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(d) Other Jactors. There are also other factors at work

which account for some of the deterioration in the unems-

ployment-inflation trade-off. Of these we have been able to

identify only the greater militancy of workers after thew

Paris events of 1968 and rising benefit replacement ratlo
many countries at various times up to around 1980, «

The main interest is in the policy implications. The‘icleéf
message is that benefits, labour market policy, and bargam-i
ing structure play an important role in affecting the course

of unernployment

How Can Unemployment be
Reduced?

;'By bringing together all we have learned, we can now draw
significant policy conclusions. Unemployment is not deter-
mined by an optimal process of allocation. Though it does
perform a vital role in the redirection of labour, its level is
sub]ect toa host of distorting influences, tending to to make it
y..,,efﬁcwnt. The most obvious of
these distortions “are B o

..the benefit system, which is subject to massive problems
. of moral hazard (unless admmlstered well), and

2. the system of wage determmatlon where decentralized
- unions and employers both have incentives to set wages
ina way “that generates mvoluntary unemployment and
; where bargamed wages create a mlsmatch between the
...pattern of labour demand and supply ‘

,Both these ~systems generate negative externalities. While
Vhere may be some positive search externalities from unem-
_ployment, it is hard to suppose that these are of the same
_order.

-However,  the negative dlStOI‘thl’lS do not mean that
nemployment is too high in every country. This depends
_on how much else the country has done to offset them.
_~Pohcy makers have to apply a cost-benefit _approach to
each possible policy option open to “them in their existing
_circumstances. They inevitably operate in the world of the
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second-best and most of the forms of intervention that are
proposed introduce other distortions. Even so, they may
improve the welfare of millions and make an economy
thrive rather than limp.

We shall begin by looking at policies towards the unem-
ployed, including policies on benefits, since the lessons here
are clearest. We shall then look at the issue of bargaining
and incomes policy. Then we shall dlscuss the role of
employment subsidies.

All these kinds of policies can help a lot. We end by dis-
cussing ones that are unlikely to help—profit-sharing,
work-sharing, early retirement, and reduced employment
protection.

'Policies for the unemployed (benefits and active manpower
policy)

(i) Benefits

"The unconditional payment of benefits for an indefinite
" period is clearly a major cause of high European unemploy-
ment. This possible "effect of the welfare system was never
mtended by its founders. For example, the architect of the
British welfare state, Lord Beveridge, proposed in his
Report (1942) that ‘unemployment benefit will continue at
the same rate without means test so long as unemployment
lasts, but will normally be subject to a condition of atten-
dance at a work or training centre after a certain period
. The n_ormal period of unconditional unemployment
beneﬁt will be six_months.’ He believed that, after that,
‘complete idleness even on an income.demoralises’.

Yet somehow this simple truth got overlooked. The
unconditional welfare system worked so well in the boom-
ing 1950s and 1960s that people failed to realize that it
gravely weakened the economy’s self-correcting mechanism
in the face of adverse shocks.

The obvious lesson is that unconditional benefits must be
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of 11m1teq‘durat1on But then, what after they run out? One
apprdébh is nothing, as in the USA. This is a harsh route,
in which some people end up on the scrap-heap. It also
ignores the fact that benefits of even limited duration are
subject to ‘moral hazard’ and liable to encourage an
inefficient degree of unemployment. The other approach is

active manpower policy.

(ii) Active manpower policy: the Swedish example

The classic example of an active manpower policy is the
Swedish system. In the 1960s most foreign economists
(including some of us) thought the Swedes had gone over
the top. But the wisdom of their approach was proved by
the fact that, even after two oil shocks, the Swedish unem-
ployment rate never hngered over 3 per cent; long-term
unemployment was never allowed to ‘emerge, and unem-
ployment quite soon came “down to under 2 per cent. So it
is worth describing the essential features of their system of
manpower policy.

Benefits for the unemployed run out after 14 months, but
linked to this are ‘abougt market policies to make sure that
people find productlve work. These have four main mgredl-
ents.

