costs (U.S. Department of Education, 1993). Thislargechange
will likely act to accelerate the rate of growth of the college graduate
workforce over the rest of the decade, although the small size of the
cohort currently entering the labor market operates in the opposite
direction. An increased supply of graduates will somewhat offset
demand increases favoring the more educated and help to reduce the
rate of growth of educational earnings differentials. A decline in the
proportion of workerswithout collegedegreesalsoislikely to operate
to lower downward pressure on the earnings of the less educated.

More rapid expansions in the supply of more educated workers
appear to serve to narrow earnings differentials and improve thelabor
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market position of the less-educated. This conclusion is consistent
with the cross-country evidence that those countries that maintained
their rate of relative supply expansion of the 1970sinto the 1980s are
the onesthat experienced the smallest increases in wageinequality. It
isasoimplied by many national time-series studies (for the United
States, Britain, Sweden, South Korea, Canada, and the Netherlands)
that have found an inverse relationship between changes in the rate of
increase in the supply of more-educated relative to less-educated
workers and changes in the pay advantage of the more educated
(Freeman and Katz, 1994). Holding constant measuresof trend growth
in labor demand, a 10 percent increase in the growth of the relative
supply of the more educated has been associated with a3 to 7 percent
narrowing of the pay gap in avariety of countries.®

Recent empirical microeconomic research on the returns to educa-
tion strongly suggests that the returns to increasing the educational
attainment of thosefrom disadvantaged family backgroundsarelikely
to be particularly high. A voluminous literature exists documenting a
strong relationship between years of schooling and earnings. Typical
recent U.S. cross-section, ordinary least squares (OLS) estimates
indicate a 6 to 10 percent earnings gain for each additiona year of
schooling. But OL S estimates may provide an inaccurate guide to the
true averagereturn to schooling because of ability bias(those who get
schooling may be unobservably more able than those getting less
schooling) and measurement error in schooling variables.

Much new research has attempted to estimate the returns to educa-
tion through the use of variation in education generated by " credible
natural experiments” (or policy interventions) such as compulsory
schooling laws (Angrist and Krueger, 1991) and geographic distance
to two- and four-year colleges (Kane and Rouse, 1993; Card, 1993).
The basic ideais that these natural experiments generate variation in
education that can plausibly be argued to be uncorrelated with innate
ability. For example, college proximity affects the likelihood that
individuals from disadvantaged backgrounds go on to higher educa-
tion but does not appear to be related to unmeasured determinants of
earnings after conditioning on controls for demographics and family
background (Card, 1993). The consistent finding in this literature is
that instrumental variables estimates of the return to schooling based



Active Labor Market Policies to Expand Employment 271

on such policy interventions are quite high and tend to exceed the
corresponding OLS estimates for the same samples (Card, 1994).
Whilethese estimates probably can't beinterpreted as averagereturns
to education for the entire population, they do represent plausibly
accurate estimates of the returns to education for those individuals
(primarily from relatively disadvantaged family backgrounds) whose
schooling choices are affected by these interventions (that is, those
more likely to get more education when a college is more geographi-
cally accessible or when the compulsory schooling age is increased).
But thisisexactly thetypeof information policymakers need to assess
the returns to expanding the accessibility of further education. The
conclusion is that the relatively low levels of educational attainment
of those growing up in low-income families do not appear (at least on
the margin) to reflect low returns to such investments, but partialy
result from barriers to further education (financing constraints, lack
of information on the appropriate course of study, actions to prepare
for college, and so on).

Policies to increase the years of schooling at mainstream educa-
tional institutions (high schools, community colleges, and universi-
ties) for thedisadvantaged appear to haveahigh payoff. Card's (1994)
recent survey of the literature suggests that an additional year of
schooling increases the future earnings of those from disadvantaged
families by approximately 8 percent to 13 percent ayear. The college
enrollment decisions of those from low-income families also appear
to besomewhat sensitive to thedirect college costs (Kane, 1992). Thus
increased financial assistance for higher education targeted at the
disadvantaged appears to be agood investment. These high returns to
schooling indicate that interventions to reduce high school dropout
rates are quite important (as are steps to generally improve academic
achievements in primary and secondary school). Thisraises the ques-
tion of how effective are dropout prevention policies and second
chance programs to assist disadvantaged youth and adults.

The effectiveness of training and employment services
for the disadvantaged

Sincelaunching aWar on Poverty in 1964, the U.S. federa govern-
ment hasfunded a substantial number of programsto providetraining
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and employment opportunities to disadvantaged individuals. While
significant gainswere observed inthetight labor marketsof the 1960s,
the labor market outcomes for the disadvantaged have clearly deterio-
rated in terms of both employment and wagesin the slower growing
economy of the past two decades or so. There are two broad explana-
tionsfor why, despite these government efforts, there has been essen-
tially no improvement in aggregate labor market outcomes for
disadvantaged workers: (1) the scale of employment and training
programs for the disadvantaged has been too small to make much of
an aggregate difference, even when the programs generate rates of
return similar to other human capital investments, especially given a
strong secular shift in the labor market against the less-skilled; and (2)
the programs themselves may not have been very effective either
because of their design or implementation. The first explanation
clearly isquite important, and the second probably has some validity.

The roughly $4.5 billion a year that the U.S. Department of Labor
spends on employment and training programs for the disadvantaged
(through the Job Training Partnership Act (JTPA) and the employ-
ment service) isfairly small in relation to the size of the populationin
need. Of the 25 million persons aged 16 to 55 who are eligible for
these targeted programs, about 700,000 (or 3 percent) of them are
served each year in training programs (excluding the summer jobs
program). Many of the training programs provide only modest levels
of investments lasting for a short duration. The major second-chance
program for disadvantaged out-of-school youth and adults typically
lasts less than six months and involves approximately $3,000 in total
direct expenditures per participant. Such investments have the poten-
tial to make apositiveimpact on participants |abor market prospects,
but they do not appear substantial enough on their own even with a
high rate of return to generate the quantum differences in earnings
capacity required to move those with low initia earnings into the
"middleclass."

Chart 5 illustrates that there exists a great disparity in the United
States between public investment in the education of youth whogoon
to college versus those who do not. On average, the public invests
roughly $5,000 in total between ages 16 and 24 educating ayouth who
drops out of school, compared to $25,000 educating a youth who
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Chart5
Cumulative Public Spending per Person Aged 16-24 on
Educationand Training (Excl. Tax Subsidiesto Firms)
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Source: U.S. General Accounting Office, "Training Strategies: Preparing Noncollege Y outh
for Employment in the U.S. and Foreign Countries’ (May 1990}, p. 24.

graduates from college. This disparity is magnified if the money
parents spend on their children's education is included. Those from
disadvantaged backgroundsare disproportionately representedin the
dropout category. (Actualy, U.S. taxpayers eventually do devote a
large amount of resourceson youth who drop out of school or do not
go on to college—in the form of income transfers, food stamps,
Medicaid, public housing, and rapidly increasing crimina justice
costs.) In the United States, less-educated workers also receive less
formal trainingon thejob than collegegraduates(Bowersand Swaim,
1994).7 In contrast, much more post-secondary training appearsto be
provided to those that don't go to collegein other nationswith strong
school-to-work transitions and employer-training traditions such as
Germany and Japan (Baily, Burtless, and Litan, 1993). These differ-
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ences may play somerole (along with wage-setting institutions) in the
much larger educational earningsgapin the United Statesthan in other
advanced nations.

The next issue is that of the effectiveness of employment and
training programs targeted at disadvantaged youth and adults. Do
second chance programs for the disadvantaged significantly improve
their future employment and earnings? Are there interventions that
prevent disadvantaged youth from dropping out of high school given
the apparent very high returnsto schooling for thisgroup?

A large literature has developed providing careful microeconomic
evaluationsof theimpactsof U.S. training and employment programs
on labor market and other socioeconomic outcomes of economically
disadvantaged individuals.® The core question asked by evaluatorsis
fairly straightforward: How different are the participants’ outcomes
(earnings) following entry into the program from the outcomes (earn-
ings) that they would have experienced had they not participated in
the program? But thisquestionisoften difficult toanswer persuasively
or precisely in practice. The assessment of program impacts requires
the comparison of the outcomes of program participants to those of a
similar group of individuals who did not participate. The most com-
pelling evidence on program effectiveness comes from evaluations
using a true experimental design in which eligible individuals are
randomly assigned into a treatment group that receives program
services and a control group that receives no services.? In this case,
the simple difference between the treatments' and controls' mean
earnings presents an unbiased estimate of the program's earnings
impact. While agrowing number of programsand demonstrationshave
received experimental eval uationsusing random assignment, program
evaluators often must use nonexperimental methods to adjust for
differencesin the outcomes (earnings) between treatment and control
groups that would have occurred even in the absence of the treatment
group's program participation. The results of such nonexperimental
studiesare often quite sensitiveto how the comparisongroup ischosen
and to the specification of the earnings and program participation
equations. 10 | focus my summary of the evidence on evaluationsusing
random assignment or fairly convincing nonexperimental approaches.!!
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Table 2 (Continued)

o Sample Size and ) Earnings/Employ-
Program Description Follow-up Period Evaluation ment | mpacts Comments/Sources
JOBSTART JOBSTART provided Four-year follow-up. |Random assignment. |Total over first 4 Significant reduction
vocational training, basic ) yearsafter entry: $214 |in arrest rates- from
education, and job placement to |988 experimentals; (1%) 12.6%for controls to
high schoal dropouts with low 933 controls. 10.1% for
reading skills at 13 different 4th year after entry: | expenmentals -
Sites. Average durationin the during program
program was 7 months, and Whole sample: $410 | period. But by the 4th
attendance was part-time. The (8%) year, arrest rates were
ex;gen ment took place between ] ) equal for
1985 and 1988. Men with previous experimentals and
arrest: $1,560** (37%) |controls. ]
Significant increasein
GED attainment.
Job Training JTPA isthefedera 30-month follow-up. | Random assignment. | Total over 30 months | Significantincreasein
Partnership government's malor traming ) after enrollment: GED attainment for
Act (JTPA) program for disadvantaged Total of 4,777 youth | Assignment took female youth.
youth. JTPA provideson-the- | (treatment and control | place after clients Female youth: $230 )
job training, classroom groups combined). selected alternate (1%) Y outh received only
training, and job search_ service strategies. 127 (male youth
assistance. In thisexperiment, Male youth non- arrestees) to 182

youth received an average of
about 420 hours of services
(except for maleyouth
arrestees, who received 320).
The expetiment was conducted
in 1987-89.

arrestees: $960 (-5%)
Male youth arrestees:
$7 (0%)

Femaeyouth,
classroom training:
$930 (9%)

(femaleyouth2 more
service hoursthan the
control group.




Table2 (Continued)

]

o Sample Sizeand ] Earnings/Employ-
Program Description Follow-up Evaluation ment Impacts Comments/Sources
Job Corps The Job Corpsisaresidential Four-year follow-up. | Matched comparison | Average over first 4 | Significant reduction
program that providesintensive roupdesign. . years after program  |in serious (felony)
skills training, basic education, Baseline: 4,334 Extensiveregression |exit: $1.350 per crime.
support services, and job rogtam participants, | adjustment. l%em** (15%). o
lacement to youth aged 16 to 21. 4§7 comparison ourth year after Over a participant's
ome 80% of enrollees are high | group members. rogram exit: lifetime, estimated
school dropouts, and 75% have gl EOO** ) social benefitsare
never held a job. The program Fourth-year follow- atnings impacts $1.46 per dollar
takes about T year to complete, up: 2,791 participants varied dependingon  |invested.
but one-third of the studentsdrop |and 1,118 specification of ] )
out within 3 months. The program | comparison group regression model, but |Largeincreasesin
was evaluated in the late 1970s, members werealwasys educational
but a new random assignment responded to survey. positiveand signifi- | attainment.
evaluation is being implemented. cant. Significant
employment increase | Source: Mallar and
of three weeks per others, (1982).
ear
Supported Supported work provided about 924 youthfollowed | Random assignment. |(Time after entry) Essentially no
Work 12-15 monthsof full-time for 18 months; 506 | Resultsregression- significant effects on
employment in closely supervised |youth followed 27 adjusted. Months 1 to 9: arrests, even during
work to high school dropouts aged | months; 155 $4,700%** g183%) program employment
17 to 20. About 75% of enrollees  |followed 36 months. Months 10 to 18: penod.
were male, 96% were minority, Half controls, half $640 (15%)
and 50% had criminal records. Job |experimentals. Months 19 to 27: Source: MDRC
searcch assistance was provided at $410 (8% 1980).
the end of the employment period Months 28 to 36:
It operated from 1975 t01979. - $860 (-12%)

**Significanta 5 percent level
***Sgnificant at 1 percent level.
Earnings are presented in approximate 1993 dollars (using the CPI-X 1) except for extimates from CET and JOBSTART which arein current dollarsfrom the

late 1980s.
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Disadvantagedout-of-school youth. It has provendifficult toimprove
the labor market prospects of youth who drop out of high school, but
some successes have been uncovered. Table 2 provides asummary of
theresultsfrom selected U.S. programsfor out-of-school youth (from
ages 16 to 21). Subsidized work experience for disadvantaged youth
has produced substantial gainsin earnings and employment during the
period of subsidized employment, but longer-term, post-program
effectson employment and earnings typically have not been observed.
Furthermore, evaluations of the magjor U.S. government programs
offeringrelatively short-term skillstraining (lasting threeto six months)
to disadvantaged out-of-school youth—youth programs under CETA
in the 1970s and under TitleII of the JTPA which replaced CETA in
the 1980s—indicate that they have not succeeded in significantly
raising the employment or earnings of youth participants relative to
comparison groups of youths.12 The Job Corps program, which, in
contrast, offers intensive services in a residential setting and takes
about a year to complete, appears to have much success in improving
the future earnings of participants and reducing their involvement in
serious crime.

JOBSTART was an attempt to replicate the successes of the Job
Corpsin serving severely disadvantaged high school dropouts, but in
aless-intensive, nonresidential setting. JOBSTART proved successful
in raising the educational attainment of participants, as measured by
GEDs (high school equivalency certificates) and vocational licenses,
but these educational improvements did not translate into significant
earningsgainsin thefirst four yearsfollowingentry into the program.!3
But the JOBSTART demonstration did have a bright spot in the
impressive performance of one of the thirteen Stes—the Center for
Employment Training (CET) inSan Jose, Cdifornia Y outh & theSan Jose
CET site showed sustained annual earnings gains of over $3,000
transdlating into a 40 percent earnings increase in the third and fourth
years after entry into the program. CET produced similar large and
persistent earnings increases for disadvantaged single mothersin an
independent random assignment evaluation of the Minority Single
Parent Demonstration (Mathematica Policy Research, 1993). CET is
marked by an emphasis on vocational skills training, in which basic
academics and vocational instruction are closely intertwined. The
program has also forged very close connections to the local labor



Table3

Summariesof Sdected Evaluationsof Programsfor 1n-School Youth

Program Description Evaluation |Impacts Comments/Source
uantum This program was managed by community Arandom | After 414, years: Resultsvaried greatly by site.
pportunities | organizafions, It provided extensive academic | assighment | pioh school dropout rate was | Theaggregateresultson
Project assistance, college/career planning, and adult evaluation culgfrom % folz(ihe control | dropout rates and post-
(Q(JJOP) mentorsto randomly selected (mostly minority) |with 200 group to 38% for QUOP secondary education are
studentsfrom AFDC familiesin poor areas. artcipants | &\ dents. highly stétistically significant.
Services were provided throu_hout high school, 51103 Baicipation in post-
beginningin the ninth grade. The typica student |studentsand secomf’ education increased | At afifthsite, program
received 1,300 hours of service at atotal cost of | 100 from 16% for the control implementation failed and the
$10,600 over four years. controls) at group,to 42% for QUOP grogram had to becancelled.
four sites. participants ource: Hahn (1994).
Summer STEP offered remedial academic educationand |Random Short-term academic Source: Grossman and Sipe
Training and summer jobsto disadvantaged youthaged 14 to |assignment. |improvementswerelargeand |(1992).
Equipment 15. The program lasted 2 summers; participants significant. Long term, there
Pr’cl)%ram received 110 hours of classes and 90 hours of were no effects on high school
(STEP) work experience each summer. graduation or employment
Vocational Five high school dropout preventionprograms | Random In al five pro rams combined, | The two most successful sites
Education offered vocational training, tutoring, and career |assignient. |the two-year aropout atea providedseveral yearsof
and Dropout counseling to at-risk students. The reduced from 29% for the counsdling, individual tutoring
Prevention demonstrations were sponsored by the U.S control group to 20% for and academic assistance, and

Demonstrations

Dzsyt. of Education. The reportedfindin Sare
preliminary and based on adraft report %t has
not been approved by the U.S. Dept. of
Education.

participants. This reduction
was statistically significant.
Positive resultSwere
concentrated in two sites:
urban Detroit and rural
Oklahoma. These sites cut
dropout rates by more than
li%]fy’ from about 25% to about
0.

special study materialsto at-
nsk students enrolled in
vocational high schools A
similar random assignment
evauation of 4 siteson Indian
reservationsdid not yield
significant reductionsin
dropout rates.

Source: Hayward and Talmadge
(1993)
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market. TheCET exampl esuggeststhat moderatelyintensive, short-term
youthtrainingcanwork if providedwithano-nonsense, work orientation
(asopposed to a**warm and fuzzy™* approach emphasizing GED attain-
ment without a strong link between learning and the labor market).

Disadvantaged in-school youth. The difficulty of effectively serv-
ing dropouts and theapparent high returnstoadditional formal school-
ing (as opposed to GEDs) for the disadvantaged both serve to
underscore the importance of dropout prevention efforts. Table 3
summarizes three recent random assignment evaluations of interven-
tionsfor in-school youth.

The Summer Training and Employment Program (STEP) provided
remedial academic education and jobs to disadvantaged youth aged
14 to 15 during two summers. It did not include a school-year
component. The program proved successful in offsetting "' summer
learning loss™ and improving short-run academic achievement. But
these gains did not trandate into longer-run improvements in aca-
demic or labor market outcomes.

