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Preface

Anxiety over employment problems as well as pessimism over the prospects
for resolving them reign in many parts of the world today. Indeed the task of creating
sufficient new jobs to overcome unemployment, underemployment and problems of
low pay ranks as the primary challenge for economic and social policy in countries at
all levels of development across the globe. The reason why this is so is easy enough
to understand. High levels of unemployment spawn a host of problems: growing in-
equality and social exclusion, the waste of forgone output and unutilized human
resources, increasing economic insecurity, and the human suffering inflicted on the
unemployed. In contrast, a high and stable rate of productive job creation is the main-
spring of equitable economic and socia! development.

The launching of this Report on current employment problems in the world
signals the intention of the International Labour Office to step up its efforts to
promote national and international action to solve these problems. This is based
on the firm conviction that feasible solutions do exist and that there is no call for
defeatist attitudes; these usually become self-fulfilling prophecies. Employment
problems are not predetermined outcomes of the workings of uncontrollable forces
such as globalization, intensified competition, and technical change. They are the result
of social choice: commissions or omissions in economic and social policies and short-
comings in institutional arrangements. The proof of this lies in the fact that countries
Pt similar levels of development and subject to the same economic forces have
alieved widely different employment outcomes. Policies and institutional arrange-
ments at both the national and international levels can and should be improved to
reverse the drift towards a global employment crisis.

This cannot, of course, be achieved easily or instantaneously. But there are firm
initial steps that can be usefully taken. Foremost among these is the adoption of a
common vision to inspire action. A universal commitment to the goal of full employ-
ment played this role in the shaping of the successful post-war institutions for gov-
erning the global economy. That commitment has since been eroded but, as shall be
argued in the Report, it is important and timely to revive that commitment. Its
weakening has led to worsening employment conditions and has foreclosed national
and international actions that could have made a difference. Its revival will provide the
basis for the renewed international cooperation that is so essential for solving the
employment crisis.

A second basic step is to place the employment issue at the centre of the inter-
national agenda. Developments in the world economy such as the liberalization of trade
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and investment flows and the globalization of production have created vast new
opportunities for higher rates of growth and job creation. But these have also given
rise to a new generation of social tensions and reduced the effectiveness of current
instruments of national and international economic and social policy. Cooperative
international action is the best way of resolving this dilemma. The maintenance of an
open and efficient global economic system should be a basic objective of such action

but the social dimension is no less important.
Measures to promote a more equitable sharing of the costs and benefits of

globalization among and within countries and to maintain and improve basic inter-
national labour standards are major social challenges. Institutional reforms to bring
about a better coordination of economic and social policies would be an important
means of ensuring that economic and social progress are mutually reinforcing rather
than antagonistic. This is true at both the national and international levels and the ILO
is prepared to play a role in helping to bring this about.

This Report appears on the eve of the World Summit for Social Development.
The Summit will be a unique and timely opportunity for the international community
to reaffirm its commitment to full employment and to signal the importance of
launching new initiatives to deal with the mounting global employment problem and
attendant social ills. As such, in undertaking its review of global employment
problems, the Report has also been conscious of the need to offer ideas on national
and international policies that could usefully feed into any such initiatives. But this
was not the only purpose in issuing the present Report; it is also the inaugural issue
of a series that will be produced regularly in the future.

15 February 1995 Michel HANSENNE
Director-General
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Introduction

The present Report is a response to the growing worldwide concern over the
problem of unemployment. In most industrialized countries unemployment has risen
steadily since 1973. Its average level in the OECD countries is now around U) per cent.
In addition there is concern over the persistence of high unemployment, especially in
countries of the European Community, as well as over the reduced employment
prospects for unskilled workers and the related problem of rising wage inequality
between skilled and unskilled workers. In the transition economies of Eastern and
Central Europe there has been a dramatic emergence of mass unemployment since
1990. Unemployment rates of over 10 per cent are now common and threaten to rise
further with continued economic restructuring towards a market economy. Real wages
have fallen sharply and poverty has increased in many countries. In the developing
world there has been a collapse of modern-sector employment in most of sub-
Saharan Africa. with rising urban unemployment and substantial falls in real wages.
In Latin America there was also a general deterioration in employment conditions
during most of the 1980s when the bulk of job creation was in low-productivity
informal-sector activities in the context of rising urban unemployment and falling real
wages. It is only in Asia, especially in the rapidly growing countries of East and South-
East Asia, that there has been a sustained improvement in employment conditions.

A number of recent reports and studies have addressed particular aspects of
this worldwide employment problem. The European Commission White Paper on
growth, competitiveness and employment and the OECD Jobs Study addressed the
problem of high and persistent unemployment in the developed countries. There have
also beer studies of the employment crises in the transition economies and in parts
of the developing world. At the same time there has been growing interest, both in
academic literature and in the financial press, in the employment implications of
the increasing globalization of the world economy. Most of this literature has been
focused on the threat to jobs in the industrialized countries from increasing economic
competition from newly industrializing countries. To date, however, there has been
no comprehensive review linking together these separate strands of concern over
different aspects of the employment problem. This report attempts to fill that gap.

The rationale for embarking on such a comprehensive review of the issue
of employment in the global economy is basically twofold. First, the problems of
unemployment in the industrialized, transition, and developing economies are, to a
significant extent, interrelated, primarily by linkages through trade, foreign direct
investment, and financial flows. The force of these linkages can be seen, for example.
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in the strong positive impact that high grow ih and full employment in the indus-
trialized countries between I 950 and 1973 had on outpu, and employment growth in
the developing countries. Similarly, the sharp increase in interest rates in the United
States in the early 1980s precipitated the international debt crisis that led to sharp
decreases in output and employment in many developing countries in sub-Saharan
A frica and Latin America. These interrelationships are likely to become stronger
with the growing globalintion of the world economy. This in turn increases the
importance of undertaking the type of global analysis of employment issues that is

being attempted in this Report.
Second, the interrelationship is not only at the level of causation but also

in terms of possible solutions to the problem. The underlying idea here is that a
coordinated and cooperative approach to tackling the unemployment problem at the
global level will yield benefits to all participating countries and result in superior
overall outcomes. The truth of this proposition can be seen most clearly in the realm
of international trade, where a coordinated expansion of world trade will lead to
greater overall employment gains than a recourse to protectionist policies. Similarly,
policies to attain higher rates of non-intlationary growth are more likely to be
successful when there is coordination of such policies across countries.

Given this perspective, the structure of the Report is as follows:

Part 1 surveys key aspects of the current globalization of the world economy.
The focus is on the growth of world trade and of flows of foreign direct
investment and the implications of these developments for employment. It
includes a critical examination of fears that globalization will have negative
effects on employment in the industrialized countries and that parts of the
developing world are in danger of being marginalized.

Part 2 of the Report examines the employment problem in developing
countries. lt reviews salient employment trends in each of the major regions of
the developing world, highlighting significant contrasts in performance, and
discusses the policies that need to be followed in order to reap benefits from
the ongoing process of globalization and to minimize the costs of adjustment.
lt also discusses additional policies that are necessary for the reduction of
underemployment and poverty in many developing countries and concludes
with a discussion of the causes of, and possible solutions to, the margin-
alization of many sub-Saharan economies from the global economy.

Part 3 of the Report addresses the employment problem in the transition
economies in Eastern and Central Europe. It reviews output and employment
trends since the initiation of the process of transition to a market economy and
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examines the scope for alleviating the unemployment problem through both
overall economic policies and labour market programmes.

Part 4 of the Report examines the employment problem in the industrialized
countries. It surveys the contrasting employment performance in inajor groups
of countries in the face of a common problem of significantly slower
economic growth since 1973. 1t then reviews the major explanations that have
been advanced for the generally poorer employment performance since 1973
as well as for difThrences in employment outcomes across countries. The role
of macroeconomic policies is examined first. This is then followed by a
detailed and critical review of the highly influential view within policy circles
that labour market rigidity has been the main explanation of poor employ-
ment peribrmance. Following upon this assessment of causes, the discussion
then shifts to a consideration of policies that could be pursued to reduce
unemployment.

The Report is rounded off in Part 5 with a discussion of the potential contri-
bution of international policies to the reduction of global unemployment.
Priority areas for international action are also identified.

While the Report has sought to be comprehensive in scope it has nevertheless
had to concentrate on a few key themes. As a result. issues such as international
migration, gender inequalities, the position of vulnerable groups. training policies and
external debt and structural adjustment have either not been addressed or have been
touched upon only briefly. These are all important issues in their own right which future
issues of the Report might tackle.
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Summary

1. The present report is a response to worldwide concern over the proble .f

unemployment. A number of recent reports and studies have addressed the issue from
the standpoint of particular groups of countries but there has, to date, been no
comprehensive review of employment problems from a global perspective.

Globalization and employment

2. Anxieties over the issue of job creation have surfaced against a backdrop
of profound change in the global economy. At one level this appears ironic since the
past few decades have seen steady growth in world output, in international trade, and
in flows of foreign direct investment. World output has grown by at least 3 per cent
per annum since 1950, although it has fallen from previously higher rates in the past
two decades. World trade has grown faster than output throughout this period while
flows of foreign direct investment have grown massively in recent years.

3. The structure of output and employment has also changed radically. In
terms of output there has been a significant shift out of agriculture towards industry
and services, with agriculture now accounting for only 4 per cent of world output.
There has been significant industrialization in developing countries, where the share
of manufacturing has risen to over 20 per cent of total output, a share now similar to
that in industrialized countries. In the industrialized countries there has been a marked
shift towards services, which now account for nearly 65 per cent of total output. The
structure of employment has changed accordingly. Similarly, there has been a major
shift in the structure of world trade, where the share of manufacturing has increased
rapidly and now constitutes 71 per cent of the total value of world exports. The growth
of manufacturing exports from developing countries has been particularly rapid.

4. Viewed as a whole, therefore, the world economy would appear to be
creating the basis for rising prosperity and employment growth. The expansion of trade
and investment flows against a background of a worldwide shift towards more open
economic policies and a greater reliance on market forces should also be contributing
to improved resource allocation and efficiency worldwide. Nevertheless, while
essentially correct from an overall standpoint, this view of the global economy neglects
differences in the position of different countries and of different social groups within
these which raise serious adjustment and distributional issues.