(a) T he placement servzces (employment exchanges). These
becomes unemployed. Case loads are low—only, 35 unem-
ployed people per member ‘of staff, compared with at least
five times more in Britain. And the exchanges have excel-

lent information on the labour market both locally and

elsewhere, based on the compulsory notification of vacan-
cies.

(b) Retraznmg Hard-to-place workers are sent on hlgh-
quahty tra1n1ng courses_m some cases, as soon as they
become unemployed Thus, economic change is welcomed
as an opportunity to provide experienced workers for the
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industries of the future. Generally about 1 per cent of the
workforce are on courses of this kind.

(c) Recruztment subsidies. If workers have not been placed

within sng_h ‘months, employers recruiting them can - be
offered a 50 per cent wage subsidy lasting six months. The
numbers taken up under this scheme peaked at 0. 3 per cent

of workers in 1984.

(d) Temporary public employment and the right to work. If
all these measures fail, the public sector (mainly local
authorities) acts as the employer of last resort. It provides
work for up to six months, mostly in construct1on or the
caring services. Provision is highly counter-cyclical, cover-
ing some 2 per cent of the workforce at the peak and under
0.5 per cent by 1988. Anyone whose benefit entitlement has
run out is entitled to such work by law.

Such policies are expensrve and the Swedes spend nearly
down unemployment the programmes,_ reduce unemploy-
ment benefits, which in the EC cost 1.5 per cent of GNP
compared with 0.7 per cent in Sweden. In the long term the
Swedish programmes may be largely self-financing to the
Exchequer. In terms of social cost-benefit analysis, they
almost certainly pass the test.16 '}

By any criteria, the Swedish labour market has per-
formed extremely well (during the 1980s). The _employ-
ment— yopulat1on ratio, already the highest in the world,
has gone on rising, while it has fallen in all the main EC
countries. However, in the last year or so, the system has
been placed under extreme pressure. As a consequence of
various adverse demand shocks and problems with the
banking system, unemployment in Sweden has risen to
unprecedented heights (over 5 per cent). Whether or not the
Swedish system can survive intact under this pressure
remains to be seen.
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(iii) Policy towards the long-term unemployed -

The lessons here are particularly obvious for the countries
of Eastern Europe which have started from a position of
zero unemployment. But, for a country with high unem-
ployment, there is also the question of how to get from
here to there. In high-unemployment countries around half
the unemployed have been out of work for over a year. For
such workers the chances of finding a job are very much
less than for the short-term unemployed. And, for the same
reason, ~long-term unemployment is doing much less to

) restram inflation than short-term unemployment.
“For these reasons, active help to the unemployed should

be concentrated on the pr on of long-term unemploy-
ment. If we remove from unemployment a newly unem-
ployed person, we are removing someone who on average
would have left unemployment fairly soon anyway. If we
remove a person at risk of long-term unemployment, we
are removing someone who might otherwise continue
much longer in unemployment So the external benefit to

‘the ‘taxpayer from removing the second type of person is

much greater than that from removing the first. Unless the
costs are drsproportlona‘tely greater, therefore, help should
be concentrated on those at risk of long—term unemploy-
ment.

(iv) Displacement, substitution, and deadweight

But manpower policies are often criticized on two grounds.

reduce employment for others (by/‘displacing’ labour in
other ﬁrms or/ substltutmg for other workers in the same‘
ﬁrm) “This argument is often based on the notion that there

is a limited demand for labour (arising from limited aggre-

gate demand for products) If so, the argument is almost
totally misconceived. For the aim of manpower policy 1s to

“that thlS 1s the mam hrmtmg factor,not aggregate demand.} \
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But there will almost certainly be some substitution and
displacement for supply-side reasons. For example, if long-
term unemployment is greatly reduced, there may need to

{be some small increase in short-term unemployment in
order to restrain wage pressure> In principle, the magnitude
of the total effect of a policy can be determined by finding
out how it affects not only the outflow rate from unem-

ployment but also the mﬁow rate (the unemployment rate
being determined by the ratio of the inflow rate to the
outflow rate).!?

The second charge against manpower policy is that it
often pays money for things that would otherwise have
happened (‘deadweight’); for example, an employer is paid
for hiring someone he would have hired anyway. Transfer
expenditures of this kind are undesirable if they then have
to be paid for by distorting taxes. But such elements are
probably a smalhsh) issue in the overall social cost-benefit
calculus of most active labour market policies.