In contrast, thereexistsgrowing evidence that servicesfor in-school
disadvantaged youth which start early (when youth are 14 to 15 years
old) and follow youth for multiple years through high school can
reduce dropout rates. The Quantum Opportunities Project (QUOP)
provided extensive long-term services to randomly selected students
fromfamilieson publicassistancein very poor neighborhoods. Although
the sample sizes are small, QUOP appears to have substantially
increased high school graduation and college attendance rates. Pre-
liminary resultsfrom a.new:series of small-scale random assignment
dropout prevention.demonstrations sponsored by the Department of
Education are also-promising. !4

Disadvantaged adults: A number of training and job search assis-
tance programs for disadvantaged adults have achieved significant
improvements in earnings, especially for women. Although thistrain-
ing istypically short-term, the resultsfor adults contrast sharply to the
often disappointing impacts observed for youth. CETA training pro-
grams produced significant earnings gains only for women partici-
pants, while the programs under JTPA Title 11-A succeeded in
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improving earnings for both men and women (LaLonde, 1992; U.S.
Department of Labor, 1994b).

The large-scale experimental evaluation of JTPA found that disad-
vantaged adult participants earned an average of $940 more than
controls during the second year after leaving the program. This
represented an increase of 10 percent for men and 15 percent for
women as compared with what they would otherwise have earned.
The impacts of the program varied according to the type of services
provided: generaly, short-term classroom training was the least suc-
cessful, and a combination of on-the-job training and job search
assistance produced the best results (Bloom and others, 1994). Subsi-
dized employment approaches have al so been successful in producing
long-term earnings improvements for disadvantaged single mothers
(Bell and Orr, 1994; Couch, 1992). A wide variety of employment and
training programs for adult female public assistance (AFDC) recipi-
ents appear to generate modest (but statistically significant) earnings
increases that persist for at least severa years, and most of the
evaluated interventions appear cost-effective. Evaluations in other
OECD countries have also shown particular success for training and
employment services to adult women entering or re-entering the labor
market (OECD, 1993).

Lessonsfromevaluationsof programs for the di sadvantaged

The following lessons can be taken from evaluations of programs
for the economically disadvantaged:

(1) Efforts at reducing early school-leaving targeted on at-risk
studentsare crucial and can be quite effective if they start early
enough and are sustained throughout the period of secondary
schooling. The high returns to mainstream secondary and post-
secondary schooling for the disadvantaged and low returns to
less-intensive education (such as GEDs) argue strongly in favor
of efforts at dropout prevention.

(2) Early and comprehensiveinter ventions may make sense for
disadvantaged youth. Research indicates that the problems of
disadvantaged youth and adults—dropping out of school, teen
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pregnancy, involvementin crime, drug abuse, employment diffi-
culties—have their origins much earlier in life. Contacts
between disadvantaged youth and adults who will take an active
interest in them should be encouraged, the earlier the better.
Besides providing guidance and support, mentors and role mod-
els can help to influence the attitudes, motivation, goals, and
aspirations of youth. Y oung people al so need more constructive
activities during after-school and weekend hours, to reduce the
amounts of time spent idly or hanging out around the neighbor-
hood. Youth devel opment experts maintain that some of the best
programs incorporate a set of core principles, including safety,
structure, membership, relationships with adults, and a sense of
belonging and self-awareness. More than just content, this con-
text isoften what matters.

(3) The most effective programsfor the disadvantaged placean
emphasis on work and mutual responsibility. The CET in San
Jose has performed well in random assignment eval uation of two
Separate target groups—dropout youth and young adult female
single parents. Perhaps the reason for its successisthat program
staff take very serioudly the tasks of teaching an occupational
skill and finding a career-track job for enrollees. Everything in
the program is geared to this. Similarly, the successful GAIN
program for AFDC recipients operated in Riverside County,
which focuses on quickly moving enrollees into jobs, has had
much larger impacts on theearningsof former welfare recipients
than the GAIN programsin other California counties were able
to achieve (Riccio and others, 1994).

(4)Continuing servicesfollowing job placement are probably a
sound investment. Disadvantaged youth are likely to benefit
from programs which continue to offer supportive services to
them once they are placed in a job. Such help is especially
important during the first two years after placement in a first
job--a period during which most youth move from job to job
before settling into a career progression. Staff should be avail-
able to help negotiate with employers and resolve problems.
Although it has not been formally evaluated, Project STRIVE,
with sitesin New Y ork City and Philadel phia, focuses on build-
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ing relationships that will foster good employment experiences
for youth from very disadvantaged backgrounds, and appearsto
be successful using this approach (Ofori-Mankata and Won,
1993). Rigorous evaluations of the effectiveness of program
models using follow-up services are needed.

(5) A consistent finding across many evaluationsisthat training
and employment servicesfor disadvantaged adultsappear to be
sound investments that raise employment and earnings, espe-
cially for women.

(6) The percentage ear ningsimpactsof successful programsfor
the disadvantaged are similar to those of other human capital
investment but the absolute increases in earnings are only
modest onaverage. Thustraining and empl oyment servicesneed
to be-augmented by other policies to make work pay such as
earnings supplementsfor low-wage workers.The gains created
by training programs are important, and represent real gains for
society and for the individuals involved. But they are often not
enoughtodramatically increaseparticipants income. For exam-
ple, because of the low base earnings of single mothers on
AFDC, even programs with asubstantial positive effect haven't
greatly reduced poverty rates among participants. The recent
expansion of the U.S. earned incometax credit isan example of
an important step toward linking income supplements to work.

(7)Substantial variationsin programeffectivenessar e apparent
across providers using very similar models. A very large gap
exists between the best and worst service providers in the U.S.
employment and training system. This gap does not depend so
much on the types of services provided--classroom training,
on-the-job training, or work experience— but rather on the qual-
ity of whatever serviceisprovided. The management philosophy
and organizationa culture of training providers and brokers
appear to becritical factors, asdothe capabilitiesof the staff and
quality of their interactionswith participants.



Lawrence F. Katz

Conclusons

How should advanced nations cope with economic changes that
appear to be creating a jobs problem for the less-skilled and the
disadvantaged? A much morefruitful approach thantrying to preserve
activities that are no longer economical against the forces of change
istotry to create a better-skilled workforce that is more adaptable to
shifts in demand driven by technological change and globalization.
Thefirst element in such astrategy isthe development of a system of
life-long learning accessible to all workers. Such asystem will require
improved basic education, an effective school-to-work transition sys-
tem, and incentives for employers to invest in their workforces.
Adequate resources being devoted to second-chance programs with
demonstrated records of payoff for disadvantaged youths and adults
and experimentation with promising new approaches to improving
labor market prospects for these groups aso needs to be part of a
strategy of enhanced human capital investments. And the availability
of financing to make sure al qualified individuas can get higher
education is also important, especially given much evidence of high
returns to-the ,additional post:secondary schooling associated with
increases in accessibility (reductions in the effective cost) of such
schooling. Increased investments in incumbent workers and produc-
tivity enhancements in the workplace can potentially befacilitated by
the diffusion of a system of more cooperative worker-management
relations found in emerging high performance work organizations
(U.S. Department of Labor, 1993).

The second key factor in creating a more adaptable workforce isthe
movement from an unemployment system that primarily provides
simpleincome maintenance to a more active "' re-employment system*
that empowers the unemployed with job search assistance and quality
retraining opportunities. At least asmall part of the social gains from
improvementsin productivity and purchasing power from technol ogi-
cal change and increased internationalization should be used to assist
displaced workers better make the transition to new jobs.

The third factor is to take steps to make sure work pays for the
less-skilled and less-fortunate. All approaches to improve earnings at
the bottom will involve some distortionary effects (for example,
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increased marginal taxes on some groupsto finance.earnings supple-
ments, potential employment effects of-& minimumwage, and so on).
Thusabalanced portfolioof policy instrumentsshould be used so one
does not increase any specific distortion too far. The earned income
tax credit isan important example of an instrument that linksincome
supplementsto work. Wage subsidies and a modest minimum wage
alsocan play arole.

Microeconomic policiesto create an adaptable workforceencour-
age open markets and the development and introduction of new
technologies. A more adaptabl e workforce complementsgrowth-ori-
ented macroeconomic policies. Expanding markets and increased
investments in research and development and the diffusion of new
technology create further opportunitiesfor high-wage jobs. Policies
to buffer the earnings of the less-skilled through tax credits and
institutional wage setting can help make sure the disadvantaged are
not left behind in a more skill-intensive economy. Such policies to
make work pay for the less-educated and disadvantaged are likely to
be most effective when combined with policiestoimprovetheir skills
and access to networks providing linkages to job opportunities. The
experience of the 1980s shows that macroeconomicexpansions, new
technologies, and expanded trade can leave many behind when not
accompanied by active measuresto improve skills, assist reemploy-
ment, and make work pay.

Author's Note: | am grateful to Vandy Howell and Marcus Stanley for expert research
assistance. | have benefited from helpful discussions with Mary Eccles, Richard Freeman,
ClaudiaGoldin, David Lah, | saac Shapiro, and Marcus Stanley. Nevertheless, | am solely
responsiblefor any errors. The views expressed areentirely my own and do not necessarily
reflect those of the U.S. Department of Labor.



286 Lawrence F. Katz

Endnotes

"The chart plots the ume series for overall wage inequality as measured by the log wage
differential between the 90th and 10th percentile worker in each group.

Supply-side changes in the composition 1n the workforce cannot explain recent U.S. wage
structure changes since groups with relative wage increases, such as college graduates and
women, also had substantial increasesin their relative numbersin the workforce.

3The data in Chart 3 were kindly provided by Constance Sorrentino of the U.S. Bureau of
Labor Statistics. Nine broad industry categories were categorized into high and low educational
attainment sectors based on educational attainment data for the United States from the March
1985 Current Population Survey.

“Estimates of the number of malesunder correctional supervision (in prisonsor jail, on parole,
or on probation) by race and age for 1980, 1983, 1986, 1989, and 1991 were kindly provided by
Darrell K. Gilliard and Allen J. Beck of the U.S. Bureau of Justice Statistics (BJS) using data
from BJS surveys of prisoners (state, local, and federal), parolees, and probationers (U.S.
Department of Justice, 1994). Criminal supervision rates for a group are given by the ratio of
theestimated number of individuals under correctional supervision in the group tothetotal U.S.
population in the relevant age/sex/race group. Thetotal U.S. population for a group isgiven by
the sum of the civilian noninstitutional population from the Current Population Survey; the
prison and jail population from the BJS estimates; and the Armed Forces population. Data on
the prison population is available for 1993 from Gilliard and Beck (1994), but data on 1993
parole and probation levels are not yet available. The 1993 estimates of criminal supervision
rates are based on the assumption that the probation and parole rates grew at the same rates as
the pnson population from 1991 to 1993.

SOECD (1993) providesafairly comprehensive recent survey of thisliteratureand documents
recent trendson spending on active and passive labor market measuresin the OECD.

SThe finding for the United States that these changes in educational wage differentials are
apparent even when following fixed age cohorts over timeindicates that these resultsdo not just
reflect a selection effect of a lowering of the relative quality of college graduates with an
expansion in the fraction going to college.

"Of course, as Heckman, Roselius, and Smith (1993) point out, one must be cautious in
drawing strong conclusions based on surveys of formal training activity because they do not
account for informal on-the-job training.

8See Bassi (1994), Grossman (1992), Lalonde (1992), and U.S. Department of Labor
(1994b) for recent surveys of the literature.

%See Heckman (1991) for acritical analysis of the useof random assignment experiments in
social policy evaluation.

10g5ee Heckman and Hotz (1989) for a thoughtful analysis of appropriate approaches to
assessing the plausibility of alternative nonexperimental estimates of program impacts.

!¢ should al so be remembered than even well-designed eval uations may be somewnhat tricky
tointerpret. Standard estimates of program effects show only the marginal or additional impact



Active Labor Market Policies to Expand Employment 287

of the particular program being evaluated beyond any other services that are available in the
community and received by the control group. The aggregate benefits of a program may be
overestimated to theextent thelabor market successof participants hasdisplacement effects that
adversely affect the labor market prospects of nonparticipants. In contrast, overall program
benefits may be underestimated in the presence of peer or neighborhood effects in which
participant gains have positive spillover effects on othersin their communities. Itisalsotypically
not feasible to design an evaluation 1n a manner to learn about how the scale of operation of a
program affects its effectiveness.

2An important caveat to the negative findings of evaluations of youth programs, such asthe
JTPA out-of-school youth component, is that youth in the control (comparison) groups also
receive substantial training and education services (such asfrom Pell grants to finance further
education at community colleges or proprietary schools or from local nonprofits). The gap in
hours of training services between the treatment and control groups of youths in the recent
national JTPA evaluation was not very large (approximately 200 hours).

BCameron and Heckman (1993), aswell asother nonexperimental and experimental studies.
find that GED receipt by itself does not appear to improve the labor market outcomes of high
school dropouts.

Y These findings have not been officially approved by the U.S. Department of Education.
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Commentary: Active Labor Market
Policies to Expand Employment
and Opportunity

James J. Heckman

Labor markets in al Organization for Economic Cooperation and
Development (OECD) economies are under stress. Two main factors
generate the pressure, athough the precise contributions of these
factors to unemployment and wage growth remain to be determined.
The first factor is an apparent shift in the bias of technology toward
skilled-labor-intensive methods of production. The second factor is
theindustrialization of Third World and former Third World countries
and the expansion of world production of goods made by unskilled
labor. The effective supply of unskilled labor has increased and
demand has shifted against it leading to forces that would drive down
the wages of unskilled workers if wages were permitted to adjust.
Where they have not been permitted to adjust either because of
institutional or governmental interventions, unemployment has
increased. In the United States, where interventions are minimal,
wagesfor theunskilled havefallen in real termsrelative to the wages
of the skilled. In many European countries, wages of the unskilled
have been maintained but at the cost of high rates of unemployment
and labor force withdrawal. The combination of high levels of social
welfare benefits for the unemployed, coupled with reduced demand
for unskilled labor at prevailing European wages, produceshighlevels
of European unemployment.

That generous unemployment benefits can produce higher levels of
unemployment comes as no surprise to microeconomists in North
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America. That this idea has only recently been embraced by most
macroeconomists can only be greeted with enthusiasm and wonder.
Why did an idea with such intellectual support take so long to be
accepted into the mainstream of macroeconomics?

The answer is clear. Perceptions of unemployment vary across
generations. Economists who came of age in the Great Depression
perceived a labor market that failed. Willing workers could find no
jobs. The cause of the failure was on the demand side. Individual
supply decisions played only aminor rolein generating Great Depres-
sion unemployment. That this extreme view of the labor market has
persisted for decades in macroeconomicsrevealsthe power and influ-
ence of a now fading generation.

The newer empirically based view of unemployment recognizesthe
contribution of individual supply choices to aggregate employment.
It is significant in this regard that the definition of "involuntary
unemployment™ advocated by Layard, Jackman, and Nickell (1991)
in their influential book defines that concept in terms of choices of
workers. Anindividual is' involuntarily unemployed if hecannot get
a"'suitable”™ primary sector job and refuses a'*low-wage" secondary
sector job. The transformation in the concept of involuntary unem-
ployment signalled by this definition is remarkable.

Restoration of the supply side to macroeconomic discussions of
unemployment can only enrich policy discussions. The paper by Katz
contributes to progressin this area. Katz accepts the macroeconomic
demand and supply paradigm and suggests that an appropriate
response to recent trends in the demand for unskilled labor in OECD
countriesistoconvert unskilled personsinto skilled persons. Thelogic
issimple. Remove some of the unskilled from that category and also
make unskilled workers scarcer. Thisis precisely the strategy advo-
cated by Robert Reich, Katz's former employer, and isthefoundation
for President Clinton's human capital strategy.

The argument set forth by Katz islargely qualitative. It indicates a
promising direction but never discusses the costs and benefits of
specific policies nor the magnitude of the problem created by the new
American labor market.
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In my comments, | wish to make two key empirical points: (1) the
scale of the problem facing modem economies is enormous and (2)
the scale of the human capital investment required to solve the
problem is enormous even under very optimistic assumptions. The
evidence indicatesthat even successful government training programs
are unlikely to make substantial improvements in the skill of the
workforce. The evidence indicates that few government programs are
successful.

These pointslead meto consider aternative policies not addressed
by Katz: tax policies that operate on both demand and supply in the
labor market and wage subsidy policies that operate on firm demand.
In my view, Kaiz—and the Clinton Administration —takean oversim-
plified approach to the problemsof the modem labor market. Katz and
the Clinton Administration makethe same kind of mistake astheearly
Keynesians—they neglect one sideof the market. They ignore demand
while the early Keynesians neglected supply. They fail to carefully
distinguish effective short-term policies from effective long-term
policies by focusing exclusively on short-term supply-side policies.

In the short run, the economy is populated with a large group of
unskilled workers, many of whom can be converted into skilled |abor
only at a prohibitively expensive cost. In an eraof tight budgets, itis
not obvious that investments in such workersare justified on any but
ideological grounds. Thereal cost of such investment isthediversion
of investment away from the young and the more malleable where a
human capital strategy is likely to be more effective and whereit is
likely to produce favorable outcomes in the long run. Missing in
Katz's paper isany discussion of the rather convincing evidence that
investment is most profitable when it is made in the young.

A better use of limited resources may entail use of wage subsidies
toemploy thelarge massof unskilled workersfor whomhuman capital
investments are not profitable. In the current environment, work
subsidies are more pal atable than welfare. Thereissomeevidence that
work raises wages and stimulates futurework even at the samewages.
(Heckman, 1981). Work may promote values above and beyond the
output produced. The key point is that for alarge group of workers,
an investment strategy may not be the correct one.
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Missing from Katz's discussion isany discussion of prioritiesor the
need to prioritize. In an era of tight government budgets, it isimprac-
tical to consider activeinvestment programsfor all persons. The real
guestion is how to use available funds wisely. Government invest-
ments have not been shown to be effective in any meaningful cost-
benefit sensefor severely disadvantaged adults or older workers. For
these groups, wage subsidies may be more effective toolsfor keeping
persons employed than skill investment programs. The available
evidence supports the policy proscription: invest in the young; subsi-
dize the old and the severely disadvantaged.