5. Foremost among the intercountry differences is the sharp contrast in the
performance of different groups of developing countries. The rapidly industrializing
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economies of East and South-East Asia have grown far faster than those of the rest of
the developing world and have accounted for the major part of the gains from rising
exports and manufacturing output attributed to the developing world. In contrast, Latin
America is only beginning to recover from the economic setbacks of the debt crisis of
the 1980s, while sub-Saharan Africa is still mired in economic stagnation. The gains
from expanding world trade and output have thus been unevenly distributed so far.

6. The globalization of the world economy also po s serious distributional
problems within countries. The social costs of implementing major economic reforms
in order to increase international competitiveness and hence reap the gains from
globalization are often high. Many developing countries experiencing poor economic
performance also have economic structures and policies that are still seriously
distorted; these countries therefore still face a major challenge of economic reform.
In the industrialized countries a major social problem is the labour market prospects
of unskilled workers. This group of workers has experienced the highest incidence
of unemployment, declining relative (and in some cases, absolute) wages, and
reduced job prospects. This has been linked by some observers to growing import
competition from low-wage economies and the relocation of low-skilled jobs to the
latter. While the extent to which these factors have really been responsible has often
been exaggerated. it nevertheless remains true that they have played some role. The
existence of this problem fuels protectionist sentiments which could stall progress
towards freer trade and investment flows, with negative effects for growth and
efficiency in the global economy.

7. A basic conclusion of this report is that, while globalization generates
problems such as these. the potential benefits far outweigh the costs. The optimal
strategy. both from a global as well as individual-country perspective, would be to
reap the considerable gains in terms of higher output and efficiency from continued
globalization while dealing with the social problems that are engendered through
appropriate national and international policies. Through such an approach, all parties
can be better off as compared to the alternative of a move towards protectionism.

rile Uruguay Round

8. The full implementation of the Uruguay Round of GATT is critical for
continued progress towards a more open and productive global economy. The
Uruguay Round is correctly regarded as the most ambitious and comprehensive of
GATT rounds. It covered a larger number of contracting parties and a larger number
of negotiating issues than any previous round. In addition to standard issues of tariff
liberalization, it addressed new ones relating to foreign investment, intellectual
property, and services. If all thc commitments in the agreement are translated into
reality then there should be significant gains in terms of trade expansion which will
in turn lead to higher growth of output and employment. Some estimates show that
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the agreed tariff cuts are likely to result in a 20 per cent increase in world trade and to
boost world output by 5 per cent initially, and significantly more when subsequent
multiplier effects are taken into account. Equally important is the fact that security
of access to the markets of trading partners will be greatly increased. Ninety-nine
and 59 per cent of tariffs in the industrialized and developing countries respectively
will be bound. Once bound, tariffs cannot subsequently be changed unilaterally. This,
together with the provisions relating to foreign investment and trade in services.
constitutes an important foundation for an open and stable international economic
system.

9. While the overall impact of the Uruguay Round on employment will
be favourable, there will nevertheless be problems of adjustment. The best option
would be to adopt positive or proactive adjustment policies. This involves policies
to smooth the transfer of resources from declining to new activities in line with a
country's comparative advantage. The measures to be adopted include the retraining
of workers and geographical mobility grants. Such an approach would be superior
to either non-intervention or a recourse to defensive adjustment measures. Non-
intervention is likely to result in slower adjustment at higher social costs. Transitional
unemployment can become persistent through hysteresis effects while slower
adjustment will also tend to strengthen political forces opposed to trade liberalization.
Similarly, recourse to defensive adjustment through measures such as voluntary export
restrictions and anti-dumping legislation has been shown to involve high deadweight
costs and consequent welfare losses.

Foreign direct investment (FDI)

10. An important new development is the increasingly important role of
multinational enterprises ( MNEs) in world *.rade and production. Foreign direct invest-
ment by such enterprises has grown significantly faster than world output and trade,
and faster than domestic investment. Flows to developing countries have increased
particularly rapidly and there has been a marked change in attitudes and policies
towards foreign investment in these countries. Instead of previous suspicions and
controls there is now a generally welcoming attitude. This derives from a growing
appreciation of the benefits to be derived from such investment in terms of job
creation and the learning and spillover effects from the introduction of new techno-
logy. By 1992 about 73 million jobs had been directly created by MNEs worldwide:
of these 12 million were in developing countries. Including jobs that were created
indirectly would lead to a doubling of these numbers. While the number of jobs
created in developing countries is still only 2 per cent of total employment in these
countries, the proportion is significantly higher in some countries which have
received large amounts of foreign investment. Employment attributable to MNEs is as
high as 20 per cent of non-agricultural employment in some of these. Moreover.
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employment creation by MNEs is likely to expand significantly with the growing
globalization of their activities. In particular, technological developments have
created new scope for increased out-sourcing of service activities, thereby creating
new employment opportunities for developing countries with the required supplies of

trained workers.
I 1 . While the opportunities for employment creation through MNEs are 1 ikely

to continue to expand rapidly, these benefits have not been widely diffused so far.

Foreign direct investment in developing countries has remained concentrated in only
a few of them. In 1992, ten countries accounted for 76 per cent of the total stock
of foreign direct investment in developing countries, while the 47 least developed
countries accounted for only 0.6 per cent of total flows. Moreover, the prospects for
the least developed countries are likely to remain bleak, with intensified competition
among countries to attract FDI. The entry into the FD1 scene of currently "under-
invested- countries such as India is likely to attract a substantial share of future
flows. The spectacular inflow of FDI into China in recent years has illustrated how
significant this effect can be.

Concerns over globalization

12. The problem of the marginalization of the least developed countries, and
growing international inequality as a result of globalization is an emerging area of
concern. Another area of concern over globalization is apprehension in the indus-
trialized countries over job losses. Alarmist views on the job-destroying effects of
imports from, and the relocation of production to, developing countries are often heard.
It is argued that imports from low-wage economies destroy jobs both directly through
the displacement of production as well as indirectly through the labour-saving tech-
nical change that is induced. Extreme versions of these arguments fear that wages
in the industrialized countries will be pulled down through the working of the factor-
price equalization theorem and that the diffusion of western technology to low-wage
producers will give them an unbeatable competitive advantage. Arguments such as
these have fuelled protectionist sentiments in the industrialized countries.

13. Such alarm is in fact unwarranted. It is based on the flawed assum: tion
that trade and investment flows are essentially a zero-sum game. The evidence that
there are considerable mutual benefits for both industrialized and developing
countries is typically overlooked. For example, trade between the imListrialized
countries and the newly industrializing countries (NICs) (the main source of import
penetration) has been in balance; exports from industrialized countries to the N1Cs
have grown as fast as imports from these countries. This is to be expected since faster
growth and rising incomes in developing countries will lead to increasing demand for
imports of capital goods, technology, and other products from the industrialized
countries. Moreover, there will be the benefits from increased competition in the world
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economy in the form of lower prices, the economies of scale made possible by larger
markets, and expanded investment opportunities.

14. A similar virtuous circle of mutual benefits operates in the case of invest-
ment flows. Far from being a one-way process of exporting jobs to low-wage
countries, foreign direct investment in fact generates significant benefits to the
capital-exporting country. Such investments often generate increased exports of, for
example, technology, components, and other productive inputs. There are also
benefits in terms of the return flow of profits which could boost investment and from
the generalized gains through the "lifting-all-boats" effect of greater efficiency of
resource allocation in the world economy. It is also important to note that an outflow
of investment is often not a simple subtraction from funds that would otherwise have
been available for domestic investment. Foreign investment often provides the only
available outlet for expansion in industries which face saturated domestic markets.
Given that production "know-how" and intangibles such as market reputation are
typically industry-specific, it does not follow that domestic investment would have
occurred in the absence of foreign investment. Similarly, product-cycle considerations
often make it rational to invest abroad in the mature phase of an industry when
production technology becomes standardized and allows production to be broken down
into a number of relatively unskilled tasks. Comparative advantage therefore shifts to
low-wage economies at this stage of the product cycle. So long as product innovation
continues in the industrialized countries such relocation of p. oduction yields mutual
benefits to both capital-exporting and capital-receiving countries.

15. To stress mutual benefits from trade and investment flows is not,
however, to deny that there are real costs of adjustment, especially in the short run.
But, as argued earlier, it is best to deal with these problems directly through domestic
policy rather than through forgoing the clear net benefits of participating in the
global economy.

16. Another apprehension connected to globalization is that the rapid spread
of new technologies is destroying a significant number of jobs. But technical change
both destroys old jobs and creates new ones and there are also important indirect
benefits from the pervasive spread of a major new technology such as Information and
Communication Technology (ICT). The spread of ICT can create the basis for a
virtuous circle of growth in which investment is high, labour productivity grows fast
but output grows even faster, so that there is net growth of employment.

Developing countries

17. The economic performance of developing countries in different regions
of the world has diverged significantly since the early 1980s and employment per-
formance has varied accordingly. In East and South-East Asia high and sustained rates
of economic growth have led to rapid growth of modern-sector jobs, rising real wages
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and, in some cases, even labour shortages. By contrast, in sub-Saharan Affica econ-
omic stagnation or retrogression has led to a collapse of modern-sector employment,
falling labour earnings, rising urban unemployment and a bloating of low-produc-
tiv ty informal-sector employment. In Latin America, there was also a similar
deterioration of employment conditions during the 1980s though the situation has
begun to improve in recent years.

18. The main mechanism throud which high growth was transmitted into
favourable employment performance in Asia was the rapid growth of manufacturing
exports. This was the main impulse for the rapid growth of labour demand in the
modern sector that provided expanding opportunities for the labour force to shift into
more productive and better paid jobs. The growth of manufacturing exports and jobs
has in turn been boosted by significant inflows of foreign direct investment in several
of these countries. In this sense, therefore, successful response to the opportunities
created by globalization was a key explanation oftheir superior economic performance.