(v) Pin-point targeting

The pohc1es we have discussed have the major merit of
being targeted directly at the problem in hand. For exam-
ple general regional a1d is_often advocated because there

" much of it fails to relieve unemployment. In contrast “the

pol101es we have been d1scussmgf ‘aim’ directly at unemploy-

O Tt et e S

as, a consequence of dealing w1th unemployment “rather

{:than in order 1mperfect1y to do so. }leew1se these policies

deal directly with skills mismatch where it is identified,
rather than by some more general intervention.
Policies on mismatch (employment subsidies and training)

This does however raise the issue of whether there is a case
for more general action to combat the mismatch across
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regions and across skills. Suppose there are two markets
(say North and South), with higher unemployment in the
North. One could approach this problem by increasing
labour demand in the North or by reducing labour supply
there (by. out-migration). But it does not make sense to
attempt both; for subsidies to employment in the North
will be paid for by higher taxes in the South. This policy is
bound to discourage migration.

So which policy should be attempted? If better returns to
migration do little to encourage migration, then (ignoring
externalities) the correct policy is to subsidize employment
in the hlgh-unemploymEn{ lérea But@uppose migration is
very responsive, with all workers indifferent between
regions at the preva1hng rates of ‘wages and employment
ples of public finance apply in_ the absence of externahtles
there should be umform taxation.

However ‘there. are externalities. Migration into low-
unemployment areas creates a demand for extra infrastruc-
ture, publicly financed. It may also damage the losing
region. This argument, together with unresponsive migra-
tion behaviour, prov1des;' the foundation of the case for
regional policy. But oneimust stress that ; other distortions
that reduce migration, such as housing pohcy, do need
urgent reform.

With skill formation, the case is somewhat different.
Training suffers from the standard externahty problem—
that trainers are not able to trap the full social return,
either because of ‘poaching’ or because of the tax wedge.
Even though the supply response is again quite weak, this
constitutes a case for favourable ﬁscal treatment for educa-
tion and training. T

As we have already said, direct policies affecting the
unemployed should be judged by different criteria from
those affecting the overall balance of supply and demand.
This is because of the pin-point targeting which gives them
their extra leverage.
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The reform of wage bargaining, and incomes policy

( i ) Bargaining systems ‘

We turn now to the other key issue: the reform of wage
bargaining. Here we have discovered two main points. First,
other things equal, unemployment is lower the lower is

gain. This suggests the merits of hrmtmg the power of indi-

- vidual unions. But, second, for a _given union coverage and

union power, unemployment is lower when employers co-
ordinate their wage offers at an 1ndustry or national level,
and likewise when unions co-ordinate their wage claims.

So there seem to belfy ‘two forms.of organization that work
well. One (as in the USA) has low union coverage—and
preferably low union power. The other (as in Scandmav1a

union eoverage—wnh low union power again at the decen-

tralized level, but with strong national unions dealing on .

equal terms with employers. The’ choice between these sys-
tems is clearly political and depends also on the size of
country. But economic arguments are also relevant.

The issue is whether institutions can be created which
overcome the externalities involved in decentralized wage-
setting (whether by firms and/or unions). The ideal is that a

consensus develops about an appropriate ‘going rate’ for.

nommal wages, which is then implemented without requir-

ing unemployment to eliminate the wage-price - and
wage—wage spirals. In this context there is a role for

1. an informed national debate about what rate makes'

sense;

2. reports by respected bodies such as councils of economic
advisers and research institutes;

3. national talks between employers and unions. .

If the climate of opinion is responsible, a kind of implicit
contract may emerge, as often happens in Germany and
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Japan, in which other bargainers follow a pattern settle-
ment unless they face exceptional circumstances. Everyone
recognizes the need for increasing ﬂex1b111ty in remunera-
tion packages. But equally, it is important that most agree-
ments stick within an accepted range of total remuneration
and do not initiate a game of competitive leapfrogging.