Katzasoimplicitly assumesthat investment should besupplied by the
government sector. This leads him to ignore a potentially important
rolefor tax incentivesto encouragetraining by privatefirmsto raisethe
demand and wages of |abor. The evidence suggests that the returns to
firm-supplied investment in human capital are larger than the returns
to government training. This alone would justify greater reliance on
the private sector. However, the better performance of private firms
may be due to the lower quality of trainees in the government pro-
grams. Evidence of their lower quality does not vindicate continued
investment in such persons. No investment may be the best short-run
strategy for low-skill adults, contrary to acentral implicit premise of
the Katz paper and the Clinton Administration. Current tax policy is
inconsistent and should be reformed. It works against investment in
low-skill persons. It isa policy option that should be explored.

Thenew American labor market

There is much evidence to support the view that wage gaps have
widened across skill levels. In purchasing-power-constant or deflated
dollars, male high school graduates earned 4 percent less per week in
1989 than in 1979. Male high school dropouts earned 13 percent less
per week than in 1979. In contrast, male college graduates earned 11
percent more per week (Blank, 1994). These comparisons widen
further if weconsider annual earnings. By any measure, |abor incomes
for men have become more unequally distributed. For women, the
story is somewhat different. The real weekly earnings of female high
school graduates have risen but the rise has been even greater for
female college graduates.
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For both men and women, inequality of labor incomes has risen.
The returns to schooling and skill have increased, The relative earn-
ings of workersat the bottom of the skill distribution (less than high
school graduate) have definitely declinedfor personsof either gender.
Y outh have been hit hardest in the shifting market for skills.

A corollary phenomenon is the decline in labor market activity,
especially among the unskilled. A variety of labor force measures
show increasing joblessness and longer unemployment spells for
workers at all skill levels. Particularly problematic are less-skilled
youth (those with high school education or less) who appear to
flounder in the market for years before they find stable jobs. These
youth are a source of major social problems. Teenage pregnancy,
crime, and idlenessareimportant phenomenathat are on the increase
in most areas.

The problemof adeteriorating market for unskilled or semi-skilled
workersis not solely a problem of youth. Displaced adults, primarily
factory workers, are amajor concern. Middle-age workersdisplaced
from high-wagejobs are at a mgjor disadvantagein the new market
for labor that hasemerged since many of these workersfirst took their
jobs. Displaced workers constitute 10 to 20 percent of the unem-
ployed, or roughly 1 to 2 million workers. Recent evidence on the
patternsof earningslosses experienced by workersdisplaced by mass
layoffs suggeststhat the losses are significant and long-lasting, espe-
cialy for those previously employed in unionizedindustriesor occu-
pations(Jacobsonand others, 1993). Katz documentsthesefactswell.

Theleve of investment needed toreducethecurrent levels
of wage inequality

There have been many proposalsfor investmentsin human capital
designedtoincreasethewagelevelsdof thelessskilled. Aninvestment
generdly yields returns over many yearsafter initial costsareincurred.
For human capital, around, and roughly correct, averagerateof return
is 10 percent. Thus, for each $10 invested in a person, the expected
annual return is $1. Some claim that this number is lower and some
claimthat it is higher, but most economistswould accept a 10 percent
return asagood starting point for estimating the aggregateinvestment
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needed to upgradethe skills of thelow-skilled segment of the work-
force.

At this rate of return, to add $1,000 in earnings per year to the
average person it is necessary to make a one-time investment of
$10,000in that person. Usinga 10 percent rate, theinvestment needed
to reduce any wage gap is ten timesthe amount of the gap.

To put the magnitudeof recent devel opmentsin thelabor market in
perspective, consider the following two questions:

(1) How much would we have to invest in our workforcein 1989
dollars to restore red earnings of male high school dropouts and
graduatesto their real 19791evels?

This question is meaningful only for men because red weekly
earningsfor women have risen or remained roughly constant over the
period 1979-1989. A second questioniis:

(2) How much would we have to invest in our workforcein 1989
dollarstorestore1979earningsrati osbetween lower education groups
and college graduates, without reducing the 1989 earnings of college
graduates?

Using a10 percentratedof return, it would require an investment of
$25,000 in each high school dropout or a staggering $214 billion in
1989 dollarsto restore mae high school dropouts participatingin the
workforceto their 1979 real earningslevel. To restoredl high school
graduates to their real 1979 levels would take an investment of
$10,000 per high school graduate, or more than $212 billion 1989
dollars, for atotal of $426 billion in 1989 dollars.

Theanswer to the second questioniseven larger. Table 1 showsthe
amount needed to restore the 1979 earningsratio between high school
graduates or high school dropouts and college-educated full-time
workersover age 25. Torestorereal earningsfor bothmaleandfemale
workersover age 25 that are high school educated or lesstotheir 1979
rel ati ve positionswith respect to college graduates (holding thel atter
at 1989 real wage levels) would require an investment of more than
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Tablel
Investment in Human Capital Required to Restore
Earningsto 1979 L evelsand to Restore 1979 Relative
Wage RatiosUsinga 10 Percent Rate of Return
(in billionsof dollars)

To Restore Earningsto 1979 Levels

Males
Investment needed to restore average male high school dropout earnings
in 1989 to average red earnings of male high school dropouts in 1979 $214
Investment needed to restore average male high school graduate earn-
ingsin 1989 to average real earnings Ievelso? male high school gradu- $212
atesin 1979
TOTAL $426

To Restore 1979 Earnings Ratios

Males

Investment needed to restore average male hi79h school dropout earnings
in 1989 to the level needed to achieve the 1979 high school dropout/col- ~ $382
lege earnings ratio (holding 1989 college graduate wages fixed)

Investment needed to restore average male high school graduate earn-
ings in 1989 to the level needed to achieve the 1979 high school gradu- $770
ate/college earnings ratio (holding 1989 college graduate wages fixed)

Females

Investment needed to restore average female hi %h school dropout earn-
ingsin 1989 to thelevel needed to achieve the 1979 high school drop- $136
out/college earnings ratio (holding 1989 college graduate wages fixed)

Investment needed to restore average female high school graduate earn-
ingsin 1989 to the level needed to achieve the 1979 high school gradu- $378
ate/college earnings ratio (holding 1989 college graduate wages fixed)

TOTAL $1.66
Trllion

Source: Wages are from Blank (1994). We assume wor ker swork 50 weeks a year. The
figures on theeducational breakdown for the labor force arefrom Table #616, Satistical
Abstract of the United States, 1992. We delete all personsout of the labor force and those less
than age 25. On thesecriteria, our estimated investment costs are downward-biased.
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$1.66 trillion. These numbers are conservative because they do not
consider persons below age 25 or persons who do not participate in
the workforce at the current wage levels. They are conservative for
another reason: fev—if any —government training programs have
returns anywhere near 10 percent. Zero percent is a much closer
approximation to the true return.

One might wish to qualify these calculations in many ways. One
might want to adjust down the rate of return as more difficult-to-train
persons receive training. Or, one might wish to account for the fact
that as persons have their skills upgraded, the real wages of thelower
skill workers are likely to increase as they become more scarce and
thereal wagesof those with higher skillsarelikely todecreaseastheir
supply increases. Still, under most plausible scenarios, the costs of
restoring skill paritiesto their 1979 levels are huge.

Investment in human capital may still not reduceincomeineguality.
Raising the skills of a few need not reduce overall inequality. By
moving some workersfrom low-skill to high-skill status, some stand-
ard measures of earnings inequality might actually increase. Many
programs train only the high end among the low-skill workers. Such
training efforts could polarize the labor market. In addition, it takes
skilled labor to produceskilled labor. A large-scaleincreasein training
activity might therefore increase earnings inequality in the short run
sinceit would further expand the demand for skilled labor to train the
unskilled labor. It takes educated labor to produce educated labor.

Finally, the most efficient training policy may not be to train the
unskilled. Asfirst noted by Mincer (1962), thereis strong evidence of
universal complementarity between post-school investment and for-
mal schooling. It may be economically efficient to invest in higher-
skilled workers and to alleviate concerns about income and earnings
inequality through income transfers or through wage subsidies. How-
ever, totheextent that working fosterssocially desirable valuesamong
those who work, it may still be desirable to invest inefficiently or
subsidize the employment of low-skill workersin order to promote
those values.
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Theineffectivenessof public training programs

In this section, | examine the evidence concerning therate of return
togovernment training. The evidence suggeststhat the 10 percent rate
of return assumed inthecal culationsperformed in the previous section
is wildly optimistic. Few of the programs summarized by Katz earn
anywhere near this return.

The Summer Youth Employment and Training Program

It has been proposed that the Summer Youth Employment and
Training Program under the Job Training Partnership Act be increased.
Thestated purpose of thisprogramisto preserve and upgradetheskills
of low-income youth during the summers between school terms. The
new twist on this program isthat an “investment’” argument has been
given tosupport it. BarbaraHeynsand her associates haveargued that
knowledge acquired in schools deterioratesthrough disuse during the
summer (Heyns, 1987). The new proposals recognize this possibility
and suggest that summer youth programs should be enhanced by
learning enrichment activities. What are the prospects for success of
this program? A recent evaluation of a similar effort, the Summer
Training and Education Program (STEP), has been presented by
Public/Private Ventures, a Philadelphia-based nonprofit corporation
that evaluates and manages socia policy initiatives aimed at helping
disadvantaged youth. STEP offered two summers of employment,
academic remediation, and a life skills program to low-achieving
youth aged 14 and 15from poor families. Theobjectiveof the program
was to reach youth at the crucial ages at which they are deciding
whether or not to drop out of school or become pregnant. Part-time
summer work at the minimum wage was supplemented with remedial
reading and math classes and courses on the long-term consequences
of drug use, unprotected sex, and dropping out of school.

Using randomized trias, 4,800 youth in five cities were enrolled
into or randomized out of the program. Both treatments and controls
were followed for eight years. A high quality evaluation was con-
ducted using state of the art demonstration methods for three cohorts
of participants. The findings from this evaluation are disappointing.
STEP participants experienced measured short-run gains including



300 James J. Heckman

increases of half agrade level in their math and reading competency
test scores. Thesegainsheld up even after fifteen months, though gains
in the second summer werelessthan thosein thefirst. Especially large
was short-run growth in knowledge of contraceptive methods.

This short-term promise did not translate into longer-term gains.
Three and a half years after their STEP experience, at the ages of 17
and 18, work rates and school completion rates wereidentical and low
for treatments and controls. Some 22 percent of young women had
children and 64 percent of these were receiving public assistance in
some form. (Walker and Viella-Velez, 1992).

Since STEPIs, if anything, more intensive than the proposed sum-
mer youth programs, this evidence suggests that summer youth pro-
grams are not investments. Thereis no evidence that they havelasting
effectson participants. They may protect the peace, prevent riots, and
lower the summer crime rate, but there is no firm evidence of such
effects.

Evidence about conventional workforcetraining and
work-welfare programs

How effective are current programsin moving peoplefrom welfare
to work and in increasing their employment and earnings? My col-
league, Robert Lal onde, recently addressed this question (LaL onde,
1992). His evidence is summarized below along with my own evi-
dence on the Job Training Partnership Act (JTPA).

Adult women. Employment and training programs increase the
earnings of adult female Aid to Families of Dependent Children
(AFDC) recipients. Earnings gains are (a) modest, (b) persistent over
several years, (c) arise from several different treatments, and (d) are
sometimes quite cost-effective. Table 2 displayseva uation resultsfor
avariety of programs. For example, participation in an Arkansas job
search program was required for AFDC recipients with children over
age three. Participants attended agroup job search clubfor two weeks
and then were asked to search as individuals for an additional two
months. A program in San Diego required all AFDC participants to
take job search assistance and mandated work experience. The gains
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Table?2
Experimental Estimates of the Impact of Employment
and Training Programson the Ear ningsof Female
Welfare Applicantsand Recipients
Annual EarningsGain

(Loss) After:
Services Tested/ Net Cost Per
Demonstration Participant 1 Yeaxr 3Years
Job Search Assistance:
Arkansas 140 220%* 410**
Louisville (WIN-1) 170 350%* 530%*
Cook County, Illinois 150 10 NA
Louisville (WIN-2) 280 560%* NA
Job Search Assistanceand
Training Services:
West Virginia 320 20 NA
Virginia Employment Services 520 90 330*
San Diego | (EPP/EWEP) 770 600** NA
San Diego 11 (SWIM) 1,120 430 NA
Baltimore 1,160 190 630**
New Jersey 960 720* NA
Maine 2450 140 1,140
Work Experience
and Retraining:
AFDC Homemaker-Health Care 11,550 460%* NA
National Supported Work 16,550 460** 810**

Note: All figuresin the table are expressed in 1990 dollars.

** Statistically significant at a5 percent level.

Sources: Gueron and Pauly (1991), pp. 15-20; Bell and others (1987), Tables 3and 4; Couch
(1992), Table 1.

were high for participantsin both programs. The National Supported
Work Program provided intensive training and job search assistance
at acost of about $16,550 per recipient. The estimated rate of return
to this program was only 3.5 percent.

Theresultsfrom the recent experiment evaluating the JTPA (shown
in Table 3) corroborate these findings. The largest impacts are for
adult women, many of whom were collecting AFDC during their
participation in JTPA. Theimpacts are not sufficiently large to move
more than atiny fraction of women out of poverty. Asageneral rule,



302 JamesJ. Heckman

Table3
Impactson Total 18-M onth Ear ningsand Employment:
JTPA Assigneesand Enrollees, by Target Group

Adults Out-of-School Youths
Impact on: Women Men Female . Male
Per Assignee
Earnings:
In$ $539% $550 $-182 $-854*
Asa% 72% 4.5% 2.9% -7.9%
Percentage 2.1%** 2.8%* 28 15
employ
Samplesize 6,474 4,419 2,300 1,748
(assignees
and control
group
combined)
Pe enrollee
Earnin
In$ o $873 $935° $-295° $-1,355°
Asa% 12.2% 6.8% -4.6% -11.6%
Per centa
employ 3.5% 48° 45 247

**Staustically significant at the .05 level, ***at the .01 level (two-tailed test).

'At any timeduring the follow-up period.

Tests of statistical significance were not performed for impacts per enrollee.

Source: Bloom and others (1993). Enrolleeestimates obtained using the procedurein Bloom
(1984).

conventional employment and training programsare often cost-effec-
tivefor adult women (especially if the opportunity cost of traineetime
isignored or issufficiently low), but do not produce dramatic changes
in participant earnings.

Adult men.The evidence for this group is consistent across pro-
grams. Returns are low but usually positive. Job search assistance is
an effective strategy but produces only modest increases in mean
earnings levels. Thus | agree with Katz that this program is worth
keeping but I do not think that it will make much of a difference in
closing the emerging wage gap.
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Youth. Evidence from the JTPA experiment indicates that this
program produces only low or negativeimpacts on earnings. For male
youth, the estimated negative effect is unbelievably low. If taken
serioudly, participation in JTPA has a more negative impact on the
earnings of male youth than participation in the Army, loss of work
experience, or the cost of incarceration as measured by many studies.

Only the Job Corps has demonstrated a positiveimpact on earnings.
It is an expensive program, costing around $20,000 per participant,
with an estimated return of roughly 8-9 percent. There is some basis
for supporting expansion of this program, but even for this program
the evidence is weak. The evaluation of Job Corps program is not
experimental. Part of the high return comesfrom the very large value
imputed to human life and the dlightly smaller murder rate found
among persons who participate in the Job Corps. (See Donohue and
Siegelman, 1994).

Workfareand |learnfare. How effective are the recent workfare and
learnfare programs? An evaluation of two programs conducted in
Wisconsin is of interest (see Pawasarat and Quinn, 1993). One pro-
gram, the Community Work Experience Program (CWEP), required
mandatory participation in unpaid community service jobs for non-
exempt AFDC participants. A second program, Work Experience and
Job Training, provided AFDC clients with assessment, job search
activities, subsidized employment, job training, and community work
experience. Participantswhofailed tofind employment after complet-
ing their education and training were also required to participate in
CWEPjabs.

Using randomized trialsfor one county and nonexperimental meth-
odsfor therest, researchersfound no effect of these programscompared
toexisting program alternatives. Thereduction in AFDC participation
that is widely cited asa consequence of these programsisessentially
due to the improvement in the Wisconsin economy during the time
the programs were in place. These results are disappointing but
consistent with previous studies of the efficacy of such programs by
the Manpower Demonstration Research Corporation (Gueronand Pauly,
1991). Mandatory work experience programs producelittle long-term
gain. No cheap training solution has yet been found that can end the
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welfare problem. Lifting a welfare woman out of poverty by increas-
ing her earnings by $5,000 per year ($100 per week) will cost at |east
$50,000. This is the scale of required investment. No " quick-fix,"
low-cost solution isin sight.

Training programsfor displaced workers

As noted above, displacement of older workers with substantial
experience in the labor market has become an increasingly important
phenomenon in recent years. In response to this trend, Congress
passed Title IIT of the JTPA in 1982 and the Economic Dislocation
and Worker Adjustment Assistance Act in 1988.

Although studies evaluating these programs directly are not avail-
able as yet, evaluations of state-funded programs providing a similar
mix of services have been conducted. Leigh (1990) summarizes the
evidence on a variety of these programs. Results from some of these
evaluations 'suggest small to moderate wagesgains (8 percent for men
and 34 percent for women) lasting about a year. A more recent
evaluation by Mathematica (see Corson and others, 1993) of training
provided under the Trade Adjustment Assistance Act to workers
displaced as a result of foreign trade finds no evidence of any effect
of this long-term training program on the earnings and employment
of recipients. Consistent with theother studiesof government employ-
ment and training programs already discussed, the overall pattern for
programs aimed at displaced workersisone of weak impactsfor most
groups.

Privatesector training

Due to a lack of data and a bias in favor of funding studies of
government training, thereturnsto private sector training arelesswell
understood. Studies by Lynch (1992, 1993), Lillard and Tan (1986),
Bishop (1994), and Bartel (1992) find sizable effectsof private sector
training. In comparison with studies of public sector training, most of
these studies do not attempt to control for selection bias. The presence
of selection bias would imply that more able persons are more likely
to take training so, the estimated rates of return would overstate the
true returns to training by combining them with the return to ability.
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Thus, part of the measured return may be due to more motivated and
able persons taking training. Estimated initial returns range from 10
to 20 percent (Mincer, 1993), but they tend to declineafter afew years
astechnical progress renders the training essentially obsolete. To the
extent that rapid technical progress in many fields causes the know-
ledgeobtained through training toloseits value after only afew years,
fears about the detrimental effects of turnover in the labor market on
the volume of human capital investment may be exaggerated.