Responding to globalization

19. The problem of employment creation in developing countries now
has to be viewed within the new context of an increasingly globalized economy.
Globalization sets limits on the effectiveness of traditional instruments for influencing
the level and quality of employment but, on the whole, the impact on job creation
is likely to be favourable provided the right policies are adopted. The increased
importance of trading success and the attraction of foreign investment as policy
objectives is likely to lead to improved economic management. This be

reflected in greater macroeconomic stability, more liberal trade regimes, the avoidance
of currency overvaluation, and less distorted relative prices. All this will have
favourable effects on the demand for labour. There is, however, the danger that
globalization will have negative effects on labour standards. The increased foot-
looseness of MNEs, combined with pressures to attract and retain foreign investment.
could lead to a debasement of labour standards. This makes it important to give fresh
impetus to cooperative international action to Fotect them.

20. Within this new context, a fundamental objective of economic policy
in developing countries should be to capture as much as possible of the potential
gains from expanding trade and investment flows. In general this will involve the
adoption of more open economic policies that will guide production and trade towards
activities in line with a country's comparative advantage. For a significant number
of countries, but by no means all, this will imply the adoption of export-oriented
industrialization policies. For countries with abundant land and natural resources, as
is true for many countries in sub-Saharan Africa and Latin America, comparative
advantage will continue to lie in primary production. In these cases the benefits of
globalization can be captured through increasing and diversifying agricultural and
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other primary commodity exports and increased processing of these products.
Nevertheless, regardless of where comparative advantage lies it still makes sense to
adopt open economic policies and to avoid the artificial promotion or protection of
activities which have no hope of becoming internationally competitive.

21. In general, the adoption of export-oriented policies will be desirable.
However. the adoption of export-oriented policies is not synonymous with the
adoption of pure laissez-faire policies. While failed policies of "classical" import
substitution should be avoided, there will often be a need for government intervention.
For example, intervention to correct failures in both product and factor markets
will improve efficiency. Similarly, the protection of infant industries will be econ-
omically sound, provided it is strictly limited to industries with genuine comparative
advantage and includes strong incentives for these industries to upgrade their
capabilities.

22. The successful attraction of FD1 can be a powerful spur to rapid indus-
trialization and employment creation. and adopting policies to this end is an
important means of gaining access to the benefits of globalization. Apart from factors
that policy cannot directly affect (such as geographical location and the resource base),
important variables affecting the flow of FDI are economic and political stability, a
favourable attitude towards private enterprise in general, good infrastructure and
macroeconomic management, clear and transparent policies towards investors, and
a trade and industrial regime that allows MNEs to operate in internationally com-
petitive conditions. Within this general framework it may be desirable to target the
entry of foreign investment into sectors or activities that particularly benefit employ-
ment creation.

23. The adoption of these trade liberalization and investment promotion
policies will, for many countries, amount to a far-reaching programme of economic
reform. Countries which still suffer from macroeconomic instability and a heavy
burden of external debt, which still have high levels of protection, and which are still
heavily regulated face particularly difficult adjustment problems. While adjustment is
unavoidable, precipitate and ill-designed programmes are unlikely to be successful
and will inflict unnecessarily high social costs in the process. Adjustment programmes
should therefore be carefully designed so as to allow sufficient time to introduce
supportive measures to increase the capacity of economic agents to respond to new
economic incentives. Care should also be taken to ensure that effective redeployment
acid safety net measures are in place before implementing reforms which involve
significant redundancies and reduce the living standards of the poor. Involving labour
ministries and the social partners in the design and implementation of adjustment
programmes is an important means of ensuring that social costs arc minimized and
that there is essential social support of the programmes. The capacity of labour
ministries to design and implement redeployment and safety net measures should also
be strengthened.
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24. Economic liberalization which has characterized adaptation to glob-
alization has, in some developing countries, also exposed weaknesses in national
patterns of labour market regulation. This is to be expected. since, as in Latin
America, labour market institutions which may have been appropriate t earlier
development models and more closed economies have been slow to adapt to new
economic regimes. Reform of inappropriate regulations is therefore called for,
particularly where these have sheltered a protected formal sector at the expense of
widening the gulf between these workers and those in the unprotected informal
economy. Yet it would be wrong to assume that labour market regulation is the major
impediment to change when it is in fact the wholesale transformation of an un-
competitive industrial structure and inward-oriented development model that is the far
greater challenge. Neither is it true that it is the absence of labour market regulation
that explains the economic success of the dynamic Asian economies. The pursuit of
effective export-oriented industrialization strategies was a far more important factor
behind the economic success of that region. Moreover, labour market institutions have
not been uniform across these countries and rapid growth has continued in spite of the
growing maturity of labour market institutions in some of them.

Reducing underemployment and poverty

25. While a successful response to globalization is of strategic importance
for generating a higher number of productive modern-sector jobs, this will not by itself
be sufficient. In many developing countries the majority of the labour force are still
employed in the low-productivity rural and urban informal sectors of the economy.
Underemployment is endemic and most of the poverty in these countries is in fact
concentrated in these sectors. It is thus important that development policies should not
be biased against them and that measures to reduce underemployment and poverty be
given priority in government programmes.

26. This need for a balanced strategy can be illustrated with respect to
policies to raise the rate of investment. Such policies are critical for raising the rate of
growth of output and employment in an economy. The most successful developing
countries have all had high rates of investment in both physical and human capital. But
it is not enough merely to have high rates of investment; it is equally important to raise
the productivity of capital and to ensure that it is efficiently allocated across sectors.
In developing countries capital markets are often distorted, with producers in the rural
and informal sectors having very limited access to formal credit markets. They thus
face a high cost of capital and this depresses productivity. Reform of capital markets
to ensure more equal access would thus be important for improving productivity in the
rural and urban informal sectors. The implementation of innovative credit schemes
targeted at small producers has shown impressive results in a number of countries.
Capital market reforms would also promote higher rates of employment growth, since

i ;
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a charactei isiic of distorted capital markets is that capital is artificially cheapened,
hence promoting an unwarranted degree of capital-intensity in production.

27. Thc urban informal sector in developing countries comprises a wide
variety of activities ranging from petty services to small-scale production with the
potential for being upgraded and absorbed into the modern sector. Since this sector as
a whole serves a safety net function of absorbing surplus labour, the general policy
towards it should be to remove administrative and other obstacles to its growth. In
addition, the modernizing segment of the sector should be promoted through facil-
itating access to credit, prodi ctive inputs and knowledge of improved techniques of
production, and through promoting linkages with the modern sector.

28. It is important to provide continued state support to the small farm
sector on both efficiency and equity grounds. Investments in rural infrastructure and
in credit and agricultural extension programmes have high economic returns in terms
of improved productivity. his in turn makes an important contribution to alleviating
poverty since there is typically a very high incidence of poverty among small farmers.
Economic liberalization often improves economic opportunities for the agricultural
sector through higher producer prices, reduced taxes, and the enhancement of export
potential. However, the response of producers to these new opportunities has often
been poor because of the reduction or withdrawal of state support to the small farm
sector. Such policy errors should be rectified in order to enable small farmers to
benefit fully from the new opportunities created by economic liberalization.

29. In addition to supportive policies towards ti,e urban informal and rural
sectors, direct measures to alleviate poverty are necessary. Employment creation
programmes are an important instrument for alleviating the considerable under-
employment that exists in many developing countries. For example, rural public works
provide aluable income supplements to the underemployed poor while creating
productive assets that enhance productivity and future employment prospects. Special
employment programmes can also provide basic income support to the unemployed
during economic crises. It is also important to provide a modicum of economic
security to the poor since they have no other means of providing this for themselves.
Such expenditures, apart from being justified on equity grounds, also yield net econ-
omic benefits since they involve, at most, only a minor trade-off with efficiency.
Expenditures that are effectively targeted to improving the access of the poor to basic
social services such as health care and educati. n are particularly important and
can often be funded through a reallocation of government spending away from un-
productive and inequitable uses.

The marginalization of Africa

30. There is growing concern over the marginalization of many countries in
sub-Saharan Africa from the benefits of globalization. The shares of this region in
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world trade and investment have declined to negligible proportions and its economies
have become more inward-oriented during a period in which all others have become
more inteuated into the global economy. It is highly likely that this has been an
important cause of the dismal economic performance of African countries.

31. Until the late 1980s it was straightforward to explain this marginal ization
of Africa in terms of domestic policies which were hostile both to the private sector
in general and to the export sector and foreign capital in particular. During the 1980s.
i.L.ually under the auspices of structural adjustment programmes, these policies were
to an extent reversed. While it could be argued that these policy reforms have not gone
far enough, it is more likely that more basic factors than just a gap in policy reforms
are at work in explaining Africa's marginalization. The higher degree of risk in
African economies, arising from both external shocks and frequent abrupt shifts in
policy, deters investment. In addition severe deficiencies in the institutional structure,
such as insecure property rights and weak judicial and accountancy systems, make
investment highly illiquid and thus unattractive. As a result of this inhospitable
investment climate neither domestic nor foreiszn investment has been able to
contribute to overcoming Africa's marginalization.

32. Reversing Africa's marginalization from the world economy will ulti-
mately require comprehensive efforts by governments to reduce policy risks and other
deterrents to both domestic and foreign investment. In the meantime reforms to
current aid programmes and policy conditionality can help to improve the situation.
Aid transfers as currently conceived are essentially transfers of foreign exchange to
the public sector which appreciate the exchange rate and raise public expenditure, both
absolutely and relatively to GDP. This has negative effects in terms of reduced exports
and the crowding out of the private sector in general. These negative effects could
be mitigated by transferring most aid to the private sector in general and the export
sector in particular. In addition, policy conditionality could be redesigned to be
retrospective rather than prospective, that is, rewarding actual past performance rather
than mere promises for policy reform which are often not honoured. This will provide
stronger incentives for governments to actually implement policy reforms.

Transition economies
33. The initial years of the transition process in the former centrally planned

economies in East and Central Europe have been characterized by sharp falls in out-
put, the rapid emergence of mass unemployment, and rising inequality and poverty.
Although there was a relative improvement in some countries by 1994, the outlook
rc- ains bleak, especially in the former USSR. On the whole, the transition process
has turned out to be more difficult than foreseen. The restructuring of heavily
distorted economies insulated for decades from both domestic and international
market forces and the building of new market institutions from scratch has proved to

s) I
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he a truly daunting and time-consuming task. The social cost has been high even in
connection with only the partial transformation that has been achieved so l'ar.