. However, this does presuppose a fairly high degree of

social discipline. If this is not forthcoming, governments

naturally consider direct intervention. -

(ii) Conventional incomes policies

We then: need to consider the case for some form of gov-
ernment wage controls, such as a maximum permitted per-
centage rate of growth of earnings. Incomes pohc1es of this
kind have been tried at many times and places.

To control inflation, the Roman Emperor Diocletian
issued a wage decree in AD 301 and those who breached it
were sentenced to death. The policy was abandoned as a
failure after 13 years.

In ap 1971 the US President Nixon introduced a three-
month wage-price freezé, followed by two years of less

‘rigid- controls. - The pohcy clearly restrained inflationary

pressure while it lasted, but proved unsustainable under the
pressure of shortages of labour and goods (Blinder 1979).

- In Britain there was a statutory incomes policy in
Trades Union Congress) in 1975-9. Both of these were
abandoned, mainly because of union opposition. However,
the second of the policies was at first remarkably success-
ful, and helped to reduce inflation from 27 to 12 per cent
in two years with no increase in unemployment. After the
pohcy was abandoned mﬂation rose again. Some people
said this was due to a catchmg-up effect’. But the best
econometric evidence does not support the view that in
Britain reductions of inflation achieved during incomes
policies are automatically undone once the policies end
(Wadhwani 1985).
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In France an incomes policy was introduced in 1982 and
inflation fell over four years from 12 to 3 per cent. The
wage norms had statutory force in ‘the pubhc sector, and
the employers federation broadly followed thé same norms.

Similarly, Belgmm and Italy - have smce 1982, had laws
prescribing the maximum degree of wa indexation in
between major renegot1atrons which again implies a form
of wage norm. Inflation has fallen.

Australia has a long-standing system of quasr-]udlclal
determination of basic wage rates, above which ‘over-award’
payments can be negotiated. However, since 1983 the
national government, in ‘accord’ with the union movement,
has set the basic norm within which the system operates.

There are two main problems with fully centralized gov-
ernmental incomes policies. First, they infringe the principle
of free bargaining between workers and employers. Thus,
many individual groups have a strong incentive to breach
the norm. This is also the case, of course, where a norm
has been bargained centrally between confederations of
employers and unions. But individual groups are more
inclined to accept a deal to which they are at least an indi-
rect party. For this reason,{’ governmental incomes policies
that have the support of the confederations of employers
and unions are themselves more likely to last than those
that are 1mposed But history suggests that nearly all such
policies are eventually breached. A permanent centralized
mcomes policy is probably infeasible.

The!second problem is that a centralized incomes policy
is inherently 1nﬂex1b1€;} It is bound to impose rigidity on the
structure of relative wages. But the reallocation of labour
may be much easier if relative wages rise where labour is
scarce and vice versa. Without this, structural unemploy-

between industries and regions. Incomes policies sometimes
try to incorporate committee mechanisms for adjusting rel-
ativities, but these cannot work as effectively as the market.

The result is that incomes policies of this kind have
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always been short-lived. This _does not mean they have
always been useless. Indeed, a/ temporary incomes policy is
a much better way to disinflate than having a period of
high unemployment. And if unemployment is above the
long-run NAIRU and  there is hysteresis, a temporary
incomes policy is an excellent way of helping unemploy-
ment to return to the NATRU more quickly.

(iii) Tax-based incomes policies

One would, however, like to achieve a permanent reduction
in the NAIRU itself. If this is to be through incomes pol-
icy, it must be through some mechanism other than direct
controls. This leads to the proposal for tax-based incomes
policy. Under this there is a norm for the growth of nomi-
nal wages, but employers are free to pay more than the
norm at the cost of a substantial financial penalty. Thus,/if

employers need to: break the norm in order to recruit

labour or avoid a strike, they will do so. But all bargainers
will be subject to strong disincentives to excessive settle-
ments: Let us see more clearly how this would work.

If the free market geﬁerates excesswe wage pressure, the
the most efficient way tc? kcleszrtﬁ*"rnarket failure, unless
direct controls have some partlcular advantage. One

the sake of clarity, we shall discuss them in reverse order
starting with a tax on the level of wages.