An important feature of private sector training is that the more
skilled do more investing even after they attain high skill levels.
Different typesof training and learning havestrong complementarities
with respect to each other.

Even though the evidence is weak, the direction of the evidenceis
clear. To theextent that effective training can be produced on thejob,
it is produced in the private sector and not in the public sector. The
best hope of getting reasonable returns from job training isto encour-
age private sector investment.

Itisimportant to note, however, that private sector training typically
excludes low-skilled persons. Firms can be exclusive in a way that
government training programs for disadvantaged workers are
designed not to be. The lack of interest of private firms in training
disadvantaged workers indicates the difficulty of the task and the
likely low return to this activity. Training programs are an inefficient
transfer mechanism and an inefficient investment policy for low-skill
workers.

The conflict between economic efficiency and thework ethic

To the extent that there are strong complementarities between
different typesof skill investments, thereisaconflict between policies
that seek to alleviate poverty by investing in low-skill workers and
policies that maximize the output of society. Taking the available
evidence at face value, the most economically justified strategy for
improving the incomes of the poor is to invest more in the highly
skilled, tax them, and then redistribute the tax revenues to the poor.
However, many people view the workethic asabasic valueand would
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argue that cultivating alarge class of transfer recipients would breed
aculture of poverty and helplessness.

If value is placed on work as an act of individual dignity, and
because of genera benefits to families, communities, and society as
awhole, then al individuals in society may be prepared to subsidize
inefficient jobs. Job subsidies are not, however, the same as invest-
ment subsidies. The evidence points strongly to the inefficiency of
subsidizing the investment of low-skill disadvantaged workers.
Investment may have some additional nonpecuniary returns. In this
case, a purely economic evauation of investment policies may be
inappropriate. If, however, economicaly inefficient investments are
to be made, thecost of reducing theskill gap grows beyond thealready
enormous sums presented in Table 1.

The quality of theevidenceon credit constraintsand schooling

Theevidencecited by Katz that persons from low-income families
have high rates of return to schooling leads him to concludethat credit
market restrictions are important factors in generating schooling out-
comes. Another interpretation is possible, however. Family incomeas
measured in those studiesisa proxy for awhole range of background
factors—not just short-term liquidity constraints that might be eased
by more generous fellowship policies. Persons from poor family
backgrounds may attain fewer years of schooling because of dimin-
ished family motivation for child learning and because family back-
ground may affect the child's learning ability. Given diminishing
returns to schooling, it is not surprising that marginal rates of return
arehigher for persons who havefewer yearsof school. Atissueiswhat
family incomereally representsin the evidence summarized by Katz.
Itissignificant in thisregard that Murray and Herrnstein (1994) find
that after they control for a score on a combined achievement and
ability test, measured family income playsonly asmall roleinexplain-
ing schooling attainment. It appears that longer-term factors that
produce the test score are more important. Katz's claim that the
available evidenceis consistent with the presence of strong liquidity
constraints should be treated with some caution.
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Alternative policy recommendations. choicein schools,
tax policy, wage subsidies, and anti-trust policy

In the long run, significant improvements in the skill levels of
Americanworkers, especially workersnot attending college, isunlikely
without substantial change and improvement in primary and secon-
dary education. Mincer’s evidence on universal complementarity
demonstratesthe valueof early training in making subsequent training
effective. Much of therecent discussion about improving post-secon-
dary education is misplaced when the value of early schoolingis put
in context.

Methods for improving primary and secondary education have
received much attention in recent policy discussions but very little
attention in Katz's survey. Increasing the extent of consumer choice
in the educational system would help to realign incentivesin theright
way to produce more effective schools. Choice among secondary
training venues is an important aspect of the German apprenticeship
system. (See Heckman, Roselius, and Smith, 1994). Katz does not
consider the failure of government to provide adequate skills to
students.

Current tax rules tend to promote human capital formation (see
Quigley and Smolensky, 1990). However, thereismuch evidence that
they discriminate against low-skill and disadvantaged workers. Firms
can immediately write off all of their training expenditures. They do
not have to be amortized like investments in physical capital. This
favorsinvestment in human capital over physical capital. In addition,
training expenditures can include tuition paid by employersfor each
employee up to $5,250 per year, though tuition support isrestricted to
undergraduate level education (U.S. House of Representatives, Joint
Committee on Taxation, 1992). As many community collegesquaify
asundergraduate institutions, thereisan incentivefor firmsto sponsor
vocational training. Thebiasin the tax codefavorsvocational training
over academic education.

Because tuition paid by employersisexempt from federal personal
incometax through educational assistance programs, individualshave
an incentive to seek training on the job. Additionally, portable voca-
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tional or employer-based training can be sold to employees by firms
and paidfor by lower wages. Theforegone higher earnings aredefacto
written off on personal income taxes. To the extent that direct costs
of books and educational materials are paid for by lower wages,
current tax laws favor on-the-job training activities over off-the-job
training activities. Thus, they act to shift human capital investment
activity away fromformal schoolsand toward workplaceenvironments.

Conversely, individuals cannot write off direct tuition costs for
formal schooling if it is not expressly job-related. Writeoffs are not
givenfor training in skills useful in other jobs. Thus workerstraining
to switch occupations cannot write off their educational expensesfor
thisactivity. Moreover, thereisafloor level of training and education
expenditures that must be met before persons can write off such
self-investment activity. To beeligible for thistax break, it is neces-
sary to itemize deductions and to incur training costs that exceed 2
percent of adjusted grossincome. Thistax policy likely biaseshuman
capital accumulationtoward vocational over academictraining, because
vocationa training istypically more narrowly defined and justifiable.

Since 1986, persons have been unable to deduct interest on educa-
tional loans from their taxable income. This removes an important
incentive that promotes investment in human capital of all forms
(Heckman, 1976). However, since mortgage interest is still deduct-
ible, it is possiblefor persons with home equity to take out mortgages
tofinance their education or that of their children or to rearrange their
portfolios toward mortgagedebt in order to finance educational loans.

Thetax codefor individual s favors human capital accumulation for
higher income persons (and their children) who itemize and have
equity in their homes. L ow-income persons who pay no taxes receive
little encouragement to invest in human capital from the current
personal tax code. However, firms that employ them may write off
training expenditures devoted to them. The persona tax code thus
encourages low-skill workersto maketraining investments on the job.
It does not encourage investment in general or academic education
except for company tuition programs. Unfortunately, these programs
(defined under Section 127 of the 1988 Tax Code) have not received
consistent treatment by the tax authorities. In recent years, companies
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have operated under uncertainty with regard to the likelihood that
Section 127 would apply to themin agiven tax year. Tax policy isan
attractive option that should receive more discussion in future policy
discussion about stimulating skill formation.

Theevidence on government training programs previously summa-
rized suggests that they can make at best only a modest contribution
to aggregate human capital formation. Given the strong evidence of
complementarity between schooling and training, it may be more
efficient to focus training on high-skill workers, and then use the tax
system totransfer resources to theless skilled through wage subsidies
or inefficient investment. If thegoal isto raise their incomes, theextra
surplus generated through more efficient investment can more than
compensate low-skilled workers for the training they forgo.

Support of cooperativeactivity among employerscould allow firms
within an industry to overcome free rider problemsin the provision
of general training by contracting to provide similar levels of indus-
try-specific training or general training to their employees. This
suggests a role for anti-trust policy that is rarely discussed in the
literatureand isignored by Katz.

A life-cycleper spective

Economic theory demonstrates that the returns to human capital
investmentsare greatest for the young. Thisisso for two reasons: (1)
younger persons havealonger horizon over which to recoup thefruits
of theirinvestments, and (2) skill begetsskill. Early learningfacilitates
later learning. (Recall Mincer’s universal complementarity of learn-
ing). At the same level of ability, it paystoinvest in the young.

Surprisingly little empirical evidence is available on the returns to
early childhood. Early childhood interventionsof high quality appear
to have lasting effects. Despite very small samples, disadvantaged
subnormal children randomly assigned to the Perry Preschool pro-
gram have higher earnings and lower levelsof pathological behavior
in their late 20s than do comparable children randomized out of the
program. (See Schweinhart, Barnes, and Weikart, 1993). Reported
cost-benefit ratios are substantial . Evidenceon Head Start islessclear
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but the program is quite heterogeneous. As noted by Katz, the Quan-
tum Opportunities Program (QUOP)—which intervenes early in the
careersof high school students— has demonstrated a strong impact on
preventing dropping-out behavior.

At the sametime, skill remediation programsfor young adults with
severe educational disadvantages seem to have negligible effects as
do training programs for more mature displaced workers. The avail-
ableevidence clearly suggests that adults past acertain age, and below
acertain skill level make poor investments. Transfers or wage subsi-
diesto employers make more sensethan investmentsfor such persons.

Summary and conclusions

Katz presents a valuable summary of the Clinton Administration's
case for governmental provision of training. Unfortunately, his argu-
ment is incomplete. Neither the enormous magnitude of the problem
of the declining real wages nor the likely minuscule impact of gov-
ernment investment on this problem is acknowledged. He assumes
that investment in human capital by government authorities is the
appropriate response when the available evidence suggests that it is
ineffective for older and disadvantaged persons. His list of policy
optionsistoo brief, and hefails to analyze tradeoffsamong competing
policies. Y et tradeoffs must be made given the scarcity of resources
available tofinance skill acquisition programs.

| argue that the pendulum of intellectual consensus in economics
may have shifted too far toward supply-side policies. Demand-side
interventions may be more appropriate for severely disadvantaged
groups. (See Phelps, 1994, on this point). Discussion will be more
informed if supply strategies are considered as part of a broader
response which could include tax policies, policiesdesigned to stimu-
late physical capital accumulation, policies designed to intervene
early on in the life cycle, and policies that simulate skill investment
by privatefirms.

Author's Note: Support for this research was provided by a grant from the Russell Sage Foun-
dation to the Harris School of Public Policy, and NSF-SBR-91-11455.
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Commentary: Active Labor Market
Policies to Expand Employment
and Opportunity

John W. Morley

Larry Katz has documented and commented on the substantial rise
in wage inequalities in the United States and the United Kingdom
compared with other Organization for Economic Cooperation and
Development (OECD) countries over the past decade, and indicated
some of theadverse social consequences. Heisnot obviously optimis-
tic about a spontaneous narrowing of differentials in the short term.

The paper is supportive of active labor market measures as supply-
sideresponsesto unemployment problems—especially those targeted
on the seriously disadvantaged—and”positive with-regard to the
long-run returns to educational and training investment. Overall, itis
a comprehensive and well-rounded argument for policies which can
contribute to addressing distributional concerns as well as raising
aggregate efficiency.

I will add alittle on European experience with active labor market
measures. However, | will mainly build on the evidence of the paper
to discusswaysin which | feel the policy debate—now fully engaged
in Europein the context of the White Paper on Growth, Competitive-
ness, and Employment — has been distortedin the past by theemphasis
on reducing unemployment, rather than increasing employment, and
by the treatment of wage inequalities as a side issue rather than an
integral part of the policy problem.
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To put the argument in the dominant terminology of this sympo-
sium, | would suggest that it would be appropriate to focuspolicy on
raising the natural rate of employment, rather than reducing the natural
rate of unemployment and, more strongly, that there is a need to
introduceafurther element intotheoveral policy frame—which | will
call reducing the natural distribution of wageinequalities.

It may not makelifeany easier for policymakersto haveto acknow-
ledgethree policy targets rather than two—inflation being the third—
and professional economists may not be thanked. However, this
approach offers a better representation of reality, helpsexplain diver-
gences in U.S. and European policy practices and experiences, and
provides a clearer basisfor making policy choices.

Thenew transatlantic conventional wisdom

The presentation in the Katz paper of the new, post-Detroit Job
Summit conventional policy wisdom—that all industrialized coun-
tries have employment problems, and that a growth in the working
poor is not necessarily to be preferred over growth in the numbers
unemployed on welfare—is some'comfortto European ears, given our
long-standing discomfort regarding our poor employment creation
record compared with the United:States.

Relief is partia, however. This new wisdom, by introducing the
wagedistribution issue, underlinesthelimitstowhich U.S. experience
can bedrawn upon in improving European performance.

For much of the last two decades, European Community (EC)
member states policies havefocused primarily on reducing the num-
bers of recorded unemployed —using both fair means and foul in the
eyes of many commentators. Actions haveincluded:

--expanding the scale of publicly funded active labor market
measures targeted on the unemployed, and intended to achieve
their reintegration, with training as an important component;

—-encouraging departures from the labor market by early retire-
ment, partly publicly funded in many cases, or by removing
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many of those eligible for income support from the unemploy-
ment schemes— where they are liable to appear in the statis-
tics—and placing them in pardlel systems like the Cassa
Integrazione in Italy, the disability schemes in Holland, and so
forth—wherethey do not; and

— tightening the eligibility criteriafor unemployment compen-
sation, and reducing thelevel of compensationfor thosewho are
eligible—thereby discouraging registrations and reducing the
numbers recorded as unemployed.

The positive side of this policy has been the maintenance, more or
less, of wage distributions for those in employment. The problem has
been that their numbers have declined, or failed to grow in line with
labor supply.

Europe now has a very low rate of employment— measuredas a
percentage of the population of working age who are in work. Two
decades ago, the United States and Europe had similar raes—a
around 62 percent. Since then, the U.S. rate has risen to around 70
percent and the European rate fallen t0.58 percent.! Throughout this
period Japan and Scandinavia averaged more than 70 percent.

One obvious consequence is that Europe has a significant hiduen
labor supply. Thus, even when Europe has job growth, asit did in the
late 1980s—when employment grew by over 10 millioninfour tofive
years (almost the same rate as the United States) —only 3 million of
the extra 10 million jobs created went to the unemployed. The rest
went to new entrants.

Another way to look at divergencesin U.S.-European experienceis
in terms of the use made of productivity growth. In both the United
States and Europe this has averaged around 2 percent a year for the
last two decades. In the United States, most of this growth has been
used to increase employment. In Europe most has been used to raise
real incomes of those in employment. In effect, the United States has
indulgedin widespread work sharing—to useasomewhat provocative
phrase—and income sharing.
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White Paper on Growth, Competitiveness, and Employment

The White Paper on Growth, Competitiveness, and Employment
which was presented by the European Commission to the European
Council of Heads of State in Brussels in December 1993, and which
isnow "officid™ Community policy following its endorsement, rep-
resents a major change of policy focus— shifting the targeting of
policy2 efforts from reducing unemployment to increasing employ-
ment.

It al'so represents a shift in favor of actions to remove supply-side
obstacles—to use the terminology of this symposium. The White
Paper speaks of the need for a genera reform of the systems of
incentives which affect employment, making particular reference to
labor market, taxation, and social security incentives. Emphasis is
placed, for example, on reducing disincentives to employing fewer
skilled workers by adjustments in payroll taxes (which are currently
proportionally higher for lower paid workersin most member states);
and onimproving labor market flexibility on theexternal labor market
as well as within-firms—especially regarding hours of work and, in
some member states, loosening up hiring and firing regulations.

At the same time, the White Paper seeks to avoid an expansion in
employment being associated with a growth in wage inequalities.
Various policy proposals are made, ranging from those designed to
bring about ex ante changes by altering the parameters of collective
bargaining, to those designed to bring ex post adjustments through
changesin thetax and benefit systems which would allow, for exam-
ple, for the topping-up of low wage incomes from social protection
systems.

Policy conflicts on labor market and social issues have been appar-
ent within the European Community for some time. The United
Kingdom, in particular, has criticized European social policy for
seeking to protect and promote standards rather than expand employ-
ment. Its own employment policy has been to increase labor market
flexibility through legislative deregulation on hiring and firing, work-
ing hours, low wage protection, and trade union rights. It has aso
reduced levelsof socia protection relative to wages, and been activein
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reducing recorded unemployment.3‘Unlike the U.S. administration,
however, it hasshown scant public concern about someof theapparent
consequences of its policies—notably growing wage disparities—
even when extensively reported in its own official publications.*

It isnot yet clear how the new White Paper emphasis on changing
the pattern of incentives surrounding the labor market will affect
Europe's traditional reliance on active labor market measures and
human resource investment. Both active and passive measures are in
question, and many policy changes—for example, to increase the
vocational content of education— have been less successful than had
been hoped. French efforts along these lines have found resistance
from both employers and students, and even the German model of
vocational education and training is being questioned despite its
proven capacity to adapt, albeit slowly, to new needs.> Despite edu-
cational reforms, theflight from science in schoolsand universitiesis
continuing to cause concern in the United Kingdom

Part of the pressure on policy reflects budget concerns. One conse-
quence of targeting unemployment has been to contain direct public
expenditure on unemployment compensation to around 1.5 percent of
GDP on average across the Community. However, displacement has
naturally led to expenditure growth under other social policy budget
headings. Likewise, while unit costsof activemeasureshave generally
been held dowmn—hy ashift toward cheaper activitieslikecounseling,
and by cost-cutting in expensive activities such as training— overall
expenditure has held up, or increased, as the number of participants
has increased.’

Although the strong evidence on the long-run returns to education
is recognized in Europe as in the United States, there are questions
about causality40 rich countries spend'more on-education because
they can afford it? Questions are al so being increasingly raised about
the returns to publicly funded training measures, at least when they
are used as the principal means of reintegrating the-unemployed.

Much of the new policy emphasis is on integrated policy packages
which address both the demand and supply side of the labor market,
and theinteraction. Micro case study evaluations are producing many
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good practice guidelines-counseling with everything, training to be
linkedtothelocal economy and theindividual ,and soon. Good returns
are also seen from thecareful use of wagesubsidiesand well targeted
publicemployment schemesor, even better, schemesin which private
or voluntary agenciesdeliver publicly funded jobs.