34. A disturbing aspect of developments so far is that the share of the trans-
ition economies in world trade has fallen sharply and inflows of foreign direct
investment have been negligible. Yet this cannot really be rectified until the transition
to a market economy is complete since this is an essential precondition for these
economies to become internationally competitive. The transition therefore needs to be
completed as rapidly as possible. But there are two constraints on how fast this can
proceed. One is the fact that some aspects of the transition, particularly the building
of new institutions, are inherently slow. The other is the risk of aggravating the already
very high social costs of transition.

35. A major challenge is therefore to manage the pace of trade liberalization,
enterprise restructuring and privatization so that tne best balance is found between the
imperative of efficiency and the need to contain social costs within tolerable limits.
Proponents of rapid change argue that anything less would thwart the whole trans-
ition, that is, the choice is an all-or-nothing one between instant restructuring or no
progress at all towards a market economy. This does not appear to be true since there
exist policy instruments which make it feasible to manage a more gradual process of
change that nevertheless still heads in the right direction. The gradual approach should
not, of couse, rely on a continuation of indiscriminate and unconditional protection
through soft credits to state-owned enterprises or the imposition of import quotas. Such
measures would indeed freeze necessary progress in restructuring. Instead time-bound
assistance that is conditional upon progress in restructuring should be offered to
targeted enterprises that show promise of future viability.

36. The problem of mass unemployment in the transition economies will
ultimately be solved only by the expansion of output and the creation of jobs in new
activities in line with comparative advantage in these economies. With further
progress towards market-determined price signals and the removal of production
subsidies, a clearer picture will emerge of competitive production opportunities in both
the domestic and world markets. A key determinant of the capacity to respond to these
new opportunities is the rate of investment. A high rate of investment is necessary
in order to upgrade physical infrastructure and to create productive capacity in new
activities. Achieving this will require the completion of reforms to create a reliable
system of properfy rights and well functioning capital markets. These are essential for
improving the climate for both domestic and foreign investment. In addition to raising
the rate of investment a major effort in training and retraining will also be required
in order to adjust the mix of skills to the requirements of' the new structure of
production.

37. It is also important to strengthen labour market policies, since these have
achieved only modest results so far. The capacity to implement active labour market
policies is particularly weak and employment services need to be greatly reinforced.
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his will allow for more effective redeployment and retraining measures that are
of critical importance given the magnitude of the economic restructuring that is
under way. In particular, there is a need to boost enterprise-based training which has

been severely cut back in the wake of enterprise restructuring. A new government-
supported institutional framework for providing such training needs to be created to

replace the previous system where the entire responsibility rested with enterprises.

There is also scope for increased effort with respect to the implementation of

measures such as public works and the promotion of self-employment, which have
only been used to a limited extent so far. The declii in social protection as a result
of progressive disentitlement to benefits with increased targeting and the application

of means tests also needs to he arrested. Social protection should be increasingly
combined with training and other active labour market measures. In addition, mech-

anisms for tripartite consultations and negotiations need to be strengthened through

supporting the development of strong, representative, and etThctive social partners.

Industrialized countries

38. Unemployment began to rise in the industrialized countries atler the first
oil shock in 1973, when the rate of economic growth dropped by half. Although the

rate of economic growth has been, on the whole, similar in these countries between
1974 and 1994, employment performance has varied from one to another. While un-

employment has fluctuated at around 6 per cent in the United States since the early

1960s and has remained virtually unchanged at around 2 per cent in Japan. it has risen

significantly in Europe. In the European Community it has risen steadily since 1974

apart from the marked drop between 1986 and 1990 due to the economic recovery
which followed the oil counter-shock. By 1994 unemployment stood at the un-

precedentedly high level of 12 per cent. Even in the EFTA countries (Austria, Finland,

Norway, Switzerland and Sweden). where unemployment w;.:s significantly lower than

most other OECD countries throughout the 1 980s, it has risen sharply since 1990.

39. These differences in employment performance reflect varying rates at
which labour productivity declined in response to slower economic growth after 1974.

In the United States, the EFTA countries, and to a lesser extent Japan. the slackening

in labour productivity has completely offset the slow-down in growth so that employ-

ment creation continued at the same rate as in the 1960s. In contrast, in the countries

of the European Union. except the Netherlands and Ireland, labour productivity has

declined by smaller margins and employment growth has consequently been slight.

40. These contrasting patterns in the rate of growth of labour productivity in

turn implied different rates of increase in real wages. There w'as thus a t rade-off between

employment creation and increases in real wages. Countries such as the United States

which had higher rates of employment growth also had lower rates of-growth of labour

productivity and hence wages. In the European Community, on the other hand. higher
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productivity growth has allowed higher wage increases but this has been at the cost
of higher unemployment. Put more starkly, the contrast is between persistent un-
employment in Europe and stagnant or even declining wages for the working poor in
the United States. Some countries, such as Sweden, have managed to avoid both these
extremes through having narrower wage differentials and creating jobs in the public
sector. This has, however, been at the risk of building up inflationary pressures and
depleting public finances.

Causes of rising unemployment

41. Two basic sets of causes of the rise in unemployment in many indus-
trialized countries have been identified. The first focuses on economic policies
and their impact on growth and hence on employment, while the second attributes
differenLes in employment performance to differences in labour market regulation.
These two sets of causes are not mutually exclusive although much recent analysis has
tended to focus exclusively on one or the other within a monocausal framework.

42. Between the first and second oil shocks (1974-79), differences in econ-
omic policy across countries were not an important explanation of varying employ-
ment performance. Most governments reacted to the first oil shock with expansionary
budgetary policies and easy money policies. The result was a rapid return to sus-
tained growth (although at only half of previous levels) but with persistent inflation.
The purchasing power of wage earners was maintained through wage indexation
and most ot' the adjustment had to be borne by enterprises, whose profits diminished
considerably. In this context of growing disequilibria, economic policy reactions were
very different following the second oil shock: the struggle against inflation and the
reestablishment of profit margins of enterprises became of prime importance. But
within this general reorientation, policies began to diverge, leading to differences in
growth rates and employment performance. In thc first half of the 1980s a wide diver-
gence between budgetary policies in the United States and Europe emerged. Whereas
increased public expenditure and reduced taxes combined to support activity in the
United States, budgetary policies remained neutral or highly restrictive in Europe. The
result was a return to high growth in the United States in a context of growing public
and foreign trade deficits, whereas growth remained slow in Europe. It was not until
the latter half of the 1980s, as a result of the oil counter-shock and the relaxation of
monetary policies following the stock exchange crash of 1987, that growth picked up
again in Europe. By the early 1990s, however, the German recession in the aftermath
of reunification and highly restrictive monetary policies gradually pushed Europe into
recession. In contrast, the American economy, under the impetus of a broad rela-,ation
of monetary policy, experienced its strongest recovery in ten years in 1992-93.

43. Apart from these differences in macroeconomic policies, differences in
the mechanisms through which disinflation was achieved also partly explained
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differences in employment outcomes. Disinflation was paid for directly by wage
earners in the United States. who saw a sharp drop in their real wages in the first half
of the 1980s. In Europe it was achieved through the maintenance of a high level of un-
employment. Since 1980 the operation of the European Monetary System has also
contributed to high unemployment through the deflationary bias it imparted to
monetary policy. Monetary policy has been dictated by German objectives of low
inflation and has been tight. High interest rates in turn also constrained budgetary
expansion by raisinu the cost of government borrowing. Moreover the absence of an
institutional mechanism for coordinating budgetary policies in Europe reinforced this
deflationary bias. Without policy coordination, isolated attempts at reflation would
soon be halted by balance of payments constraints.

44. An influential body of opinion considers differences in labour market
repulat i on to be the central explanation of contrasting employment performance across
countries. Specifically, labour market rigidity in Europe strong unions. stringent
employment protection, g.enerous welfare provisions in contrast to the relatively
unregulated labour market in the United States is held to be the main explanation of
poor employment performance in Europe.

45. A basic argument within this framework has been that wages in Europe
have been too hiah, thereby reducing the demand for labour. Excessive wages reduce
profits and thus investment, thereby reducing employment through a shrinking of
productive capacity. The employment intensity of investment is also reduced through
the labour-saving induced by excessive wages. The empirical evidence suggests
that from the first oil shock to the mid-1980s excessive wage increases did indeed
contribute to rising unemployment in Europe. However, from the mid-1980s onwards
this no longer appears to be true. Real wage gaps had disappeared as countries
abandoned automatic wage indexation and wage increases became lower than
productivity increases. By the end of the 1980s the share of wages in value added had
declined to its early 1970s level while profit margins were also restored. Nevertheless,
European unemployment has remained high in spite of this elimination of excessive
wage levels since the mid-1980s. This suggests that, contrary to the "excessive wage"

aruument, other factors were causing the persistence of high unemployment.

46. A strand of argument that is closely related to the "excessive wage"
explanation of high unemployment focuses on the labour market rigidities caused
by inappropriate industrial relations systems. A major claim here is that very decen-
tralized bargaining structures yield the best employment outcomes because they ensure
the aeatest degree of wage flexibility. This greater flexibility is argued to apply both
to aggregate adjustments of real wages to overall macroeconomic conditions as well

as to adjustments in relative wages. The evidence in support of this view is, however,
at best unclear. The li ierature on the relationship between thc degree of centralization
in wac2.-e bargaining and macroeconomic performance has not yielded clear conclu-
sions. at least over time. Nor does the experience of some countries with reforms to
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institute decentralized systems unambiguously demonstrate the alleged superiority of
such systems. In the United Kingdom real wages have risen faster than productiN ity
growth and aggregate employment has not increased, in spite of the decline in union
density and &centralization of wage bargaining. Moreover, the fact that three of the
world's most successful economies, the United States, Japan and Germany, all have
vastly different levels and coverage of bargaining and union density undermines the
case for the superiority of decentralized systems. This is reinforced by the fact iat
flexible adjustments in wages can occur under widely differing industrial relations
systems. Austria, with a hitthly corporatist system, has the highest inter-industry wage
spread in Europe, while Japan has been able to control wage inflation in spite of having
a decentralized industrial relations system. All this suggests the overall conclusion
that a variety of industrial relations systems can ensure wale flexibility and the
coordination of wa.e policy with macroeconomic objectives.