Suppose that the tax is paid by firms. If a firm: pays its
workers. a gross real wage W, it also has to pay  the
Exchequer a net tax per worker of tW; - S, where ¢ is the tax
rate and S a positive per worker subsidy. Hence the firm faces
an ex ante schedule of labour cost per worker (C;) equal to

Ci= Wil +1-S.

We assume that the scheme is self- ﬁnancmg, so that ex post
in the representative firm C; = W,.
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HoY!r‘does this reduce wage pressure and thus unemploy-
ment? The basic mechanism is that, when workers gain an
extra’;El of wages, it costs the firm an extra £(1 + HThus
the firm is more willing o Tesist any claim, while the work-
ers may be more anxious about making the claim because
of its greater employment effect. As on p. 39, the bargained
wage W; is that which maximizes Blog(W; — A)S; + logll;
Differentiating this expression with respect to W;, the ﬁrr;
chooses the wage so that ’

B +E0"_Sit?ci N oG
Wi—A4  S;dC oW; TI; aW,-f_O’

where by the envelope theorem a unit rise in labbur cost

‘ (C) reduces profit by N; so that dl/3C; = —N;.

Since the tax sets JC/oW; = 1 + t, and ex post it is self-

financing with C; = W, the mark-up of the wage over out-

side opportunities (Equation 8) is now given by

W;— A _ I — ax
Wi (1 + D(esy + ax/B)

The higher the tax rate, the less will wages tend to leapfrog
egch gther. Thus unemployment will be lower. To be pre-
cise, since W; = W = We, equation (8') now becomes

1 - ax

T (1 + t)esw + ax/B)(] — BIWY

u*

‘5o that unemployment falls as the tax rate rises: A similar

result holds in the case of efficiency wages.
Needless to say, it makes no difference whether the tax is

b levied on firms or workers.'® But it must be progressive so
- that, when wages rise, labour cost rises faster than wages

do; Le., a part of wage cost must be tax-exempt, through a
posmv.e S. A proportional tax at rate ¢ whose proceeds
were given to the Martians would have no effect.

Qf course, any tax introduces some distortions, even
while it offsets others. A tax on weekly earnings could have
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severe effects on work incentives, so the tax should be
levied on hourly earnings to make it as near an ideal tax as
possible.

- An alternative, and more understandable, policy is to tax
the growth in hourly earnings. The upshot again is lower
wage pressure and lower unemployment/But the tax bites
less hard, because raising wages this year rather than next
costs you taxes this year but saves you taxes next yeat:}
Thus, to achieve a given reduction in wage pressure, the tax
rate has to be 1/(r — n) times what is needed with a wage
level tax, where r is the real discount rate and n the permit-
ted (tax-free) growth rate of real wages,

According to many people, a tax-based incomes policy is
very difficult to administer. This is not true. Provided it is
part of the lgwywp‘f“’théﬂlénd and the definition of earnings is
as for the income tax (or the social security tax), it can be
readily_collected from firms at the same time as they pay

the withholdinig income tax (or the social security tax).

There are, as with any tax, some obvious ways of trying to
dodge the tax. Most of these can be dealt with. Even so,
any tax has some distorting effects and so does TI‘P. But on
balance we believe that{ if the political will were there to
implement it, in most Eéuntriesf'f it would not only decrease
unemployment but would raise social welfare.

We should stress that the aim of all incomes policies is
not to reduce real take-home pay but only to reduce wage

pressure and thus the NAIRU. Indeed, since higher output

yiélds higher tax returnvsA, 1tw111 normally be possible to cut
tax rates when employment increases. '

Marginal employment subsidies

Incomes policy works by reducing the target real wage at
given unemployment. An alternative way to reduce unem-
ployment is to raise the feasible real wage in a way that
does not lead to equal changes in the target real wage. A
good way to do this is by a mgggig@l_cmplqymcnt,Wsubsidy.

[

£
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Suppose that we subsidize at a rate s all employment
above some fixed proportion of last period’s employment.
If the scheme is self-financing, it can be paid for by a tax
on the rest of last year’s employment. If the firm is monop-
ohstlcally competltlve it sets prices as a mark-up on mar-
gmal cost Thus the price equation becomes

- p-(w—5) = Bo— Biu.