However, in Europe as in the United States, it seems difficult for
public administrations to develop cost-effective mainstream labor
market programswhich match up to the performanceof experimental
actions. Thereareclearly alot of X-efficiency gainsto be madefrom
the successful development of a "MacDonald's approach” to the
provision of labor market reintegration programs, which could guar-
anteelocal delivery performanceand quality at low cost.

Natural ratesof employment and unemployment in Europe

Nobody should object to the search for arigorous, scientific, expla-
nation of unemployment, or to attempts to quantify the potential
effects of different policy actions. However, the way in which work
on the natura rate of unemployment has devel oped may, paradoxi-
cally, have distracted us from the main policy targets.

It iswell known that unemployment statistics are open to adminis-
trative " abuse," but that isonly part of the problem. Unemployment
figures are statistical constructs—derived from replies to questions,
or the application of administrative rules. Unemployment does not
have a counterpart in economic reality, except at the most abstract
level, and it has proved an unreliable proxy.

Europe providesits own comparativeevidence, because it hastwo
data serieson unemployment. Thefirst is based on annual labor force
surveys, conducted in al member states to a common format and
which, in respect of unemployment, collate repliesto tough™ Inter-
nationa Labor Organization (ILO) criteriagquestions—are you actively
lookingfor, and availablefor, work?® A second seriesis derivedfrom
registrationsat publicemployment agenciesin the member states, and
doctored to some degree to achieve greater comparability.? Thefirst
series useschangesin the second seriesto provide monthly estimates
againstitsannual benchmarks.
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Differencesin estimates derived from these two approachesare big
enough to exasperate European Commissioners who have to explain
them—the former currently gives 18 million, the latter, 20 million.
However, analysts are more sanguine. Differences of 10 percent are
not seen as overly significant, and the series generaly move in the
same direction. That confidence is misplaced. The statistics actually
cover twodifferent, if overlapping, groupsof people. Only three-quar-
tersof those who appear in thelabor force statisticsappear in theother
series, and fewer than two-thirds of the nationally recorded unem-
ployed appear in the labor force statistics. 10

This sort of evidence (which may help explain someof theinstabil-
ity in econometric estimates) added to the general policy distortions
that result from focusing on unemployment, and arguesforcibly for a
shift away from the focus on a natura rate of unemployment to the
use of anatural rate of employment concept.

There are disadvantages in using employment data, notably the
delays in processing and publishing. Nor is employment an entirely
unambiguous statistic.!! However, it is possible to either have series
showing the numbers of peoplein employment, or to adjust numbers
according to hours of work—weekly, annually, or otherwise—to
produce some full-time equivalent. More importantly, for those who
prefer their economics this way, employment, unlike unemployment,
does have a counterpart in reality within thecircular flow of income.

Thenatural distributionof wageinequalities

I would now like to say alittle more on the issue of wage inequali-
ties. Comments in other papers and in discussion throughout the
symposium have made passing reference to these issues, but largely
asirritants, or complications, getting in the way of the main task.

That, in my view, is mistaken. The central policy objective, and
dilemma, for all modern economies— inflation control gpart —is how
to achieve not only high standards of living, but also an equitable
distribution of that income across the population. And the historical
and global evidence is clearly that economies with unconstrained
labor markets generate wage distributionsfar wider than are socially
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acceptable, or indeed necessary in order toinduce structural mobility,
in developed countries.

If oneisto maintain the natural rate methodology, it is necessary to
extend it to encompass the natural distribution of wage inequalities.
In the logic of the methodology,' this represents the distribution of
wages that the economy will generate—taking account of the balance
of supply and demand for labor, including imbalances in market
power; and disparities in productivity, reflecting abilities, skills,
health, and so forth—adll within the context of globalization, techno-
logical change, and therest.!2 In the samelogic, the costsand benefits
of specific policy interventions can be estimated.

European policy performance

There is an implicit presumption in much economic commentary
that European unemployment has remained high, and employment
low, largely, or even wholly, because politicians and policymakers
have been too dumb to understand how markets work, or too subject
to interest group pressures. On the same level of debate, it can be
argued back that reducing unemployment to low levelsisarelatively
trivial theoretical exercise, provided you have no socia and political
constraints, and one which scarcely merits all the attention paid to it
in recent years. Both sides may:have their point, but professional
economists could do well to remember what the economist, Ralph
Turvey, late of the ILO, wrote many years ago—that while it might
besimpler if labor markets behaved like commodity markets, they do
not.

European policy may not have been optimal or equitable, but most
European countries, and their political leaders, have been, explicitly
orimplicitly, seeking to balance employment and distributional issues.
Unfortunately, most—but not dl —have done so in ways which have
largely benefited male adult workers at the cost of younger workers
or women.

Future policy isintended to shift that balancein favor of those who
have been increasingly excluded from the process, while continuing
to address the income and equality questions. How far Europe can
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succeed inexpandingitsemployment, and how far it can do so without
experiencing increasesin wage inequalities are, however, very much
open questions, and results will depend heavily on the policy changes
that are actually made.

Uncertainty about the effects of increasing labor market flexibility
liesat the heart of current concerns. Theevidencethat wageinequality
in the United Kingdom has risen sharply —in line with the United
States, but out of line with most other European experience—over a
period in which it has pursued widespread labor market deregulation,
has discouraged othersfrom following this path.

However, it is not clear whether increased wage inequdity is the
direct consequence of increased flexibility —essentialy resulting
from changesin power relationships in the labor market--or whether
increased flexibility hassimply meant that new factors, such as trade
openness or new technological changes (both of which may have
adversely affected the job prospects of those at the lower end of the
|abor market) have been translated morerapidly into wagedifferences
in the United Kingdom and the United States than is the case in
countries where labor marketsare lessflexible, in this sense.!3

Theinterconnection between theseissuesiscentral to current policy
concernsin Europe. Ignoranceof theissuesiswidespread, and empir-
ical work limited. We are currently looking to research further the
relationships surrounding what | have called the natural distribution
of wage inequalities and the natural rate of employment. Those who
have ideas to contribute, and are available to pursue the issues, are
welcome on board.
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Endnotes

"There isawide dispersion of rates between member states, largely reflecting differences in
acuvity ratesof women. Danish rates, for men and women combined, exceed 75 percent. Those
1in Spain and Italy are less than 50 percent.

2The key chapter, for our purposes, Chapter 8, is entitled "' Turning Growth into Jobs."

3Including carrying out more than thirty administrative changes affecting eligibility.

4Social Trends, HMSO. This positionis now changing and the Chancellor of the Excheguer,
Kenneth Clarke, has spoken about the risks of dual societies—Mais lecture 1994.

SHuman Capital Investments and Economic Performance: Conference Proceedings. Novem-
ber 1993, Santa Barbara.

SEmployer Association comments on high school examination results, summer 1994.

"Social Protection Report 1993 and Employment in Europe Report 1994, both Commission
of the European Communities publications.

8Which effectively excludes many women—who have shown that they will work if work is
available, but who are sensible enough not to waste time looking if thereisnone.

9Some initial explanation iscontained in the Employment in Europe Report 1994,
%Employment in Europe Report 1994,

1Some 4 percent of women who are counted as being in employment 1n Europe work fewer
than ten hours a week.

12Globalization, in particul ar, introduces strains on socially constrained income distributions,
asiscurrently thecase, for example, within the Japanese banking sector.

B ogically, the |atter explanation holds since the United States already had flexible labor
markets before itsincome distribution widened, but other factors may well be at work.
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Frans Andriessen

Much has been said about the gap between scientific analysis and
the response to it by policymakers and politicians. Today, you have
before you aformer policymaker, even a politician, who knows how
difficult it isto translate analysis and recommendations into concrete
policy. Pruning the welfare state (by which I mean not only social
security systems but also the totality of collective services, transfers,
and thelike)--one of the often heard recommendations— needssocial
acceptance in mogt, if not all, of the countries in Europe. A lack of
completesocial acceptanceisnot, of course, an dibi for noaction. But
pruning the welfare system does necessitate a well composed policy
mix and the determination to implement it once the decision istaken.

Unemployment isthekey priority for the European Union (EU) and
its member states. This was the opinion of the European Council as
stated in the " White Book” of the European Commission, which has
been mentioned during these meetings. There is enough evidence
about the implications of unemployment for individuals and society
to underscore this high priority. Over the past twenty-five years,
unemployment in the European Union has risen from 2.4 percent in
1970, to 6 percent in 1980, and to 12 percent in 1994. Unempl oyment
in the European Union isamost twice as high asin the United States
and four times as high as in Japan. Unemployment rises when the
number of job seekers increases faster than the number of jobs
available. Our problemin Europeis not that thelabor supply hasrisen
faster over the past years than elsewhere. On the contrary, over the
last decade the numbers of job seekersin Europe grew by 0.8 percent
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per year, compared to 1.7 percent per year in the United States. Our
problemin Europeisthat weare hardly abletocreatejobs. Since 1960,
the number of jobsin the United States grew by 84 percent, in Japan
by 46 percent, and in Europe by amere6 percent. Thisiswhy fighting
unemployment has to be the key priority in the European Union.

The core of the problem is the bad functioning of thelabor market.
The market issimply too rigid. There are many reasonsfor this. | will
concentrate this morning on one particular aspect, which in my view
has to be remedied and can be remedied. The welfare state has
provided member states with a relatively generous social security
system to put it mildly. The system is so generous that the incentive
for the unemployed to look for a job has been substantially reduced,
if not completely removed. In my country, a person whofinds employ-
ment at the minimum wage and nets only 20 guilders per month is
better off receiving unemployment benefits. Given the fact that when
you work you have some costs and expenditures, the worker is better
off remaining in the benefit system rather than accepting the job. |
would say thisiscontrary to an incentive. The cost of this generosity
ishigher tax levelsand higher tax charges. Thisleadstorelatively high
labor costs, where the net wageis substantially reduced and is some-
times considered to be unsatisfactory. The difference between labor
costs and net wages, the so-called "wedge,” is far too large in many
European countries.

Job losses, combined with low incentives to seek jobs, have been
particularly harmful to certain typesof individuals. Unemployment is
concentrated to a very large extent in the lower income brackets, and
this tendency is increasing. The European Union is confronted with
massiveimmigration. Besides being low-skilled, many of theseimmi-
grants have other handicaps that reduce their ability to integrate into
thelabor force. They reinforce the pressure on the low-income work-
ers, low-skilled groups, and thelow-income unemployed. In theyears
tocome, thereisarisk that problemsin thisminority group might arise
on an unprecedented level and lead to persona and societal conse-
quences.

Thisiswhy fromapolicy point of view, thefirst priority of thefight
against unemployment must be targeted at the lower segment of the
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labor market. In thislower segment, most employment can be found
in sectors which are to a large extent protected from international
competition, such as retail trade, catering, cleaning, maintenance,
repair, and personal services. To be able to reduce unemployment in
thelower segment of thelabor market, thelabor cost for low-skill jobs
must bedrastically reduced. Thereare, of course, many waysof doing
that. In the United States, the impressive growth of employment was
possible because of a substantial drop in wages paid for unskilled
work. During earlier sessions, we have aready commented on the
income inequalitiesin the United States. Y esterday, we weretold that
wage costs in Japan are also rather flexible. But in my opinion, the
so-called American model, with so many people below the poverty
line, is not afeasible model for Europe.

What should wedo if our own model is at the limits of itscapacity?
Let me use the Netherlands as an example. In the Netherlands, the
ratio of economically inactive individuals to economically active
individuals was 44 percent in 1970, 66 percent in 1980, 82 percentin
1990, and isnow 86 percent. Thismeansthat one hundred actives have
to work to support 86 nonactives. Such a situation is, of course, not
sustainable. It is, therefore, clear that the welfare state is at stake and
that pruning the welfare state is not an asocial activity. Pruning the
welfare state is instead necessary to maintain it in an acceptable form
for future generations.

Sofor the European Union, the model we have to seek, in my view,
is to bridge the gap between labor costs and net wagesin such a way
that unacceptable burdens on the lowest income individuals can be
avoided. Some European countries are aready considering reducing
the tax on lower income groups. | am in favor of such a reduction
because the lower tax will increase net wages, increase the gap
between net wages and unemployment benefits, and accordingly
create asubstantial incentive for unemployed peopleto seek jobs. I'm
also in favor of reducing labor costs for employers. The employers
don't pay taxesfor their workers but they do pay premiumsfor such
social insurance e ements as health costs. So, | believe a reduction of
taxes will create an incentive for unemployed workers to look for a
job, and a reduction in the cost of labor to employers will create an
incentive for employers to create jobs. Therefore, both sides will
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contribute to a better functioning of the labor market.

Oneadditional advantageof thisapproachwould bethat for thetime
beingthelevel and duration of these benefits could remain untouched.
| say for thetimebeing becausetherewill beeffectson the purchasing
power of thisgroup dueto wage moderation asaconsequenceof these
policy changes. The restraint of wages resulting from such a system
would also, of course, contribute to wage moderation, which in turn
would contribute strongly to the creation of more jobs. For instance,
success in restraining wagesin my country has certainly contributed
to the creation of jobs during the 1980s.

Calculations teach us that the measures | have advocated can be
extremely costly from a budgetary point of view. Respecting the
existing tax structure—that is, not changing the division between the
more prosperous and the less prosperous people—would require
extremely high budgetary expenditures. That money has to be found
through economies in the budget. | am afraid that by respecting
existing systems, it will not be possible politically to fund such
activitiesby cutting back spending on other programs. And that means
that if onedoesrespecttheexisting system, onewould haveto perhaps
shift part of the financing from charges on labor to other sources of
revenues.

This morning we have discussed that point, but | would like to
emphasizetwo things. First, | am advocating that these tax reductions
be given to al workersso that disincentivescould be avoided —ven
though thedisincentivesfor high.incomeindividualsis perhapsmuch
less than for low income individuals. The second point | would like
to emphasizeis that, for instance as mentioned in the White Paper of
the European Commission, you could envisage taxes on energy. |
know thisisavery difficult issue, but atax on energy could very well
fit in along-term, sustainable energy policy. Of course, | am aware
this cannot be done on a national base. It has to be done at least
Comrnunitywideand preferably even throughout the Organi zationfor
Economic Cooperationand Devel opment (OECD). By implementing
an energy tax you could save costson labor and keep the systemgoing
by financing from other sources. Some model calculationsthat have
been made in Europe indicate that substantial job gains could result



from such atax on energy.

Y ou might say perhapsthis approach, rather simplein its concept,
isabit of a*push and pull™* approach. But it would be a two-handed
approach withincentivesfor supply and for demand. But | don't think
that is enough. When jobs become available, when people are more
prepared to move, an active labor market policy remains necessary,
or perhaps becomeseven moreindispensable. | would roughly follow
the recommendati onswhich have been made during thesessions. I'm
not going into all thedetails, but | would like to offer one observation
here.

Since | agree that active labor market policiesare useful, financial
resources devoted to these policies should not be reduced as some-
times seems to be the case. Because the cost of these policiescan be
great and other political priorities competing for these funds will be
sgueezed, if the starting position for the unemployed is substantially
improved, one might expect the people concerned (the unemployed)
toreact positively. A comprehensiveset of opportunitiesfromtraining
tojob experienceand special arrangementsfor thedisabled should be
offered, but one shouldn't have the right to reject every opportunity.
"Push and pull," okay, but also if necessary,“the carrot and thestick."
Refusal to takeajob should not be permissible. A group of peoplewill
nonetheless remain which cannot be accommodated to jobs. There
will remain a group of unemployed. As a last resort, one could
consider the creation of additional jobs in the public sector for this
remaining group in such a way that other workers are not displaced
by doing so.

What | am suggesting today is, of course, not a panaceafor al the
evilsof unemployment.l haven't mentioned many well known meas-
ures and | won't go into these measures today. But, | would like to
underscorethefact that international coordination, even cooperation,
could be very useful in creating a positiveenvironment for economic
growth. In that respect, it is very important that for instance the
agreement of Marrakech should be ratified as soon as possible. Pro-
tectionist tendencies, which are obviously working in the world,
should be avoided as much as possible. As| reflect on the history of
the approval of trade agreementsand the difficultiesin getting them
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ratified, | don't think the worries about protectionism are completely
groundless.

IntheEuropean Uniontherealready existsaforumfor coordination,
the increased coordination of budgetary and monetary policies, with
exclusive competencies for the EU in the domains of trade, competi-
tion policy, and merger matters. And so far, the European Union with
all of itsupsand downs—and there are many upsand many downs—
could serve as an example for the OECD, where prospects for inter-
national cooperation are rather gloomy.

It has been said that economic growth of about 4 percent is needed
to reduce unemployment in the European Union to acceptable levels.
It may not be very difficult for Asian countries to achieve this rate of
growth, but such arateis not possiblefor Europe without considerable
effort. What | have suggested this morning islimited. Y ouths are the
hardest hit group. The hard core of the unemployed —the low-skilled
and thelong-term unemployed —are primarily young people. | am not
pessimistic. During the 1950s and 1960sin Europe weimported |abor.
Massive unemployment is not a "' natura” order. | believe it can be
reversed in an acceptable way. Perhaps there is not an easy starting
point, but the European Union was able to create millions of jobs
during the 1980s. It must be possible to substantialy reduce unem-
ployment while maintaining adecent standard of living for those who
remain unemployed.

Author's Note: For thisaddress| have used elementsof areport written under my direction
on low market segment unemploymentin the Netherlands.



Overview

Alan S. Blinder

| am heretoday in avery new rolefor me. Whilel am not young by
any reasonable criterion, | am very young as a central banker. |'ve
been here a the Kansas City Fed conferences in Jackson Hole several
times before, but always as an academic speaker, where my role was
clearly to say something and maybeeven to say something interesting.
It isquite clear that, in my new job, my new role isto say nothing and
certainly not to say anything interesting.