47. The existence of minimum waEzes has also been identified as a cause of
poor employment performance. However, the bulk of empirical evidence largely finds
the impact of minimum wages on employment to be insignificant. In any case, in the
majority of industrialized countries statutory minimum waizes declined relative to
averate wages in the 1980s. In practice wage floors can be established not only by
statutory minima but also through the administrative extension to all workers of
minimum wages resulting from collective agreements. This practice has also been
criticized as having negative employment effects but such criticisms are not wholly
convincing. Minimum wages resulting from collective bargaining are not impervious
to market forces. Besides, they yield benefits in terms of promoting the coordination
of wage bargaining.

48. Another concern over the price of labour relates to high levels of payroll
taxes. It is argued that these high non-wage labour costs reduce labour hiring and
encourage the adoption of labour-saving technology. However, the available evidence
suggests that in spite of di fferences in the share of non-wage labour costs in total labour
costs, the share of wages in value added is similar across countries. This is consistent
with the theoretical expectation that in the long run the incidence of payroll taxes
is ultimately shifted back to wage earners. Nevertheless. in the short to medium term
reductions in non-wage labour costs can increase employment. In particular, the
reduction or elimination of payroll taxes on low wages would increase the employ-
ment of low-skilled workers.

49. High levels and long durations of unemployment benefits have also been
widely blamed for aggravating unemployment throuith undermining the incentive to
work. The evidence indicates that the level of benefits does indeed affect the duration
of unemployment spells but the effects are small. The general order of magnitude is
that a 10 per cent increase in benefits leads to a 3 per cent increase in the average
duration of unemployment spells. The level of benefits thus cannot by itsel account
for high levels of European unemployment. since observed levels of unemployment
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ae higher than what such estimates would predict. The evidence also suggests
thit the duration of benefits also affects the duration of unemployment. Long-
lasting and generous unemployment benefits may reduce the incentive to work
most strongly among low-paid workers, thus causing them to be disproportionately
represented among the long-term unemployed. The economic advantages of a well-

functioning unemployment benefits system are thus clear and targeted reforms
warrant discussion.

50. Employment security rules have often been cited as a deterrent to job
creation. The case against these rules is that by raising "firing costs" they reduce the
incentive to hire and also impede labour market adjustments. There is some empirical
support for this view but also much evidence that employment security rules have

not been a major factor in explaining high unemployment. A number of European
countries relaxed these rules in the 1980s with the objective of increasing employment
but instead of giving a significant boost to overall employment the main effect was
to shift the structure of employment towards temporary or fixed-term jobs. This
illustrates the general point that employment security rules do not block labour
market adjustments but only alter the path of adjustment. Adjustment to changing
labour market conditions can occur not only through changes in the numbersemployed

but also through changes in hours worked. Similarly, the impact of employment
pi-otection may be to reduce employment fluctuations over the economic cycle,
hoarding labour in a downturn and hiring less in an upturn, while leaving overall

employment relatively unchanged. Such considerations probably explain the fact that

in spite of higher levels of employment protection in Europe than in the United States.
patterns of labour reallocation across sectors are similar. This observation is also
consistent with the view that the creation of long-term jobs is primarily determined

by firms' expectations of the stability of labour demand with "firing costs" having at
best only a minor influence.

51. The foregoing review of evidence suggests that labour market rigidities
have not been an underlying cause of past labour market performance. Labour mar-
ket performance has deteriorated since the first oil shock irrespective ofdifferences
in labour market regulation, suggesting that a more fundamental common factor (or
factors) has been at work. International shifts in trade, employment and technology
could be among these fundamental causes of deteriorating labour market performance.

The manifestations of this deterioration have, however, differed, taking the form of
rising inequality and falling wages in the less regulated United States labour market

and high unemployment in the more regulated European setting. In any case, even
if the issue of ultimate causation is left aside it remains debatable whether it is

regulation of the labour ma:ket that has been the main impediment to job creation. For

example. anti-competitive regulations in European product markets ranging from

zoning laws to a variety of regulatory harriers to entry have been found to be a more

serious impediment to job creation than labour market regulation.
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52. This debate over labour market regulation is, however, not simply an
academic one but has implications for the reform of existing labour market regulation.
Some concrete proposals for reform are in fact on the current policy agenda in several
countries. It is important that the social partners be involved not only in the general
debate on these proposals but also in the actual formulation of new regulations. Social
concertation in this area will be essential for arriving at a harmonious balance between
the competing demands of economic efficiency and social protection.

Reducing unemployment

53. Most projections of long-term employment scenarios indicate that
rates of growth higher than the trend since 1974 are required in order to restore full
emidoyment, particularly in Europe. Yet most countries face severe constraints in
pursuing policies to achieve higher growth. These include current macroeconomic
imbalances, high long-term real interest rates determined on global financial markets
independently of national policy. and the limits placed on expansionary policies in a

single country by an increasingly globalized world economy. Attempts by a single
country to reflate carry the risk of engendering an unsustainable external deficit
and speculative pressures on the exchange rate. Coordinated recovery is a way of
breaking these constraints. The balance of payments constraint will be loosened
both by higher demand among trading partners who are also reflating and by the
fact that the loss of competitiveness will be limited since all trading partners will be
subject to similar inflationary pressures. Moreover the initial expansionary effect will
be reinforced since each country stimulates the growth of its trading partners.

54. Such a coordinated recovery will not, however, be easy to achieve.
Certain countries may consider that they have already done much in the way of
budgetary stimulation while some others still face inflationary pressures. On the
\\ hole, however, it appears that a basis for policy coordination exists in the present
conjuncture. The level of capacity utilization is generally low, making it unlikely
that growth will he checked by supply constraints in the short run. Moreover,
most countries have current unemployment rates that are markedly above the NAIRU
(non-accelerating inflation rate of unemployment), indicating that there is scope
lbr expansion without generating serious inflationary pressures. Indeed inflation
remains generally under control. This, together with high prevailing interest rates in
Furope, indicates that there is room for manoeuvre with respect to monetary policy.
lowever, many observers are of the view that there is little scope for expansionary

fiscal policy given the high current levels of public debt in most countries. This pess-
imistic view is not entirely warranted. The problem of sustainability of the public debt
is to a large extent linked to the hi,,h level of real interest rates in a context of slow
growth. A reduction of interest rates in the context of a coordinated recovery will
reduce the debt-servicing burden and hence increase the sustainability of public debt.



22 World employment 1995

This will be reinforced by the favourable impact of a higher level of activity on

revenues.
55. While all avenues for raising growth rates through changes in macro-

economic policy should be explored, attention also needs to be paid to the growth-
augmenting benefits of successful adjustment to opportunities in the global economy.

The industrialized countries stand to benefit significantly from a generalized increase

in international trade and demand. Growth in the developing and transition economies

will provide expanding markets for the high-technology, high value-added and
capital-intensive products in which the industrialized countries have a comparative
advantage. The expansion of such activities should have a net positive effect on
employment, even when the losses due to the abandonment of low-skilled and labour-

intensive activities are taken into account. The focus should thus be on positive
adjustment policies to deal with the problem of labour redeployment out of un-

competitive industries rather than on protectionist policies. Policies to improve
competitiveness through investments in human capital, research and development, and

infrastructure will be of particular importance.
56. It will, of course, also be important to deal with issues of labour market

policy. But it must at the same time be recognized that there are strong limits to

the extent to which a reliance on such policies alone can solve the unemployment
problem. In particular, a purely (or mainly) deregulatory route to greater labour

market flexibility will not be a panacea. Far from being a simple solution that confers

only benefits it is likely to involve a trade-off in terms of areater inequality and poverty.

It will also involve the sacrifice of the considerable benefits that flow from an
appropriately regulated labour market.

57. The benefits of appropriate labour market regulation are often over-

looked. A major economic benefit from regulation derives from the fact that it often

responds to market failures and thus improves market functioning. For example,
employment security increases both the propensity of firms to train and the will-
ingness of workers to invest in upgrading their skills. Similarly rules that protect the

income and employment security of workers can increase productive efficiency by

creating incentives for competition to occur more through product market innovation

and product market strategy.
58. The limits to what can be achieved through labour market deregulation

alone are best illustrated by the issue of wage cuts. Proponents argue that a major

benefit of deregulation will be to lower currently excessive wage levels and tilat this

in turn will raise employment significantly. There are several reasons for doubting the

validity of this proposition. First, it is debatable whether wages are still too high after

the wage moderation of the 1980s. Second, the impact of changes in relative factor
prices on capital-labour substitution is slow since it operates only at the margin through

new investment. Moreover, empirical findings on the impact o f labour costs on employ-

ment show that large wage cuts are required in order to achieve only small increases
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in employment. Third, a reduction of wage costs will increase competitiveness (and
hence employment) only if it is applied in a single country.

59. These doubts over the effects of labour market deregulation do not, of
course, imply that all labour market regulations should be retained in their current
form. A case in point are the rigidities imposed by regulations on the length and
organization of working time. These can frustrate voluntary labour supply decisions.
new working time and work organization patterns, and thus job growth. Changes in
this area have been a widespread source of greater labour market flexibinty since the
1980s and have often linked the expansion of operating time, innovation in shiftwork
patterns, and job creation or preservation with a reduction in individual working hours.
The continued removal of regulatory impediments to voluntary labour supp' v choices
should be encouraged. Selective reforms to existing labour market regulations are
indeed also necessary to tackle serious problems such as low pay, the worsening,
employment prospects of unskilled workers and the need to improve training and
workplace performance in order to meet the challenges posed by new technology and
production systems.

60. There is general agreement that training should develop flexibility in
workers since they are now likely to change jobs several times in their working life.
This is difficult to ensure in a deregulated labour market since labour turnover
would increase and erode incentives to train. An important distinction is between
decentralized settings, such as the United States, where labour market adjustment
occurs primarily through the external labour market, and countries such as Japan or
Germany, where the existence of long-term trust relationships between management
and labour and of well-developed systems of employment security directs adjustment
mainly through the internal labour market. In the former settings, it is important to
create or adapt training infrastructures external to the firm so that training shortfalls
do not occur. In the latter settings, strong training systems, whether at firm or
economy-wide levels, already exist. These may require additional strengthening it'
the frequency of job changes increases considerably.