The feasible real ‘wage is increased and unemployment falls.

Clearly, we do not want ‘this process ‘to reduce post- tax
profits, but post-tax profits can be restored by reductions in
the profit tax financed by proportional taxes on workers.
The latter, as we have seen, would not affect unemploy-
ment.

Another way to reduce the profit mark-up is by increased
product-market competition (e.g. via the 1992 programme
in Europe). Under wage-bargaining (though not efficiency
wages), this will reduce unemployment.

We turn now to policies that are much less likely to have
this effect.

Profit-sharing

There has been much recent excitement over profit-sharing,

generated by the work of Martin Weitzman, Social reform-
ers have, of course, advocated profit-sharing for many
years as a way of improving productivity—and there. is
good evidence to support their case. But the extra produc-
tivity would not of itself increase employment That would
requlre some additional mechanism.

In his original book, Weitzman (1984) proposed such a
- mechanism in the context of a labour market which in
. equilibrium is market-clearing. He argued that under the
‘ wage system firms equate the real wage to the marglnal Tev-

enue product of laboun In the short perlod the real wage is
ﬁxed so that any fall in marginal revenue product will
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reduce employment. Under profit-sharing, by contrast,
competition for labour ensures that in general equilibrium
the marginal revenue product equals the total remuneration
of labour (i.e. the base wage plus the profit share). Hence
the marginal revenue product exceeds the base wage. But,
once the base wage has been set,(ex post firms seek to
employ labour up to where the marginal revenue product
equals the base ‘wage. So there is permanent excess demand
for Iabour JA fall in labour deman rginal revenue
product) will not cause a fall in emplo' ent—merely in
proﬁts Weitzman claimed that this explamed the Japanese
miracle.

But there are problems with the theory and with the
Japanese evidence. The theory assumed that, after the pack-
age of base wage and profit share had been determined,
workers would stand idly by while the firm tried to employ
people, thus eroding the profit share of the existing work-
ers. It seems unlikely that workers would react in this way,
rather than trying to bargain also about employment.
Second, the theory assumed long-run market-clearing in the
labour market. In many countries this may not be the right
model, and it is easy to¢show that in both an efficiency
wage model and our bargaining model profit-sharing would
have no effect on the NAIRU.

So what about Japan? Why exactly is unemployment in
Japan so low and so stable? It is not because of any of the
mechanisns Weitzman describes, as the following facts
make clear.

1. Output is not stable. Tt fluctuates (about its trend) more
than in most countries. It responds to monetary shocks
exactly as elsewhere.

2. Nominal prices are affected by cost factors and not sim-
ply by demand.

3. Excess demand for labour, as reported by firms, is rather
lower than in other countries.

4. It does not appear that employment is determined in the
short run by base wages.
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Having said all this, the basic fact remains that employ-
ment in Japan is stable compared with elsewhere. What
happens is roughly as follows. Only 40 per cent of Japanese
workers are in the organized sector (where bonuses are
paid); another 30 per cent are employees in the small-firm
sector, and 30 per cent are famlly workers Wh_en output
fluctuates, employme in the formal sector fluctuates qurte
a Iot. But employment-in small firms varies much less: This
is quite simply because the’ ﬂex1b1hty of pay per worker is
so high in the market-clearing small- firm sector, while it is
much less high in:large bonus-paying firms. Thus, Japan’s
stable employment record is due mainly to the wage: flexi-
bility in the small-firm sector.

This flexibility has the result that in Japan the total
labour input (hours X employment, HN) fluctuates less-than
in other countries. On top of this, the Japanese value. their
human capital highly, so they use hours per worker (H) as
a shock-absorber more than most other countries; further
dampening fluctuations in employment (N). In addition, the
labour force (L) shrinks in recession, as ‘secondary’ female

. workers shrink back home. This makes unemployment
;‘ (L — N) even more stable than employment (compared with
| other countries). :

So what does the Japanese evidence tell us about proﬁt-;

sharing? Since the intermediate predictions of Weitzman’s
theory are not borne out, one can say either that his theory
is wrong or that Japan is not a case of profit-sharing. There
is a lot to the latter view. While some 25 per cent of remu-
neration is in bonuses, much of this is indeed a fixed ele-
ment. Thus, we must probably conclude ‘that' Japan
provides little evidence either for or against profit-sharing.
Even so, we would support profit-sharing as a device to
improve productivity and industrial relations. As a device
to reduce unemployment, it is no straightforward panacea.