Mindful of that dictum, I'd like to take us back to the perspective of
acentral banker, which isto say back to macroeconomics— asubject
we haven't talked about very much in the symposium in general, but
especialy not this morning. (That is not criticism at all; | feel it was
quite appropriate to discuss the things we have discussed this morn-
inng.) In particular, 1 was very glad to see, when | received the
program, that this is a conference about reducing, not increasing,
unemployment. Charts 1 and 2 (eight panelsin al) illustrate what a
woman from Mars who landed here in Jackson Hole to look at the
unemployment history of the world since 1970 would have seen: the
standardized Organization for Economic Cooperation and Develop-
ment (OECD) unemployment rates of anonrandomly selected sample.
The eight panels cover every country represented on the program—
including the OECD and the European Union (EU)' as countries—
except, I'm sorry to say, New Zealand. That's because the OECD does
not have astandardized unemployment ratefor New Zealand that goes
back this far. So this is the entire available sample. The hypothetical
woman from Marscould beforgiven for wondering if thegovernments
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Chart 1
Standar dized Unemployment Rates

12

L n I L L L L

1970 1978 1986 1994

Percent . European Union
12

1970 1978 1986 1994



Chart 1

continued

OECD

Standar dized Unemployment Rates

1 . L. "
1978 1986

Japan

1994

1

Applications/Job Offers Ratio

Unemployment Rate
1 | 1

24

1970

1978

Source: OECD Main Economic Indicators.



Alan S. Blinder

Chart 2
Standardized Unemployment Rates
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of thesecountrieswerereally worrying about reducing unemployment
during this period rather than increasing unemployment. If they were
worrying about reducing it, they weren't doing too well —except
perhaps for Japan and the United States.

Now, in my view, central banks, or more generally macroeconomic
policies, do indeed havearole in reducing unemployment as well as,
not incidentally, in reducing inflation. Before | pursue that point
further, there is a preliminary point—actualy a hurdle which, if not
jumped, leaves nothing moreto say on the subject. That hurdleisthis:
for a centra bank to have any role in either raising or reducing
unemployment, you have to believe in Keynesianism. If you don't,
changesin aggregate demand are all dissipated in prices right away—
up or down—and you just don't have any ability to affect the unem-
ployment rate.

TheFortune Encyclopedia of Economics hasadefinition of Keynes
ian economics. | wrote it, so | know what's init. | am only going to
summarize the first haf of it, which is the definition of positive
Keynesianism, forgetting about any normative considerations. This
definition hasthreepieces, and I'll just read them briefly. First, it says:
"A Keynesian believes that aggregate demand isinfluenced by a host
of economic decisions—both public and private—and sometimes
behaves erratically. The public decisions include, most prominently,
those on monetary and fiscal (that is, spending and tax) policy."

Second, it says that a Keynesian believes that: “... changes in
aggregate demand, whether anticipated or unanticipated, have their
greatest short-run impact on real output and employment, not on
prices."

And third: "Keynesians believe that prices and, especialy, wages
respond slowly to changes in supply and demand, resulting in short-
ages and surpluses, especially of labor."

That is at least one person's definition of what it means to be
Keynesian, in a positive sense. Now, by this definition, | submit that
President Nixon had it right when he said, "We are al Keynesians
now." (I think he said thisin the 1970s.) Money is not neutral, and |
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don't think | have to take any time to defend that proposition any
longer —athough | must say that, if thiswere aconferenceof academ-
ics, | probably would. If you accept this proposition, then | can go on.
If youdon't, of course, | can sit down right now. (I supposel shouldn't
put that to a vote!)

If you accept this proposition and you accept the natura rate
hypothesis, which has been thoroughly discussed at this meeting, they
lead to what | like to call "the approximate dichotomy.” I’ll come at
the end to why it is only "approximate”--or at least one reason
why —but thisis what | mean by the approximate dichotomy: where
employment isconcerned, in the short run macroeconomicsis every-
thing and in the long run macroeconomicsis nothing.

Let me elaborate slightly on what | mean by that. In the short run,
changesin aggregate demand can and do easily change the unemploy-
ment rate by, say, plus or minus two percentage points. Such events
happen frequently in business cycles. Thereis nothing, | submit, that
we know in the way of microeconomic interventions that could have
an effect remotely close to that in the United States--certainly not in
the short run, and maybe not even in the long run. So that's one-half
of the dichotomy.

However, in thelong run the meaning of the natural rate hypothesis,
as Dale Mortensen stated clearly this morning, is that the unemploy-
ment rate will converge to the natural rate regardless of macroe
conomic policy. And that means, roughly speaking, that the
employment rate of five to ten yearsfrom now has nothing to do with
today's macroeconomic policy. The latter is totally irrelevant.
Today's macroeconomic policy will, however, have something to do
with the price level of five to ten years from now.

| emphasize this dichotomy because, while it is mother's milk to
economists, it isamost totally unknown outside the economics pro-
fesson—indeed it isatotally foreign doctrine. Very few people have
in their heads the notion that the effects of aggregate demand on jobs
aretemporary, which is not to say ephemera —1 don't mean they are
gone in three to six months, they are certainly not—but temporary.
Nor do most people realize that a very big microeconomic achieve-
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ment, at least in the United States, might be reducing the natural rate
of unemployment by 0.25 percent. That would be a major, major
achievement. But | think that very few people outside the economics
profession understand either part of thisdichotomy, which isashame.

In view of thisapproximate dichotomy, what isapoor central banker
to do? My view is that we should remember a television quiz show
that | occasionally watched in my wasted youth called The Price Is
Right. You may remember that on The Pricels Right an object would
appear, and contestants were supposed to guess the price. You won if
you came as close to the actual price as possible without going over.
That was the name of the game. Similarly, in my view, the job of a
central bank, in this regard, is to guide the employment rate up to its
natural rate, but not higher than that. By that criterion, | think the
United Statesisextremely closeto being ' on target,” but the European
Union, | believe, isquitefar from being on target.

| have stated quite clearly, | think, that | believe the central bank
does have arole in reducing unemployment, or raising employment.
But, aswe know, not al central banksexplicitly recognize an employ-
ment objective of that sort. We heard very eloguently at lunch yester-
day, from Donald Brash, the virtues of single-minded concentration
on an inflation, or a price level, objective. The charge given by the
Congress to the Federal Reserve is quite different, as many of you
know. It calls upon us to pursue both maximum employment and
stable prices. Since these two objectives conflict in the short run, the
Federal Reserve Act calls upon usto strikeabalance. That hasalways
seemed very appropriate to me.

In thinking about the fact that different central banks have quite
different stated objectives, | started to wonder whether the objectives
actually matter. And, while | was-wondering about that, | stumbled
upon something which some of you have seen before: a ranking of
central banks by Alex Cukierman and two co-authors. (See Chart 3.)
Cukierman and others rated twenty-one industrial countries by what
they called " central bank independence.” Actuadly, | think this was
quite a big misnomer because, if you notice, the United States is
ranked pretty low. And | can tell you wefeel fairly independent at the
Fed, atleast inside the building. In fact, therankings really ratecentral
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banks on the single-rnindednessof their concentration on inflation-reduc-
tion, or price level stability. Here, .again, | must apologize to New
Zealand. | didn't make up these rankings, and they came before the
Reserve Bank Act of 1989. New Zealand, among other countries,
would clearly be ranked differently today.

What I've done in Chart 3 is looked at the period of disinflation:
1980-1993. It seems to me that around 1980 the countries of the
industrialized world looked back at the 1970s and said: “Enough—
indeed, too much. We had an awful lot of inflation, it didn't do
anybody any good, and we ought to.get rid of it."" There wasakind of
sea change in attitudes around the world, although not with exactly
the same timing everywhere.

So Chart 3 examines the period between 1980 and 1993. Central
banks are ranked by the objective index created by Cukierman and
others, with 1.0 connoting the most single-minded concentration on
inflation-reduction— you see, for example, that the Bundesbank ison
the far right on this criterion—and with zero on the other extreme:
banks that did not have any inflation objective at al in their charge
(that includes the Bank of Japan and it included then, but not now, the
Bank of France). And thequestion | asked was: Did the bank's legally
stated objective make any difference to what happened in this thirteen-
year period? Was there any systematic difference between the banks
that werefocused on inflation-reduction and those that were not?

Well, the top panel shows the changes in inflation over that period.
You can see that it is negative for every one of these countries; this
was, after al, a period of disinflation. But the answer to the question
is no. There is no correlation (technically, the R? is 0.03) between
how much inflation fell and the legal charge of the central bank.

Thelower panel shows that there was some correlation— not over-
whel ming, but noticeable— betweentherisein unemployment and the
central bank's objective. Here all the U's are positive, except for the
United States which had dightly lower unemployment in 1993 than it
had in 1980. So unemployment rose in every one of these countries,
essentially; andit rose morein the countries whosecentral bankswere
more single-mindedly devoted to inflation-reduction. But the differ-
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ence is not tremendously significant. The message, | think, may be
that the significance of the central banks charge may be more appar-
ent than real. But | wouldn't dismiss it entirely. Now, there is a
two-handed answer for you!

Let me come back briefly to the relationship between the microe-
conomic issues we've mainly been talking about at this conference
and macroeconomics. Despitethe dichotomy that I've emphasized up
to now, there is a relationship between the two-and for severa
reasons. Oneis the reason that Assar Lindbeck so eloquently empha-
sized thismorning: that microeconomic interventions might havevery
different operating properties at different levels of macroeconomic
activity. Thisis acomplementarity, by the way: Lindbeck suggested
that many micro-interventions work better in astrong macroeconomy.

The other point—which is also a complementarity between macro
and micro—iswhat Charlie Bean's paper was largely about. Let me
take just a couple of minutes on that. If microeconomic policies
succeed in lowering the natural rate of unemployment, then, according
to what | said before, the central bank should provide enough aggre-
gate demand to get the economy there. Supply will not create its own
demand. | think we've known that for 60 years.

The one dight disagreement | have with Charlie Bean, which Stan
Fischer mentioned in histurn yesterday, is that such policies need not
be inflationary if aggregate supply is in fact expanded. The name of
the game, then, is to expand aggregate demand in line with aggregate
supply. And the same dictum appliesin the other direction. If microe-
conomic events, policies, or whatever--excessivewelfare states, pro-
ductivity shocks, you name it—reduce the ability of the economy to
produce goods and services, then it is the duty of the central bank to
contract aggregate demand in line with the reduction in aggregate
supply. Among other causes of inflation, the 1970s saw afailure to
throttle back aggregatedemand fast enough when productivity growth
dowed throughout theindustrial world.

Thelast thing I'd like to talk about is the exception to the approxi-
mate dichotomy, to which | aluded earlier. That has to do with
hysteresis. As Bean noted in his paper, the sharp dichotomy between
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the demand side and the supply side begins to melt away if thereis
true hysteresis in the system. You can think of hysteresis as meaning
that, where aggregate supply isconcerned, the mottois: " Useit or lose
it."” If you don't useit, you start tolose it.

For the United States, theevidenceisagainst hysteresis; | would say
overwhelmingly against. Theclean little secret of macroeconometrics
is that the Phillips curve in the United States that we estimate right
now in 1994 looks almost the same as when we estimated it in 1974.
There has been barely any change in econometric estimatesof Phillips
curves in twenty years. That Phillips curveis, by the way, essentialy
linear and most likely —amost certainly —has a AU term in it, the
changein the unemployment rate in addition to thelevel of unemploy-
ment.

Now why do | mention such a seemingly technical detail? It turns
out that AU is highly significant for the hysteresisissue. The standard
Phillips curve equation essentially relates the change in the inflation
rate (AIT) on theleft to thelevel of the unemployment rate (U) relative
to the natural rate on the right. A Phillips curve with hysteresis in it
will relate the change in the inflation rate on the left to the change in
the unemployment rate (AU) on theright. If you integrate the relation-
ship AIT = -BUr—and here the econometricians in the room will start
fainting because you can't just do that; you change the properties of
the error term quite a bit; but let's forget about that—you get some-
thing that looks like afirst cousin to the old-fashioned Phillips curve,
just as it came from Bill Phillips:,a downward-sloping relationship
between the level of inflation and the level of unemployment: I, =

-BUL.

That raises two key questions. One isempirical and one is theoreti-
cal. Theempirical question isobviousfrom what I've aready said. Is
there, in fact, in the Phillips curve of an individual country an effect
of thelevel of the gap between the unemployment rate and the natural
rate, or the GDP gap? Or is there no such effect? Is it only the
first-differenceof that gap? For the United States, |'ve stated already
that the evidence is overwhelming that there is an effect of the gap.
For Germany, France, and Italy, | think the evidence is underwhelm-
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ing, to say the least. Indeed, | think we have to entertain seriously the
hypothesis that there is no conventional Phillips curve in those coun-
tries. Instead, there is one that looks much morelike a " hysteretical™
Phillips curve, if that isa word.

Next comes the theoretical question, the very important theoretical
question: Isthis process reversible? The history of Europeinthe 1980s
and into the 1990s was one of moving down along-run, old-fashioned
Phillips curve (IT = -BUy) toward what appears to be permanently
lower inflation purchased by permanently higher unemployment. That
is the case if the hysteresis hypothesis is correct.

But can we go back? With vigorous enough microeconomic inter-
ventions, anything isreversible. But those can be very tough things to
do. They can be tough economically, tough politically, and certainly
tough on the people who will be the victims of these policies. Y ester-
day Allan Meltzer referred to " harsh, brutal capitalism™ asthe way to
accomplish this.

However, the key question for the central bank—which has no
control over these microeconomic interventions—is: Is high unem-
ployment reversible by macroeconomic policies? The analogy is to
smashing through abarrier. Hysteresiscreates a barrier. The question
is: Can you smash through it by macroeconomic interventions?Or is
it only micro policies that will work? And here, | think, Bean's
discussion of the different sources of hysteresisis very germane, very
useful, and mostly but not 100 percent correct. Let me say why. It
seems to methat if hysteresis comesfrom the insider/outsider model,
especidly its union variant, then when unemployment is high the
union just hunkers down and cares only about the employed people.
Such hysteresisis not going to be reversible, except by extreme—redly
extreme— policies.So you get the answer: No, you cannot go back in
the other direction.

On theother hand, if thereason for hysteresisis' useit or loseit” —if
human capital has deteriorated, if physical capital hasdeteriorated or
been scrapped, or if hiring and firing costs have created ranges of
indeterminacy within which the unemployment rate will just stay
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where it is—then | believe the answer is. Yes. Reversing macroe-
conomic policies can indeed reverse what appears to be a permanent
rise in the unemployment rate, though they will take some time and
need to be pursued with some effort.

| want to conclude now with one last thought, just to prove that |
was paying attention at the conference. As1 listened to the different
papers, | was struck by the following empirical regularity. Several
times | heard it stated that the most that macroeconomic policy could
possibly do to unemployment in the European Union would be to
lower the unemployment rate by two or three percentage points. This
was sometimes said asif it were agreat achievement and sometimes
asif it were a small achievement. 1 would certainly count it a great
achievement. But the point I'm making isthat this was offered as the
most that could be achieved; and some people were saying, " Well, that
really doesn't get you very far."

I think | also heard, around the lunchtable and elsewhere, that it
would be surprising if microeconomic interventions could reduce the
natural rate of unemployment in Europe by more than two or three
percentage points. And that would also be agreat achievement. It was
striking to me that those two numbers are the same—two to three
percentage pointson the macro sideand twoto three percentagepoints
on the micro side. It leads me to my concluding remark: we should
not go away from Jackson Hole accepting the view, popular in some
places, that high unemployment in Europe is an entirely microe-
conomic problem for which macroeconomicshaslittle or no relevance.

References

Blinder. Alan S." Keynesian Economics,” The Fortune Encyclopedia of Economics. New York:
Warner Books, 1993, pp. 118-123.

Cukierman, A., S. Webb, and B. Neyapti." Measuring the Independence of Central Banks and
I1tsEffect on Policy Outcomes," World Bank Economrc Review, vol.6,no. 3 (September 1992),
pp. 353-98.



Overview

Michel Hansenne

| welcome the opportunity to participatein this meeting. For one of
the world's magjor financial institutions to devote its annual sympo-
sium on economic policy to the theme of reducing unemployment
givesthe objective of full employment the mainstream attention that
it deserves.

The problem of unemployment has reached crisis proportionsin
most parts of the world. The figure of 35 million unemployed in the
industrialized countries is well known to this audience. In some
Eastern European countries, unemploymentlevel sexceed 15 percent.
Unemployment and underemployment are even higher in the devel-
opingworld. The handful of dynamicAsianeconomiesarean oft-cited
exception. But they account for only atiny fraction of the developing
world's populationand, indeed, haf of theworld's poor livein Asia The
unemployment problemshoul d thereforebe viewed in aglobal context.

Let mefirst present a few background facts: the world's working
age population (15-year-olds to 64-year-olds) more than doubled
between 1950 and 1990, from 1.5 billionto 3.3 billion people. It will
exceed 4 billion people by the year 2005. In 1950, 65 percent of the
world's working age population lived in developing countries. By
1990, the percentage had risen to 75 percent. Extrapolating from
present trends, devel oping countries will contribute about 97 percent
of new entrantsto the global labor force between 1990 and 2025.

At present, the International L abor Office (ILO) estimatesthat 820
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million persons in the world labor force are either unemployed or
underemployed. While the numbers in registered unemployment in
the world amount to 120 million persons, an additional 700 million
can beclassified asunderempl oyed—engaged in an economic activity
that does not allow the worker to reach aminimum standard of living.

An estimated 20 percent of the world's population, over 1.1 billion
persons, livein poverty. Moreover, thegulf between theworld's haves
and have-nots is widening rather than narrowing. Thus, just as the
distribution of income within individual Organization for Economic
Cooperation and Development (OECD) countries has widened since
the 1970s, so too hasthedistribution of theworld's income, with afar
larger divide between the wealthiest 20 percent of the world's popu-
lation and its poorest 20 percent. We must not forget this broader
setting when looking at industrialized countries.

+ There is a profusion of contending explanations of the rise and
persistence of high unemployment in industrialized countries. Many
of theseprovide useful, albeit often partial, insightsinto various policy
and institutional causesof the unemployment problem. The danger is
that one could lose sight of the overall picture and adopt a partia
solution as a panacea.

A casein pointistheissueof labor-market rigidities. Thereisindeed
broad agreement that this has been a factor in explaining different
employment outcomes and that reforms to labor-market institutions
arecalled for in specific cases. But reform does not mean awholesale
or uncritical dismantling of labor legislation and socia protection. For
one thing,-there-are other-and-probably far more important factors
contributing to tmemployment. To paraphrase Richard Freeman, the
roleof labor-market rigidities inithe employment crisisis probably at
most that of supperting actor—Rosencrantz or Guildenstern, but not
Hamlet. For-another, the notion of rigidity or rather itsconverse, "'flexi-
bility,” has come to cover such a multitudeof situationsand practices
that it is more a vague nostrum rather than a practical policy tool.