61. New production systems require extensive cooperation between labour
and management and the participation of workers in business decisions from
which they were previously excluded. Here again the "decollectivization- of labour-
management relations that is implied by deregulation will be dysfunctional. In contrast,
strong organs of workplace employee participation will yield significant benefits
in terms of greater productivity and the more rapid and efficient diffusion of new
technology.

62. Labour market reforms arc also required to deal with the problem of
declining job prospects for low-skilled workers. Two broad policy routes for encour-
ag,ing the required creation ofjobs for the low-skilled can be envisaged: pressing wages
down through labour market deregulation or employment subsidies. The fundamental
di fference between the two options is distributional. The question is whether low-
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skilled workers as a whole should pay for increased employment by cuts in relative
pay, or whether the costs should be borne $zenerally out of taxation. The choice is
ultimately a political one and cannot be seriously settled on the grounds of the
allocative inefficiencies of subsidies.

63. Tax-financed expenditures to create jobs can be used either for employ-
ment subsidies or for direct job creation in the provision of social services and
improving infrastructure. It is an important, though often under-appreciated, feature
of the contemporary Welfare State that the net cost of the additional public spending
to the taxpayer is far less than the gross cost if the workers concerned would other-
wise have remained unemployed. In most OECD countries the net cost of job creation
by the public sector would be no more than 20 per cent of the gross cost. Never-
theless, it remains an open question whether the electorate will accept the additional
taxation that will still be involved. In addition, wage restraint will be necessary in order
to prevent the higher consumption resulting from increased employment from pushing
up inflation.

64. There is some agreement among policy-mat ers that unemployment
benefit systems in most industrialized countries are in med of reform. Current
systems of financing employment benefits through payroll taxes raise labour costs,
at least in the short run. Therefore, financing unemployment benefits through
expenditure taxes may generally be expected to have a favourable effect on employ-
ment: expenditure taxes lead to lower labour costs and higher take-home pay than do
payroll taxes. This raises firms' incentives to employ and workers' incentives to seek
work. Other options for reform have also been suggested. One is to lower the cost of
unskilled labour through introducing progressivity in the financing of unemployment
benefits. Another is to convert unemployment benefits into employment vouchers:
since this would give the unemployed particularly the long-term unemployed a

ncw option: to use a portion of their unemployment benefits, if they so wish, as
vouchers for employers to hire them. In the context of persistent unemployment
such innovative ideas warrant discussion; specific policy proposals will, of course.
depend on the characteristics of individual settings.

65. While the reform of unemployment benefits along such lines can yield
gains to the long-term unemployed, it will not deal with the wider problem of the
working poor. Employment subsidies to low-paid workers could provide a solution.
Providing a subsidy to employers to hire low-wage workers would increase both job
opportunities and earnings for the low-paid. Such subsidies can he justified on moral
grounds and on the basis of the social benefits of lower unemployment. There will
also be economic benefits through the strengthening of the motivation of the low-paid
to retain a job and work diligently. There is. however, the drawback of the efficiency
cost of the higher taxes that may be necessary to fund the subsidies. Although the
benefits are likely to outweigh this, there does still remain the question of the
political acceptability of higher taxes.
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The challenge of o:lobal full employment

66. The challenge of restoring full employment is formidable in most parts
of the world. No simple and painless solutions are readily available and defeatist
attitudes are common. But complex and difficult as it is, restoring full employment is
feasible with sufficient political will and the right combination of international and
national policies. There will be vast benefits from a renewed commitment by all nations
to the objective of full employment. Such a common commitment will facilitate co-
operative international action to achieve higher growth in the world economy and
expnding trade and investment flows, all of which will have a favourable impact on
job creation worldwide. In contrast, the alternative of seeking individual solutions will
lower world welfare and lead to a more divided, unequal, and politically turbulent
world.

67. The current employment situation stands in striking contrast to the
situation that prevailed between 1950 and 1973 when the industrialized countries
enjoyed full employment and when most developing countries experienced steady
growth in output and modern-sector employment. Three key factors made this
possible: the hi8.h priority Oven to the objective of full employment in the inter-
national economic system; the social consensus in the industrialized countries over
the distribution of national income that made non-inflationary growth feasible: and
stable monetary and trading arrangements in the global economic system. The break-
down of all these features of the international economy has made it more difficult to
maintain full employment. In particular the breakdown of the Bretton Woods system
and huge increases in speculative international financial flows have imposed severe
constraints on national macroeconomic policies and created a bias towards restrictive
monetary policies in the world economy. This has been aggravated by the breakdown
of the domestic mechanisms for securing non-inflationary growth in industrialized
countries.

68. This background underscores the importance of cooperative inter-
national action in order to restore full employment. Reform of the international
monetary system to dampen the destabilizing effects of speculative financial flows on
exchange and interest rates and greater coordination of macroeconomic policies will
permit higher growth in the world economy. Similarly, a stable institutional framework
for promoting freer international trade and flows of direct investment will improve
resource allocation and efficiency in the world economy and boost economic growth
and employment creation. In this connection a new impetus to international co-
operation to enforce basic labour standards will help to defuse protectionist sentiments
based on perceptions that the non-observance of such standards is a major source of
unfair competition in international trade. Such international action on labour standards
will also be essential for counteracting pressures towards a debasement of labour
standards generated by increasing competition for export markts and foreign
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investment. International action to assist the least developed countries in overcoming
their marginalization from the global economy and to provide adjustment assistance
to countries facing severe adjustment difficulties will also help to reduce inter-
national inequality and sustain the process of globalization.

69. An important step towards initiating the desired international action is to
give higher priority to employment and social objectives in the formulation of inter-
national economic policies. The forthcoming World Summit for Social Development
provides a timely opportunity for the international community to commit itselftowards
achieving this. This would be highly appropriate since the fundamental solution to the
social problems to be addressed by the Summit lies in the creation of the conditions
for generating higher rates of growth of output and employment in the world economy.
Beyond this, a specific mechanism for ensuring higher priority to employment issues
would be to include ministers of labour in deliberations on ecvonomic policy at both
the national and international levels. This could be reinforced by bringing about
better coordination and closer collaboration between international institutions

responsible for economic and social policies and those responsible for employment
and social issues.
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PART ONE

Globalization and employment

Salient trends

Changes in the world economy in the past few decades have affected both the
level and the structure of employment across the globe. Total world output has grown
by more than 3 per cent per annum since 1960. Between 1966 and 1973 growth
rates were close to 5 per cent per annum before slowing down to 3.5 per cent between
1974 and 1980 and 3.3 per cent in the 1980s. The present decade has seen a further
deceleration to .1 per cent, but this is largely due to the recession of the early 1990s
in major industrialized countries (table 1). With the current recovery, global output is
projected to return to the 3 per cent range that has prevailed since 1974.' These growth
rates have exceeded population growth, yielding a steady increase in per capita global
output (table 2). In 1990 total world output in real terms was almost double what
it had been in 1970 and real per capita output was around 26 per cent higher. From
this viewpoint, that is, if we abstract from problems of distribution between and
within countries, it is apparent that there has been considerable global economic
progress. Yet the world today is still afflicted by serious problems of unemployment,
underemployment, inequality and poverty.

The structure of world production has also changed radically. 1960 10.4 per
cent of total output was in agI1cu1ture, 28.4 per cent in manufacturing and 50.4 per
cent in services. By 1990 these proportions had become 4.4, 21.4, and 62.4 per cent
respectively. In the industrialized countries the biggest shift was from manufacturing
to ',1-vices, with the latter now accounting for nearly 65 per cent of total output
compared to 21 per cent for manufacturing. In the developing countries the main
shift was from agriculture to manufacturing with the former now accounting for less
than 15 per cent of output. The share of manufacturing in total output in both indus-
trialized and developing countries is now about the same, although the trends are
moving in opposite directions (table 3 and figure 1).

The structure of employment has changed accordingly. By 1989-91. in
the industrialized countries only 7 per cent were employed in agriculture while
employment in industry had dropped to 26 per cent. In the developing countries
the share of agricultural employment had dropped to 61 per cent while that of
industrial employment had risen to 14 per cent. Again abstracting from intercountry
differences, we can say that the world's working population roughly divides into
48 per cent in agriculture, 17 per cent in industry and 35 per cent in services
( table 4 ).
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Table I. World output summar,,' 1966-93
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The gaps between the shifts in the structure of output and of employment give
a rough indication of differences in productivity. Agricultural employment is now
predominantly in low-income countries, where productivity levels are very low. World
poverty is consequently concentrated in the rural areas of thesc countries.

Looking at the world economy in this abstract way is a useful device for
drawing attention to some salient features of change in the past three decades. But the
world is not a single unified economy and it is in intercountry differences and
relationships that the most interesting issues lie.

The growth in woild output has been unevenly distributed. Not surprisingly,
since they accounted for 69 per cent of world output in 1965, the industrialized
countries have had growth rates only slightly below the world average in all three
subsequent decades. Many developing countries grew significantly faster in the 1960s
and 1970s but have grown only slightly faster in the 1980s. In the early 1990s their
growth rates have picked up again. This coincided with the recession in the indus-
trialized countries so the growth gap between the developing and industrial world (as
measured by subtracting the industrialized countries' annual average GDP growth from
the developing countries' growth) has been larger during the 1991-93 period than in

Table Growth of real per capita output,' 1960-90

Des eloped countries 4.0 2.2 2.2

Eastern Europe 5.7 45 1.6

Del eloping countries 3.3 3,1 1.2

Sub-Saharan Africa ll 6 04 Al 4

East Asia 3 6 4 6 6 3

(hina 3 6 3 6 P2

South Asia 1 4 1 I
iii ;

Latin America 2 3 1
n i5

N scrag,. annual pcnentage rale ol grim ill of real per i.aputa (. if )1'. constant pri, es

sonic,: l tilled Sallow, Slallqhliallaha,, I Ne, `i ork. I4uli



Globalization and employment 29

"able Structure of %, orld output (percentage of GMT

i'190

'
\Itriatt.tonni!