~ g
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Early retirement and work-sharing

Two pol101es that are very popular would be clearly

{:-’counter-productrve The first is the policy of reducing the
labour_force by early retirement. As we have shown, it is

the unemployment rate that equilibrates the labour market.
If the size of the labour force is reduced the equilibrium
unemployment rate is unaffected. Employment has to fall
to eliminate the wage pressure that would otherwise
emerge, as the supply of labour becomes more scarce rela-
tive to the demand. Thus, early retirement does not make
_]ObS available for people who._would otherwrse be unem-
ployed it just reduces employment. ‘

This is what reasonable theory says, and it is confirmed
by the evidence. In time- serles regressions wage behaviour

(negatwely) by the size of ‘the labour fo e—and the
absolute elasticities are of roughly equal size. Moreover, if
one compares countries, it is- striking that early retirement
has expanded most in countries with the greatest increase in’
unemployment. In Japan, where retirement behaviour is
unchanged, unemployment has not risen at all. This sug-
gests that early retirement is not an effective means of
reducing unemployment.ﬁ‘"uIt is an excellent way of making a
country poorer. |

The other pohcy with the same effect is work-sharing.
The idea here is to redlstrrbute the avallable work to more

that is the lump of-output fallacy The equ111br1um unem-
ployment rate is independent of hours of work. Thus, if
hours are reduced and employment rises_for a while, wage

will have to be reduced Employment will tevert to its
former level.

We can understand why this happens by taking our
wage-setting models, inserting hours, and making W; repre-
sent the hourly wage. The conclusion from theory is
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confirmed by time-series regressions, which show that hours
do not affect the relation between wage pressure and the
unemployment ratc; Again, the countries that have reduced
hours most have been those where unemployment has
unemployment hours have fallen little. Thus cuts in hours
provide a poor antidote to unemployment. But they cer-
¢ tainly provide a lower standard of l1vmg

Employment protection legislation

Another policy of importance relates to the laws of employ-
ment protection. In most European countries the. law
requires that when a worker is laid off, he be given

ment. But such laws also dlscourage ‘hiring, since firms are
less willing to hire workers whom they cannot later dismiss
without incurring costs. Thus, the outflow rate from unem-
ployment (H/U) is also reduced. In equilibrium the outflow
from unemployment has to equal the inflow (H = S). Thus

U_SIN

N HU
Unemployment is reduced by employment protection only
if the inflow rate (S/N) falls more than the outflow rate

(H/U). Studies on this matter yield ambiguous results.
On balance, employment protection laws are probably

bad for employment since they strengthen insider power .

and encourage the payment of efﬁc1ency ‘wages to motivate
workers who cannot be threatened with dlsmlssal But there
are equlty arguments in their favour, and the evidence on
adverse employment effects is not strong enough to warrant
a total abandonment of the practice.
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Demand management

On the supply side, we have seen that there exist policies
which would really help (pol101es towards the unemployed,
towards*wage Tdetermination, and?marginal employment
subsidies)—and some others which would probably not.
What about the demand side? ,

This is not mainly a book about the demand side of the
economy, or about ‘stabilization policy’. We would make
only two comments. :

First, when hysteres1s is strong, it is very important to
avoid big rises 1nhune*mployment If inflation is too high, it
is better to ehmmate it by small amounts of extra unem-
ployment over a long15h time period than by anythmg
approaching ‘cold turkey’ (see Annex 5). Had this been
understood in 1980, some of the disaster of European
unemployment could have been avoided.

Second, once inflation is at an acceptable level, it is nor-
mally desuable to avoid disturbances to nominal demand,
by holding groyvth of normnal demand stable. But
should inflationary supply shocks happen the case for
some accommodation " through faster nominal demand
growth is stronger the higher the degree of hysteresis.
Stabilization policy should be highly sensitive to the supply
mechanisms of the economy.