Nothing more characterizes labor markets in the world than the
diversity of rulesand ingtitutions in which they are embedded. Noth-
ing could more obstruct real progress than a doctrinaire prescription



for supposedly universal application.

While opinion remains divided as to the precise magnitude of the
effects of changes in globa trade and production on the rise in
unemployment and |abor-market inequality in theindustrialized coun-
tries, there is little doubt that these changes must be part of any
comprehensive explanation of the problem.

There has been ashift in theinternational division of labor between
the industrialized and the developing world. Compared to the early
postwar decades when the global divide was between industrialized
countries and predominantly agrarian and primary-producing devel-
oping countries, the situation today is quite different. There has been
a significant shift toward some developing countries in the share of
manufacturing production and exports. So far these are largely con-
centrated in the newly industrializing countries of Asia and Latin
America. The share of developing Asia, including China, in world
production rose from 13.8 percent in 1980 to about 20 percent by the
end of the decade. Judging from recent trends, these countries will
continuetoindustrialize rapidly. In addition, therewill bethegrowing
incorporation into the world economy.of .developing.country giants
like Indiaand Chinaaswell as of countries of the former Communist
world.

These changes require adjustments on-thepart of bothrindustrialized
and developing countriesas well as in the institutions governing inter-
national economic relationships. With adequate adj ustment responses,
these changes offer benefits for al parties concerned through the
mutual gains from trade and higher productivity and growth. It is
thereforeimperativetoavoid thepitfall of thinking of global economic
changesas aredistributive battle over afixed pie.

Thisis not to belittle the very real problems of adjustment that are
involved. The high unemployment experienced in many industrialized
countries, accompanied in some cases by growing wage inequality
and declining demand for unskilled workers, is a reflection of the
difficulties of adjustment. There has been adecline in manufacturing
partly due toimport competition from newly industrializing countries
and the relocation of production to these countries.
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Asregardsthelatter, thereisgrowing concern with what Europeans
havecalled “delocalization”—the closure of a plant in Europeand the
creation of one making the same goods in a low-wage country for
export back to the home country.

Both import competition and relocation have kindled some protec-
tionist sentiment, but if alarger view istaken, it will be seen that these
are part of normal adjustments which are inherent in an evolving
globa economy. Even without changes in the international division
of labor, the rising incomes in industrialized countries necessitate a
shifttoapost-industrial patternof productionwhereservices predomi-
nate. Similarly, with rising wages, there is no advantage in persisting
in low-skill, labor-intensive production and delaying the inevitable
shift to higher-skill activities.

Theother part of thepicture, that involving thedevel oping countries,
provides equally strong arguments for adjustment. These countries
need theeconomic spacetogrow inline with their emerging compara-
tive advantage and thereby to generate employment and to reduce
poverty. Their growth will in turn provide an additional stimulus to
world production and trade. Thereisindeed aclear basisfor mutually
beneficia adjustmentsin theglobal economy. Itis perfectly consistent
to argue the long-term benefits of such economic exchange, while at
the same time, to acknowledge interim, negative impacts on some
labor markets.

Within thisdifficult overall framework somedisquiet hasal soarisen
over the nature of technical progress. In the industrialized countries,
thelink between technical progressand thefallingdemand for unskilled
workers hasbeen evoked by speakersin thissymposium. But therapid
obsolescence of skills and the disappearance in large firms of whole
layers of management suggest that the job-displacing effect of tech-
nology could even be more pervasive.

For devel opingcountries, thereis the related concern that they face a
growing technol ogical gap and that theleast well-endowed among them
face growing marginalization from the emerging world economy.

Thus, while research and development as a percentage of GNP
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amounted to 2.9 percent for developed countries in 1990, the equiva-
lent figure for the developing world was just 0.64 percent. African
research and development as a percentage of GNP, the lowest of all
the world's regions, has actually declined over the past two decades.
Multinational corporations are amajor vehicle of technology transfer
and indeed some 80 percent of all international paymentsfor royalties
and fees—a measure of technology transfer —are undertaken on an
intrafirm basis. But sinceforeign direct investment and international
subcontracting are concentrated in the developed world and newly
industrializing countriesin Asiaand Latin America, the poorest of the
poor regions in the world lag still further behind.

These, broadly speaking, are the main underlying forces which are
influencing growth and employment prospectsin the world economy.
Theeffectsof theseforceson employment and labor-market outcomes
in particular countries are conditioned by differences in policies and
institutions. These include differences in the priority given to full
employment in relation to other objectives, in macroeconomic poli-
cies, and in labor-market institutions.

We have seen in the past two decades a variety of outcomes as a
result of differencesin policiesand ingtitutions. Drawing clear policy
lessons from this diversity of experiences is not an easy task sinceit
ultimately depends on valuejudgments and isconditioned by different
views on economic behavior and the workings of the economy. For
instance, comparisons are often made between the job-creation per-
formances of the United States and Europe. The U.S. economy has
clearly outperformed Europein termsof the number of jobs created—
adding a net 18 million new jobs over the past ten years done—and
in maintaining alower rate of unemployment. By contrast, the Euro-
pean Union (EU) countries, and since the 1990s, the European Free
Trade Association (EFTA) countries too, have been witnessing "job-
lessgrowth."” There has been hardly any net growth in employment in
Western Europe over the last twenty years.

But the assessment clearly cannot end there since there are other
dimensions to be taken into account, such as the higher level of
inequality and inferior levelsof social protection in the United States.
We should beware of facile conclusions aimed at achieving so-called
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flexible labor markets at the price of low levels of socia protection.
Speakers here—wisdy, in my view—have not looked upon labor-
market flexibility asan al-or-nothing proposition or as someabstract
opposition between puredistortion and pure market freedom but asa
problem of tradeoffs. High unemployment benefits of very long
duration may indeed make unemployment persist but inadequate
socia protection worsens inequality and multiplies the numbers of
"*working poor."

Whatever a country's pattern of labor-market regulation, what can
besaidisthat thereisnoclear contemporary model of acountry which
has managed to achieve both greater employment growth and greater
equity while smultaneously adjusting smoothly to changing global
economic forces. But this does not mean that the quest for full
employment and equity isan exercisein futility. The task is difficult
but surely not impossible. The objectives of full employment and
equity were largely attained in the industrialized countries in the
so-called " golden age™ of the three decades after the Second World
War. Undoubtedly, there have been many significant changes since
then and the policies which were.adequate then have not been so since.
The challenge now is to develop a new generation of policies and
institutional arrangements that can reduce unemployment and rising
inequality: .

How so? The way out of the apparent current impasse hasto consist
of awide range of actions at both the international and local levels.
At both theselevelsit is necessary to redress the downgrading of full
employment and equity in relation to other objectives of economic
and socia policy. A renewed commitment to full employment as a
key objective isa prerequisite for.giving the problem the attention it
deserves.

There are encouraging signs that the climate of policy opinion is
shifting away from accepting prolonged high unemployment as an
unavoidable and unchangeable state of affairstoanew determination
tofind innovativesolutions. The"jobssummit" of the G-7, theDelors
white paper on unemployment in the European Union, the OECD jobs
study and, indeed, this very symposium, reflect a new concern and
determination tosolvetheunemployment problem. Noristhisconcern
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confined only to theindustrialized countries. The reduction of unem-
ployment is one of the three priority issues that will be discussed at
the World Summit for Social Development in March next year. As
part of its preparations for this summit, the ILO held an informal
tripartite meeting at the ministerial level in June to discuss the issue
of employment. The meeting wasattended by morethan 100 ministers
of labor and by leaders of worker and employer organizations from
all parts of the world. Discussion was focused on an ILO working
paper entitled " Toward Full Employment™* which advocated a renewed
international commitment to solving the unemployment problem.

Thereis, of course, no universally valid prescription for solving this
problem. But there are, neverthel ess, some broad generalizations that
can be made, especially with respect to areas where international
cooperation and policy coordination are necessary.

Of great importance at theinternational level isthe consolidation of
progress toward an open and fair global trading system. The recently
completed Uruguay Round and the formation of the World Trade
Organization are important gains. These devel opments offer the best
hopeof ensuring steady growth and job creation in theglobal economy
from which al nations can potentially benefit. It is therefore impera-
tive that the current problems of unemployment do not lead to a
resurgence of protectionism. In addition to an open and fair global
trading system, it is also necessary that the international financial
system provide a stable and supportive environment for job creation
worldwide. It is therefore important that the employment and social
consequences of international economic and financia policies are
duly taken into account. Thisincludes not only issues of job creation
but also those relating to the reduction of inequality between rich and
poor nations. These concerns can be addressed by ensuring that the
reform and strengthening of the institutions for .global--economic
governance include provision for a:strong “social pillar.”

Turning to national policies, there.is little disagreement that eco-
nomic and social investments to support adjustments to changing
comparative advantage in the world economy have acritical role to
play. Investments in developing and modernizing physical infrastruc-
ture create jobs while strengthening the basis for future competitive-
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nessand growth. Similarly, investmentsin education and training are
important for enhancing the capacity of workers to adjust to job
opportunities and to changes in skill requirements— whetherin new
industries in the broader labor market or internally within existing
firms. The aimisto increase the capacity of workers *employability
security,” as U.S. Labor Secretary Robert Reich underscored at the
ILO’s annual conferencelast June. This, after all, isthe true source of
labor-market flexibility and implies a strong role for labor-market
institutions.

These generalizations are equally truefor industrialized, transition,
and developing countries when adapted to their specific circum-
stances. In the transition economies, the priority is, of course, to
complete the task of developing the institutional and policy frame-
work appropriate to a competitive market economy. Without such a
framework, economic and socia investments will not lead to en-
hanced competitivenessand the successful integration of these coun-
tries into the world economy. In many developing countries too, a
major agenda of policy reform remains to be completed. In addition,
there are huge challenges of building up basic administrative capaci-
ties and of ensuring adequate opportunities for escape from mass
poverty. Rapid labor-intensive growth in line with their comparative
advantagehas been shown to bethe most effectivemeansfor reducing
unemployment, underemployment, and poverty.

There is every reason to believe that the objective of full employ-
ment can be reconciled with other imperatives, such as maintaining a
low rate of inflation. But the paths toward solutions— the new insti-
tutional arrangements and cooperative bargains that will have to be
struck —are no doubt many and complex and will vary from national
setting to national setting.

A basic mission of the ILO sinceitsinception has been to promote
such cooperative solutions to economic and socia problems with the
activepartnershipof employers and workers organizations. ThelLO
isthe only agency in the United Nations system that is structured on
atripartite basisand in which theinterests of workers and employers
aswell asgovernmentsfind full voice. By reflecting their plurality of
interests, thelL O recognizes that the market for labor must be viewed
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not only in economic termsof allocativeefficiency but, to use Robert
Solow’s words, asa'*social institution.” Concepts such as equity and
fairness matter —and not only through some abstract appeal to univer-
sal social justice but in hard economic and political terms. This more
complex view of the global employment problem is shared by those
of you who are exploring the causal links between economic depriva-
tion, rising criminality, and social and political fragmentation. Given
good will and a shared commitment to social justice on the part of
governments, workers and employers, it is well within the reach of
human ingenuity to work out viable arrangements.

Such an approach should also be applied to other issues of labor-
market reform. Unilaterally imposed reforms breed resistance and
resentment which will ultimately rebound negatively on economic
efficiency. Also, since unemployment isonly one symptom of labor-
market dysfunction, it is important to be aware of the dangers of a
blanket approach to deregulation or, to put it in other words, of the
risk of throwing the baby out with the bath water. Applied uncritically,
deregulation may result in exchanging one set of labor-market prob-
lems for another; reducing open unemployment, for example, at the
expense of diminished job quality and higher inequality. When it
comesto labor-market rules, what i s needed isa more nuanced policy
approach that ooks at both sides of the accounting equation—that is,
their benefits aswell astheir costs. Thisis because the overall effects
of theruleswe live and work by can rarely, if ever, beindependently
isolated. Rulesgiveincentivesor disincentivesfor behaviors by fitting
together as a system. For example, while the costs of employment
protection are real, so isits positive impact on incentivesto provide
and acquire training and on productivity.

The goal should therefore be to work out optimal reform packages
tailored to the setting which provide for greater efficiency and flexi-
bility withaminimal sacrifice of the benefits that flow from essential
regulation of labor markets and from a decent level of social protec-
tion.

These issues of labor-market reform and of ensuring the right
tradeoff between efficiency and equity are also important for transi-
tion economiesand devel oping countries. |n thetransition economies,
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the central problem s that of creating new |abor-market institutions
and an incentive structure that can ensure greater flexibility and
efficiency in the allocation of |abor while providing essential safety
nets and retraining opportunitiesfor substantial numbersof displaced
workers. A prerequisite for meeting this difficult challenge is the
strengthening of labor ministriesand representative organizations of
workers and employers since this is the best means for ensuring an
optimal balance among competing interests in the creation of new
institutions.

In the devel opingcountries, [abor-market regulationstypically extend
to only a minority of the workforcethat isin the modern sector. But
it would be wrong to conclude from this that the issue |s only of
marginal importance. L abor-marketregul ationsarecrucial forprotec-
tion against exploitation and for ensuring basic worker rights. They
areal so often important for improving | abor productivity and channel -
ling economic competitionaway from dead-end, expl oitativeoptions.

| leave you with three main thoughts. First, let us build upon the
specific and often probing discussions we have had these past days
toward afocuson the broad and fundamental obj ectiveof full employ-
ment. Unless and until that objective acquires center stage as the
objectiveof economicpolicy itself-—rather than asaresidual accorded
variousweight by policy groups—our progresswill belimited and our
solutions, short-term. Second, employment is not just a matter of
numbers. While we are rightly preoccupied with the quantitative
dimension, weshould not ignorethequalitativedimension. Of course,
in any given situation and at any given time, priorities may conflict
and theright point of balance may be hard to find. But the conditions
under which work is performed, the livelihood it provides, and the
solidarity shown by those with work and income toward those with-
out: these are also measures of a decent society. Third, and finally,
labor markets, once again, are socia institutionsand, in the words of
the ILO’s constitution, labor is not-a commodity. Thisis not to say
that prices and quantitiesdo not matter in our understandingof how
|abor markets work. But if we think thisisall that matters, then we
risk seriously misunderstanding how the fundamental notions of
fairness, equity, and security are as powerful laws of economic and
socia behavior asany other.
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Unemployment: A German View

Hans Tietmeyer

Asacentral banker, | belong to that class of people who, as Robert
M. Solow has claimed, display ""dignity without responsibility™ in
their attitudeto unemployment in Europe.' | cannot speak for Europe
asawhole; instead, | would rather confine the following remarks to
(western) Germany, since in my opinion, the causes of the high
unemployment rates in Europe— notwithstandingwhat one may read
in many U.S. studies—differ quite considerably from country to
country. This is suggested, for instance, by one symptom: the rela-
tively low level of unemployment among young people in Germany
and the high level in our neighbor and partner, France.

Nor has it escaped me, asa central banker, that the level of unem-
ployment in western Germany has increased steeply in the past three
decades. Taking theaverage of the 1960s, the unemployment rate was
1 percent; during the 1970s, it was 2 112 percent; in the 1980s, 7
percent; and currently, it is 8 1/2 percent. As has frequently been
described, the rises generally occurred in steps, in the wake of reces-
sions; aseach successiverecession wasovercome, unemployment was
left at a higher level than before. Largely in accordance with this
pattern, the European Community commission?isexpecting afurther
increase in unemployment in Europe in the further course of this
decade.

In keeping with Solow’s above-quoted prejudice against central



354 Hans Tietmeyer

bankers, | regard the unemployment in western Germany as very
largely being a structural phenomenon. It is primarily dueto awhole
series of factors which | cannot spell out comprehensively here, but
only illustrate with the aid of a number of examples.

(1) In western Germany, there is, in several respects, a mismatch
between supply and demand on thelabor market. It isreflected among
other things in the fact that high unemployment and substantial
unsatisfied demand for labor coexist simultaneously. Even in the
middle of the recession year 1993, the number of unfilled vacancies
amounted to approximately three-quarters of a million—that is, to
roughly one-third of the number of unemployed.? Thereasonsfor this
mismatch can beinferred from thefact that the percentages of jobless
people who had not completed their schooling or vocational training,
and of unemployed persons with health problems or of advanced age,
werefar higherthanthecorrespondingpercentagesamongtheempl oyed.
Thereisno need to explain at length that—in line with the hysteresis
hypothesis—itis precisely among these groupswith unfavorabl e [abor
market characteristicsthat cyclical unemployment has changed over
timeinto structural unemployment; thetrend growthin the percentage
of thelong-term unemployed likewisederivesfromthesegroups. This
mismatch has been evident for along time in regional terms, too.

(2) Theinteraction of wage substitutesand social security benefits
on one hand, and the burden of taxesand socia security contributions
ontheother, lessentheincentive towork, particularly among thelower
income groups. The wage substitutes in Germany aregenerousin two
respects. the replacement ratio is comparatively high, and the wage
substitutes are granted practically unlimited. Those who are not enti-
tled to unemployment benefits or unemployment assistance receive
welfare benefits. It can be demonstrated (with the aid—admittedly —
of some rather extreme examples) that the differences between dis-
posable income from employment and such wage substitutes are so
small that starting work on theofficial labor market isnot worthwhile.
Even a wider gap between disposable income and wage substitutes
does not necessarily imply any incentive to take a job on the official
labor market. After al, the "gray™ labor market, which owes its
existence mainly to the heavy burden of taxes and social security
contributions, in many cases provides the option of a spare-time job
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yielding untaxed additional income. Theresult isthat part of long-term
unemployment seems to represent voluntary unemployment.