!nftll g

_____
Sell I.CS

Into In'n 19SO IWO

11 orld 10.4 6.9 5.6 4.4 28.4 26.1 22.4 21.4 50.6 56.4 57.0 62.4

Industrial countries 6.1 1.9 1.4 2.5 31.0 27.7 23.6 21.5 51.6 58.3 60.2 64.7

I \ 1 4 8 2 6 2 6 V 29 0 25 2 21 X 10.5 57.2 62 7 63.8 70.3

laysni 131 6 1 :1 2 4 35.1 36 0 29 2 28.9 40.9 47 2 54.4 55 8

1- mop,: 5 5 4 5 3o 3 0 34 ' 30 5 24 0 21 5 43 8 54 3 59 ? 63.8

net eloping countries 31.6 22.4 14.7 14.6 15.6 17.8 17.6 20.7 42.8 48.1 44.2 49.8

Lion Werhsa & I .irthhc.m 165 119 95 55 21 1 22 8 211.5 22 3 50.6 55.3 54.5 57.5

\Inca' 45 \ .; 1 25 1 3112 5 8 K 6 7.7 10 9 37.5 44.0 39.9 41.6

low Is 0 23 9 rs 1" 4 14 4 15 1 15 4 20 9 37 1 42.5 37.9 45.9

South & south-LN .,,,ta 44 0 35 6 24." 15 9 13.- 15.6 19.8 22.9 36.2 41.9 43.5 46.6

I ,,luh.... III l!ii ,,,h111111, do Ina add up to 1(1(1.111,e the t.onstruolon seitor 1. left out. a, in non-manutaturing Industrial output Figures for manufacturtng do not represent
tohtt mdostrial .i,. to 16. I s, hiding Sorth 561, lodudes all des eloptng coon!, les in the region. the figure for 1965 is used Instead of the I960 figure

'sooty,. I toted N.1,1011, or ,

any other period since 1966 (table 1). However, given the significantly higher rates
of population growth in developing countries, the gap in growth rates between these
countries and the industrialized nations was much smaller in terms of per capita real
GDP, with the gap being negative during the 1960s and 1980s (table 2). Indeed during
the 1980s per capita growth rates in the developing countries were only half those in
the industrialized countries. The net outcome of this pattern of growth rates was that
the relative shares of thc industrialized and developing countries did not change
much over the last two decades. The share of Eastern European and Central Asian
transition economies in world output declined dramatically, by almost one-half,
between 1970 and 1992.2 Growth rates in these countries have slowed down steadily
since 1966, with the region facing a negative annual average GDP growth rate of nearly
10 per cent per annum in the early 1990s, as compared to a positive 7 per cent per
annum growth during 1966-73 (table 1).

A striking aspect of change has been the growing divergence in growth
rates among different regions of the developing world. Growth rates in sub-Saharan
Africa and Latin America have decelerated since the 1960s while those in Asia
have accelerate(,. The differences became very pronounced during the debt-tcoubled

Table 4. Structure of world employment, 1965 and 1989-91
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Figure 1

Strixture of production, 1960 and 1990
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1980s when the first two regions experienced negative per capita output growth
while per capita output grew by 6.3 and 3.1 per cent respectively in East and
South Asia. Since then most Latin American countries have begun to recover although
growth rates are still significantly lower than in Asia. Sub-Saharan Africa on the
other hand continues to decline, giving rise to concen over its marginalization from
the world economy. The outcome of these divergences is that the developing
world is now far more differentiated economically than it was in 1960. For most of
the post-war period world trade grew significantly faster than output. Between 1950
and 1973 world trade grew at between 7 and 8 per cent per annum. It slowed down
to 3,1 per cent between 1974 and 1983, when the world economy suffered from
the effects of the two oil shocks and the debt crisis, but recovered to close to its
previous trend level between 1984 and 1989 (table 5). It has slowed down again hut is
expected to increase with the recovery in the industrialized countries. This sustained
and rapid growth in world trade has meant that national economies in most narts
of the world have become more interrelated and open. For example, export-to-GDP
ratios increased in many countries between 1970 and 1992. although the pattern was
uneven. A majority of OECD countries experienced increases and there was no case
where the ratio fell. Particularly large increases were recorded in the United States
( from 5.8 to 10.6 per cent), Germany (21 to 33 per cent) and France (15 to 23 per cent).
The export-to-GDP ratio also increased in the majority of Asian countries and in about
half of Latin American countries hut in only a minority of sub-Saharan countries.
Thus, apart from inost of sub-Saharan Africa. there is a general trend towards greater
openness in international trade.



Globalization and employment 31

Fable 5 Cror% th of orld trade, 1950-94 (annual average percentage rate of groA

4'4

\\arid trade

\Arne I I 6 4 4

\ ihie .1
\ 111 \

Volume of e ports

Industrial countries 3S 2

ransulon economies 3 o 2 4

Do eloping countries n

hlllr Vsian ME: 12 2 rI 11 4

Sub-Sham frica 114 u 2 4 2 \

Imports

Industrial c(mntries 0 4 \ 2 't
Transalon economic,.

Des dopmg manes

n 3

n A

22 2 0 5 1 11 5

kmr Asian \ IL il .1 4 0 LI 2 12

ii1,-Saliaran Vinci n 3 11 5 114 I N 2 4

11 a 110I

:14i M .111P11.111,er,entai% cliangc Ii st Odd C \ polls and 11111,011, 111,Ind, Irad,:ot indu.rr WI and ,le, elnpinp tULIIIIk and 11.111.111011 A'Ononlle, \ epi
If AC lililliLS the stales tql11.! ltirint:r I \ I 2 I aNlern I Mope and tonne, I ',SR eiage jor 1,,91.92 onls lot

nr,,, I mim vans:, ,fi ,,,1 1511 If / ruin, th,/, sar,u,

This development is partly due to trade liberalization measures that occurred
especially in the 1980s. The growth of regional trading arrangements such as the
European Common Market, NAFTA, MERCOSUR, and ASEAN was an important
element. But apart from this there was also a wave of trade liberalization in devel-
oping countries which had previously pursued import-substitution industrialization
strategies. Around 15 of the 27 developing countries, for which information on tariffs
is available, reduced the levels of tariffs and equivalent import charges during the

1980s.3 Another four countries had already achieved low average tariff levels by
the beginning of the 1980s.4 Thus, by the late 1980s, the majority of developing
countries for which data arc available had significantly reduced tariff levels
compared to previous decades. These countries were concentrated mainly in Latin
America and Asia.

As regards non-tari ff measures, 18 of the 26 developing countries for which
such information is available significantly relaxed such measures during the

1980s.5

In another two countries the incidence of non-tariff measures was already very low by
1985.6 Real effective exchange rates were also corrected for previous overvaluation

in a number of developing countries, a development which favoured the growth of
exports.'

The structure of world trade also changed significantly in several respects. The
share of manufacturing in toal world exports rose from 61 per cent in 1965 to 71 per
cent in 1990. This was particularly striking for developing countries, where manu-
factured goods now constitute over half of total exports, being most dramatic in
South and South-East Asia, where 78 per cent of exports now consist of manufactures
(table 6). By contrast, Latin America and Africa remaln predominantly exporters of
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Figure 2
Share in world trade percentage, developed and developing world
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primary products, even though the share of manufactured exports did increase. On

the other hand, the share of manufactures in the total exports of the transitional
Eastern European economies actually fell in 1990 as ,ompared to previous years.
Manufactured exports from high-income countries increaseu by 4.5 per cent per
annum during the 1980s, but the corresponding growth rate for developing countries

was 7.6 per cent. Within this latter group Asian growth outstripped the other regions:
manufactured exports grew by 12.4 per cent per annum in East Asia and by 9.1 per

cent in South Asia (table 7).
Shares in world trade changed accorr.:ingly. The share of Asian developing coun-

tries increased from 4.6 to 12.5 per cent between 1970 and 1991 but those of Latin

America and sub-Saharan Africa fell. The overall developing country share increased

only slightly as a result of these divergences in performance. Over the same period the

share of the former socialist countries fell from 10 to 5 per cent The upshot is that the

share of the developed market economies remained unchanged at 71 per cent. Thus

the major shift was a redistribution among the non-industrialized countries, with Asia

gaining relative to the rest (see figures 2 and 3).
The bulk of the increase in world trade has been intra-OECD: the shares of

intra-OECD exports increased throughout the last three decades. from about 70 per

cent in 1958-60 to over 76 per cent in 1990-91. Parallel with this, intra-developing
country trade also increased: the share of exports from these countries to other
developing countries rose from about 24 to over 32 per cent over this period: much of

this trading was within Asia (table 8).
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Figure 3

Share in world trade pnrcentage, major developing regions
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In spite of this overall trend there is one significant aspect of North-South trade
that has given rise to concern and controversy in the North.

This is the rapid growth of manufactured exports from the South. primarily
from the dynamic Asian economies and China. Imports of manufactures from these
latter countries grew by nearly 15 per cent per annum in Japan and the United States,
and by close to 13 per cent per annum in the European Community between 1980 and
1990 (table 7). This continues a trend which began with rapid growth in the four ori-
ginal Asian newly industrializing economies in the 1960s. As a result of this growth,
the developing countries' share of manufactured exports to the developed market
economies increased from 5 to 14 per cent between 1970 and 1990.

During the last three decades. flows of portfolio and direct investment also
increased rapidly: average annual FDI flows in the world economy increased
substantially from US$21 billion in the 1970s to US$126 billion by 1992. Together
with the rapid increase in world trade this has led to a burgeoning academic literature
and policy discussion on the implications of increasing globalization of the economy.
This process has affected, and will continue to affect, the structure of global produc-

Table 6. :Manufactures as a percentage of total exports, 1970-90
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tion and patterns of growth. It promises vast gains in economic efficiency and higher

growth but it also imposes the need for major adjustments in countries across the globe.

These adjustments will centre on changes in the structure of production and hence in

that of employment. Large numbers of workers will have to shift from declining to
growing activities and problems of transitional unemployment will have to be faced.

Flow well this process is managed will be an important determinant of whether
globalization is sustained and its potential benefits are reaped.

A major development that will influence the future evolution of world trade

is the completion of the Uruguay Round of GATT negotiations. The next section
of the report therefore examines its potential effects on world trade and employment.

This will be followed by an examination of recent dew lopments in foreign direct
investment flows and their impact on employment prospects.
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Trade and employment: The Uruguay Round

Background

The Uruguay Round is correctly regarded as the most ambitious and compre-
hensive of all of GATT's rounds. It involved a larger number of Contracting Parties
(CPs) than any previous round (109) and covered a larger number of negotiating issues
(15). In addition to revisiting old issues like tariff liberalization, it addressed new ones
relating to foreign investment, intellectual property and services.