(3) Although there are hardly any regulations in Germany which
directly impede employee recruitment, there are quite a number of
provisions that build up high barriers to dismissals, and thus hamper
such recruitment indirectly. For one thing, in the context of employee
protection, dismissals are possible only after a notification period of
between four weeks and six months. For another, dismissals for
personal reasons must be **fair'* and those for economic reasons must
be" socially fair,” with the courts having wide discretion in interpret-
ing these criteria. They usually take advantage of thisleeway tostress
socia considerations in favor of the dismissed employees; not infre-
quently, the outcome is severance awards amounting to several
monthly salaries. Larger scale dismissals by enterprises employing
more than twenty workers are subject to even stricter rules which
provide, among other things, for generouscompensatory paymentsto
the dismissed employees in the context of what are known (and
notorious) as *'socia plans.” All in all, employee protection in Ger-
many seems to be so far-reaching in its social motivation that it
involves the unsocial outcome of hampering the employment, not
least, of people with unfavorable labor market characteristics.

In the public debateon unemployment, which usually takestheform
of alament over the shortage of jobs, in Germany at least the price of
labor —that is to say, the wage and wage-related other costs—is all
too often disregarded or not regarded enough. A large number of the
problems | havejust discussed seemsto beclosely associated with the
fact that the cost of labor in Germany is generally too high, and that
wage differentials are not adequate. | regard that as a cardinal struc-
tural problem of the German economy. | am well aware that this
assessment is not shared by all professional economists. That owes a
good deal to thefact that thereis no accepted yardstick for measuring
thecontribution of excessivelabor coststothelevel of unemployment.
Hence all that isleft is merely the general statement that the price of
labor isevidently not market-clearing.

The west German structural wage problem has comeinto being, as
it were, in severa stages. In the early 1970s, when the economy was
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booming and the controls on inflows of workers from outside the EC
were strengthened, it became the explicit aim of the west German
labor unionsto securealarger shareof national incomefor employees.
At bottom, for a long time they .were largely successful in this
strategy —though partly to the detriment of the value of money, and
partly at thecost of amuch higher level of unemployment than before.
Another characteristic feature of wage rate policy during the 1970s,
moreover, wasitssocial motivation,to theeffect that thelower income
groups were awarded above-average wage raises, particularly in the
form of what were known as"'basic™ pay increases—which had the
result that low-paid work, and therefore, in large part, less-qualified
work, went up in price particularly steeply.

In the late 1970s and early 1980s, the labor supply in western
Germany began to grow much faster, mainly owing to demographic
factors; during the 1960s and early 1970s, it had risen only very
moderately. With the advent of immigration toward the end of the
1980s and the influx of ethnic German resettlers and of commuters
from eastern Germany, the supply of labor surged anew. It must be
admitted that, after therecessionin theearly 1980shad been overcome
and during the subsequent prolonged upswing, management and labor
made successful efforts to exercise wage restraint. However, this
restraint apparently went no further than that exhibited under the
earlier conditions of asluggishly expanding potential labor force; that
isto say, in the changed circumstances, it did not go far enough.

At first sight, thislooks like the familiar insider-outsider problem,
but in fact, that does not apply altogether to Germany in a textbook-
like fashion. Under our social security system, insiders have to pay
for outsiders insofar as, by meansof their contributions to unemploy-
ment insurance, they help to finance unemployment benefits to the
jobless; a growing number of outsiders means an increasing burden
on insiders as a result of rising contribution rates. However, | would
not rule out the possibility of akind of "*wageillusion™ arising among
insiders which causes them to overlook thisconnection. Over the last
ten to fifteen years, a selection process has taken place on the labor
market in western Germany, in the wake of which, people with
unfavorable structural labor market characteristics have become out-
sders—gradualy at first, but then increasingly. These persons have
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often included poorly qualified employees, whose services remained
comparatively expensive during the 1980sand 1990s, as well.

After al, wages policies and performance have changed in Ger-
many, but the structure of wages has not followed suit in the past few
years, athough, in recent times, some first steps have been taken.
Quite generaly, inadequate wage differentials must be seen in close
connection with wage movements, whereby labor and managementin
oneindustry or one sector, or inaparticular region, acted as pacemak-
ers for wage negotiations in the other areas of the economy. Wage
drift likewisefailed to generate more pronounced wage differentials;
in recent years, wagedrift has shown comparatively few, moreor less
cyclical, swings in western Germany. Against this background, the
verdict that iscommonly voiced in theliterature to the effect that the
spread of income from employment in western Germany has, if
anything, decreased of late, as compared with the 1960s and 1970s,
appears to meto be quite right.4

It isoften asserted, particularly by U.S. observers, that only part of
the unemployment in Europe, including Germany, is of a structural
nature, while anot inconsiderableproportion isof acyclical character,
thatis, dueto lack of demand, which can be and must be remedied by
means of familiar demand-management measures. Asfar as western
Germany is concerned, the advocates of this hypothesis should be
given pause by the variousempirical studies on the non-accelerating
inflation rate of unemployment,> which exhibit such a wide spread
that, in the extreme case, al the unemployment currently prevailing
in western Germany is claimed to be of astructural nature.

To besure, in theliterature there are today only afew who believe
that thereisalong-term tradeoff between unemployment and inflation
(on a stable Phillips curve). Yet | think a majority of economists
believe that there is such a tradeoff in the short run. But even those
who argue along these lines concede that, in the light of the large
public sector structural deficits, there is no scopefor acorresponding
expansionary fiscal policy.

Therefore—itisargued — monetary policy must assumethisrole. In
other words, weareback at thetraditional call tocentral bankstolower
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interest rates. And | have heard that song many times during the last
few years and months. Now such demandsare |less frequent and loud.
But they are till there.

Inthisconnection, itisall too often overlooked how far central bank
interest rates in Germany have actually been lowered since the early
autumn of 1992. In mid-September 1992, the discount rate stood at 8
314 percent; the Lombard rate, at 9 1/2 percent; and the rate for
securities repurchase transactions, at 9 314 percent. Since then, these
rates have been reduced to 4 1/2 percent, 6 percent, and 4.85 percent,
respectively. Inany assessment of theseinterest rate reductions, it has
to be borne in mind that, quite generally, the interest elasticity of
domestic demand differs considerably from country to country. For
instance, the west German economy responds distinctly less than the
U.S. economy to changes in interest rates; this presumably owes
something to thefact that, particularly inthe areaof privateresidential
investment — the textbook example of an especialy interest-elastic
demand component — (but by no means only there), government sub-
sidies undermine the impact of the interest-rate mechanism.

Moreover, thecyclical effects of short-term interest ratesin western
Germany are exceptionally limited. According to our research, four-
fifths of al bank loans (the primary source of enterprises external
financing) are of alonger-term nature; in the past two years, only new
loans of this kind have been granted on balance. The greater part of
them have been placed on terms oriented toward the capital market
rate. Thisindicates that in my country interest rates at thelong end of
the market are of much greater significance than shorter-term rates.

The German capital market rate, which had stood at about 7 percent
since mid-1989 and had risen to around 9 percent before and imme-
diately after German reunification, fell to barely 5 1/2 percent, and
thus almost to an all-time low between the beginning of 1991 and the
beginning of 1994; this owed a great dea to capital inflows from
abroad, which were no doubt mainly caused by exchange rate move-
ments and expectations, aswell asby confidencein the stability of the
deutsche mark.

Thedifferent movement of central bank interest ratesand thecapital
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market rate should really have brought it home to many criticsof our
policy of "little steps,” who were calling for a drastic reduction in
official interest rates by one-and-a-half or two percentage points at a
time, that the assumed mechanistic connection between interest rates
at the short end and those at the long end of the market simply does
not exist. At the longer end of the market, expectations—and that
means the credibility of anti-inflationary policy —play a mgjor role.
In actual fact, an acceleratedlowering of central bank rates would have
involved the danger (especially in view of the overshooting of our
intermediate target M3) of that being interpreted as a departure from
our stability-oriented policy stance, which might have given riseto a
loss of confidence, especially on the part of foreign investors. Ulti-
mately, thiswould no doubt haveresulted in anearly upturnininterest
rates at the long end of the market, which would have been counter-
productive, at least insofar as investorsare subject to money illusion.

Now that an upswing has got under way in western Germany, there
is probably even less prospect of the successof any similar attempt to
counteract an increase in interest rates at the long end of the market,
particularly since the international environment has changed. By and
large, inmy view theBundesbank, by deployingitsinterest ratepolicy,
cannot successfully hold the longer-term interest rate durably below
thelevel set by market forces.

This means that a reduction in unemployment due to a temporary
deviation of theinterest rate level can hardly be sustainable. And yet
such an episode of central bank policy, which may result for instance,
from overrating the cyclical component of unemployment, invariably
gives rise to dangers of inflation, the causes of which can be traced
not least to a corresponding response on the part of wage-rate policy.

Especially in Germany — giventheattitudeof our population, which
inthewakeof twohyper-inflations isparticularly aversetoinflation—
wemust try harder than someother central banks, maybe, to avert such
risks. Against this background, it isalso necessary towarn—asfar as
Germany isconcerned — againstthe experiment suggested by Charles
R. Bean in the course of thismeeting, to the effect that areductionin
real wages should be aimed at by temporarily tolerating afaster pace
of inflation.®
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For the reasons | have mentioned, monetary policy cannot be
expected to make an active contribution to a (lasting) reduction in
unemployment. Instead, the no less arduous task of the Deutsche
Bundesbank, at least, consists in creating the underlying monetary
conditions that foster greater monetary stability. At thesametime, this
will pave the way for the responsible policy areas doing their bit
toward reducing the level of unemployment.

This primarily constitutes a call to management and labor to make
a higher level of employment possible by means of corresponding
ongoing wage settlements, as well as by structural reforms of the
wage-bargaining conditions. Parliament must embark on reformsin
the same direction as well. For the individuals affected, measures of:
this kind may well be painful; what is more, only gradually do they
promiseto yield economic benefits. Both thesefactorstogether explain
why such reforms will make headway only in small steps, at least in
Germany.

Even so, there is no longer any reason today for fatalism and
pessimism. Inthe 1993 wageround, and even morein thisyear's wage
round, management and labor in western Germany — admittedly,under
the impact of the deterioration of conditions in the labor market due
to the recession— agreedon rates of wage increase which, if retained
over the medium term, are certainly likely to yield a higher level of
employment. True, thecontinuation of such wagerestraint in thelater
stages of the upswing that is now under way is by no means assured.

The moderate wage-rate policy of 1994 was accompanied by a
turnaround that almost merits the epithet "historic,” inasmuch as
management and |abor for thefirst timereached agreement on greater
flexibility of labor costs and working hours. For instance, the latest
pay settlement in the chemical industry for thefirst timeopened upan
opportunity of recruiting long-term unemployed personsat apay level
below the agreed negotiated rates. This means that, for the first time,
a settlement was reached from which outsiders benefit as well as
insiders.

Inthemetal industry, inorder to safeguard employment, enterprises
can now reduce the agreed weekly working hours from 36 to 30,
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without full pay being mandatory, at times when order booksare thin.
Moreover, Parliament has meanwhiletaken initial stepstoward reform,
or such moves areimpending. Among other things, private job place-
ment, which hitherto has been permissibleonly for afew professional
groups, has been allowed since the middle of thisyear. Under a new
proposal by the federal government, the granting of unemployment
assistance, which at present is virtually unlimited, isto be limited to
two years. Furthermore, the replacement rate of unemployment insur-
ance has been lowered by three percentage points; for recipients with
at least one child, by one percentage point.

None of these are by any means spectacular measures, but rather
initial small steps, but they do at |east warrant hopesfor the future. If
this route is followed further 'in wage-rate policy and in dismantling
structural impediments, there are certainly good prospects of pessi-
mistic labor-market forecasts, such as those of the EC Commission,
not corning true.

All of thisappliesin principle to eastern Germany, too, where the
reasons for the present unemployment rate of 15.1 percent are, of
course, far more complex. There is little doubt that the high level of
unemployment in eastern Germany is mainly due to the sudden
opening of thefrontiers, the abrupt introduction of the deutsche mark,
and the transfer of a not-very-efficient economic system into a full
global competitive situation. This externa shock has entailed pro-
found changes in production and sales structures. At the same time,
completely different'patterns of behavior on the labor market are
required.

The adjustment process in eastern Germany is undoubtedly taking
place more dramatically and more rapidly than in the other former
CMEA countriesof central and eastern Europe. On the other hand, it
isalso being fostered morestrongly by transfers of financial resources
and know-how from western Germany. A relatively high level of
unemployment is presumably inescapable for a transitional period,
since thechangesin structuresand patterns of behavior will taketime.
In my view, however, some of the present unemployment might well
have been avoided.
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It seems to me that a gradual introduction of monetary union (for
instance, with variable exchange rates to begin with) wasimpossible.
This is because that would have necessitated the preservation of the
Wall for a time as the border between the two Germanys. Moreover,
| think that theimpact of the conversion rate of one-to-one for current
payments chosen upon the introduction of the deutsche mark is
overrated (especially by foreign observers), much though | personally
would have preferred a different rate.

To my mind, the crucial reason for the current unduly high level of
unemployment in eastern Germany isthe largely unprepared transfer
of the west German system of wage formation, of the education
system, and of socia legislation to eastern Germany, and the overly
rapid harmonization of the general wage level without taking due
account of the differencesin productivity between east and west and
between the individual economic sectors and enterprises.

But in thisarea, too, there are meanwhile initial signs of a possible
moderation of the pace of wage harmonization between east and west
and of greater flexibility in wagelevels between enterprises. And yet,
theimpatiencein eastern Germany toreach at an early date astandard
of income which is fully comparable to that in western Germany
remains unmistakable, and is understandable, too, in some respects.

In this connection, the economists still have a major job of persua-
sionto do. Weat the Bundesbank are taking painsin our publications
to do our bit to help, even if thisis not awaysmuch appreciated by
those concerned. Asl seeit, however, independent central bankersnot
only bear responsibility for good monetary policy but also haveaduty
to enounce economic truthsand draw attention to economic relation-
ships, regardless of whether that suits those to whom it is addressed.
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Closing Remarks

George Shultz

Without trying to summarize—!| wouldn't try that task—Ilet me
make a couple of comments myself. First of al, | like the premise of
this conference, which | taketo be that thelevelsof unemployment in
the Organization for Economic Cooperation and Development
(OECD) countries as we see them measured are too high. They are
undesirably high partly because unemployment represents|ost output,
partly because of theimpact on individual people, and partly because
of the undesirable social consequences when people are unemployed
for too long and they do, in fact, change. So that isfundamentally the
premise. And judging from the discussion, the basic proposition
advanced is that a great deal of the explanation for the undesirably
high levels of unemployment liesin what's identified asarisein the
natural rate of unemployment —thatis, with various things that have
happened in the way thelabor markets work that cause that ratetorise.

Now there has been a certain reluctance— particularly expressed
this morning—to accept that completely, afeeling that maybe it's a
cop-out by those who are in charge of demand management. But
nevertheless, it seemsto methe power of theanalysisthat labor market
problems are responsible for this undesirable characteristic has been
put forward convincingly. So the question is, what to do about it?

Here it seems to me what we have been offered is modest, and
perhaps appropriately so. To use a baseball analogy, perhaps thisis
one of those areas where you have to say there is no home-run ball.
And the way you get your runner around the bases isthrough singles,
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stolen bases, hit batsmen, and so on. It's that kind of a game where
you look for incremental changesthat move youin theright direction.
That is particularly so since we are dealing with an area where the
political-economic intersection isextremely sensitive. So you haveto
look for things that can pass through afairly small eye of aneedle.

In that sense, a subsidiary part of what | announced as Assar
Lindbeck’s lawv—that users of the system are smarter about how it
works than people who design and administer it—is that alot of the
peoplewho are unemployed and that weare worrying about are smart.
They understand thesystemthey arein, and they arespending anawful
lot of their time figuring out how to work the system. So we look for
those incremental changes that will cause these people to change the
direction of their ingenuity, to say: How can | use this system to get
into another one that's better? And we have been offered a few
recommendationsfor such changes.

To adegree, it seems to me that we can be a little optimistic— at
least in the sense that the start of solving one of these problemsis
always recognizing that you have one. And until you recognize that
you have a problem, you're really not going to face up to doing
something about it. In that sense, we can feel reasonably optimistic,
and we can say that it's thejob of peoplelike those who are gathered
hereto belooking for those things that will be helpful so that they will
be ready for that political moment when perhaps they can be adopted
in the various countriesinvolved.

| would like to say a word about a little different problem. It's an
unemployment problem, yet it has been hardly noticed here, only hit
on very gingerly onceor twice. But it seemsto methat our discussion
has beenlargely about peoplewho, though unemployed, are neverthe-
less within asystem. We understand the parameters of that system, so
we can argue about it and work to improve it. But there is another
group of people that | feel is growing in the United States—I don't
know about Europe—that are not really in this system. They areina
system of crime and drugs, of no family attachments, and of gang
attachments. Just because they are not in school doesn't mean they
aren't smart. Sometimes they are extremely ingenious. But they are
in adifferent pattern, a different system. They are not in the system
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that we were talking about. And it's area problem. They are unem-
ployed in one sense, but they are busy as all get out in another sense.
And | think that we have to address those issues because they are
difficult and they are extremely important. It is a threat to society if
we don't do something about people in this aternative system.

Just to make the point, | would like to mention something totally
outside the scope of what we have been taking about. | had a
conversation a few months ago—maybe six or eight months ago—
with the then-prime minister of Algeria. (He's not prime minister
anymore.) | asked him what he could tell me about the threat that |
read about all thetimeof Islamically motivated violence asa problem
both in Algeriaand elsewhere. And hesaid: "'l would haveto say that
thegovernment has done such aterrible job of managing the Algerian
economy that the bulk —like two-thirds--of young peoplein Algeria
are unemployed. They don't have a job, and they don't have any
prospect of having a job. So what are they doing? They are just
hanging around, and it's a very explosive situation. It's not truly a
religiously based situation. It isinstead a situation that derives from
this economic hopel essness.”

Now that would be way overdramatic as a characterization of the
situation in the United States, but | think there are placesin the United
States which are kind of like Algeria. So this is a different kind of
unemployment problem that was only touched on here. Perhaps the
closest thing to something prescriptive about it was the comment of
Jim Heckman that there are undoubtedly big payoffs to early action
at very early ages, and for efforts to get at |east the very young out of
the cycle that leads an undesirably large and yet still growing group
of peopleinto thisother pool.
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