A major potential effect of the agreement is to reinforce the trend towards
greater openness to trade and rapid increases in trade flows. This will result from the
tariff reforms contained in the agreement. There are essentially three ingredients to
these: a zero-for-zero component which will result in tariff-free trade in II sectors;s a
liberalization component that will reduce mean tariffs on industrial goods by some
38 per cent (on a trade-weighted basis); and a harmonization component which
subjects higher tariffs to deeper cuts. As a result, the trade-weighted average tariff in
industrial countries will decline from 6.4 per cent to 4 per cent, and some 40 per cent
of imports will enter duty free. Reductions are, however, below average (20 per cent)
in respect of some of the main industrial exports of developing countries (textiles,
clothing and leather products), though the reduction is from initially higher levels.
Although it has not been widely commented upon, another crucial outcome is that the
proportion of tariffs which are bound in industrial countries will increase from 78 per
cent to 97 per cent; even more significantly, the proportion bound in developing
countries will increase from 21 per cent to 65 per cent. Once tariffs are bound, they
cannot be unilaterally altered.

For non-agricultural goods, the tariff-reduction commitments will be imple-
mented over time in up to five equal stages,q the first being on the entr into force
of the Agreement establishing the World Trade Organization (WTO).

Apart from tariff reductions, there will also be a move towards reducing non-
tariff barriers. As tariffs declined as a result of earlier GATT rounds there had
been some substitution of non-tariff barriers (NTBs) for tariffs. Their discriminatory
application (especially against newly industrializing countries ; N1Cs) and less
developed countries (LDCs)) and their opacity have tended to erode GATT authority.
The Uruguay Round therefore established major commitments to correct this.
including a prohibition on the use of voluntary export restraints (VERs), orderly
marketing agreements and other extra-legal instruments.

The Uruguay Round also extends trade liberalization to new sectors. For
example, temperate-zone agriculture has for the first time been subject to liberal-
ization under GATT. The market access agreement requires the tariffication of
existing NTBs, the binding of the resultant tariffs and their reduction by 36 per cent
over six years in industrialized countries mid over ten years in LDCs, with the least
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developed being exempted. Domestic support measures are to be reduced by 20 per
cent in industrialized countries and 13.3 per cent in LDCs. Export subsidies are to be
reduced by 36 per cent in value terms and 21 per cent in volume terms (on 1986-90
bases) in industrialized countries. Lower reductions of 24 per cent and 14 per cent
respectively are required of LDCs, with no further concessions for the least de-
veloped. However, there are special provisions relating to food aid and assistance
to the least developed and net food-importing LDCs. Although, as in other areas,
these reforms are to be phased in over a six-to-ten-year period, they represent very
significant liberalization in an erstwhile completely sheltered sector.

Another sector to which trade liberalization has been extended is textiles and
clothing. Hitherto trade in this sector has been subject to a legal derogation from GATT
non-discrimination requirements. The Uruguay Round agreement commits CPs to a
phased run-down of the Multifibres Arrangement (MFA) over the period 1995-2005
and the complete integration of textiles and clothing into the GATT system. Four
phases are envisaged: 1995-98, 1998-2002, 2002-05 and post-2005. At the beginning
of Phases I, II and III, CPs will be required to have integrated products accounting for

not less than 16 per cent, 17 per cent and 18 per cent respectively of their total imports
of textiles and clothing. Post-2005, all products will be fully integrated. Annual
growth rates for quotas of products still subject to MFA provisions within each phase
have been set at 16 per cent, 25 per cent and 27 per cent above the growth rates in
each of the previous phases. There will be a limited safeguard provision available
of a maximum three-year duration (non-renewable), in instances where serious
prejudice can be established.

In addition, further tariff liberalization has been agreed for natural-resource-
based and tropical products. These are of obvious interest to some LDCs.

New issues covered by the agreement are also likely to facilitate increased
flows of foreign direct investment and increased trade in services. The trade-related
investment measures (TRIMs) agreement maintains the existing provisions, notably,

Articles III and X1 of the GATT. Any TRI Ms inconsistent with these are prohibited.
These measures include some that ,Jre currently widely used, such as local content
requirements and trade balancing requirements. Pre-existing measures havk to be
phased out within two years (industriaitzed countries), five years (developing
countries) or seven years (least developed countries). Arrangements for monitoring
phase-out and uncovering cases of instrument substitution will be put in place. More

importantly, there is a commitment to evaluate the role of TRIMs in the wider context
of competition policy in the medium term.

The General Agreement on Trade in Services (GATS) is more limited in

scope than was hoped when the Round was launched but takes an important first step
in regulating the services sector. The agreement specifies a range of basic obligations
which include the treatment of national services sectors and the most favoured nation
commitments. A schedule is established for progressive liberalization of trade and the
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specific institutional provisions required to accomplish this. Finally, for a number
of sectors (financial services. telecommunications, air transport services), detailed
implementation schedules are provided.

Implications for market access and employment

What the foregoing will add up to in terms of actual market access improve-
ments and prospects for trade expansion is, of course, difficult to foretell. Ultimately
it is the translation of commitments into reality that will trigger an increase in employ-
ment. Where many of the Urtuzuay Round agreements are concerned, it is difficult to
comment with any precision on what will happen to trade flows. There is uncertainty
about what will follow from the GATS, agreements on trade-related intellectual
property riahts (TRIPs) and TRIMs and the redrafting of GATT provisions on anti-
dumping.. subsidies and so on. Nevertheless, the balance of probabilities holds out
hope of beneficial effects on trade flows.

A number of evaluations of the Round have been completed, both qualitative
and quantitative)" The latter have generally concluded that global net benefits from
the Round will be at least S200 billion per annum. Such estimates typically originate
from computable general equilibrium (CGE) models. Although these models tend to
focus on primarily income measures, some also evaluate employment effects, albeit
in highly aggregative terms. Given the modelling techniques being used, the estimates
are inevitably post-adjustment, i.e. they assume that all of the trade agreements are
implemented and the system as a whole has settled into a new equilibrium. Such
estimates, while useful, are limited: in particular. they ignore the transitional employ-
ment changes.

Because changes in tariff and non-tariff measures can be expressed numer-
ically and used in models of trade flows, one can say more about the impact of
reforms in this area. Basically, the relevant ingredients of the Uruguay Round
Agreement are the larger number of bound tariff reductions in average tariff levels
and reductions in tariff escalation. Although the importance of the first is often
fbrgotten. it is, in fact, vital. Once tariffs are bound they cannot be unilaterally raised
again. Any changes are suNect to negotiation and, if implemented, to compensation.
In other words, they provide security of access of imports: the percentage of imports
enterinv, developed countries under hound rates will increase from 94 per cent to
99 per cent: that in developing countries from 14 per cent to 59 per cent. The latter is
a dramatic change and can be expected to affect both South-South and North-South
trade.

As regards tariff cuts. developed countries, which account for some 70 per cent
of total global trade, have reduced tariff's on over 40 per cent of their imports. Average
tariff cuts of some 38 per cent apply to imports valued at over 5900 billion. A similar
percentage reduction applies to some S100 billion of agricultural trade. Even if these
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cuts were evenly applied across all exporting countries and all products, their biggest
impact would be on trade expansion in the North. since more than 50 per cent
of global trade is North-North trade, most of which, moreover, is in trade in
manufactures.

Furthermore, several features of the tariff deal reinforce North-North trade. The
main one is that the cuts are not evenly distributed. In particular, deeper cuts apply
to products of interest to industrialized exporting countries, while tariff cuts are
shallower for products where developing countries and NICs enjoy a comparative
advantage ( for instance, the average reductions in textiles and clothing; leather,
footwear and travel goods; fish and fish products; and transport equipment, are 22 per
cent, 18 per cent, 26 per cent and 23 per cent respectively). However, a second factor

may counter this to some extent, namely the impact of the reforms on tariff escalation.
The harmonization component of the agreement has served to increase tariff escala-
tion in North-North trade since the reduction in tariffs on semi-manufactures is
areater than that on manufactures.

For these reasons, all quantitative analyses predict that the greatest volume
chanaes in trade will be in North-North trade in manufactures."

There will nevertheless be significant impacts on North-South trade expansion.
Substantial increases in global trade volumes are predicted, with total trade rising
by 20 per cent': Within this overall expansion, large increases in certain types of
North-South trade are predicted. The liberalization of Northern agricultural markets
is expected to benefit middle-income agricultural exporters such as Argentina, Brazil
and Indonesia. The main source of this trade expansion will be via the lowering of
non-tariff barriers: those which currently exist under the MFA, those which are due
to be tariffed under the terms of the agriculture agreement and those which could be
phased out as a result of the proscription of VERs and the reframing of Article XIX
of the GATT. Thus the potential exists for considerable trade expansion, if access
to Northern industrial and agricultural markets improves.

Overall, the Round would appear to give greatest opportunity for the
expansion of Southern exports to the North, given the liberalization of textiles,

clothing, agricultural and manufacturing markets in the North. If so, this will clearly

augment employment in the South and deplete it in the North, in the short run at least.

Moreover, some research suggests that the jobs which will be displaced in the North

are low-skilled jobs.° It is possible that significant short-term adjustment frictions
in developed countries could he associated with such trade expansion. If so, it could

lead to greater reliance on defensive adjustment measures.
So far the discussion has concentrated on the effect of relative price changes

(as a result of tariff adjustments) on trade flows, hut it is vitally important not to
ignore income effects. There is a substantial literature which suggests that the

growth of real output and the growth of trade are positively correlated. It is certain

that the Round will give a boost to growth. Clearly. that in turn can be expected to
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Table Y. Sectoral employment changes in the North and South
(resulting from implementing the I.' rugua Round)
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boost employment prospects in s.zeneral. Several modellinu exercises estimate net
income gains in excess of S200 billion. i.e. about 5 per cent of the value of world trade.
If they are realized, they will result in re-spending and further increases in trade and
employment.

With or without income effects on employment, however, adjustments will
need to take place in labour markets. A study by Nguyen, Perroni and Wi0e takes a
long-term perspective, in which total employment does not change but its structure
does:4 Table 9 sets out their predictions for the long-term, sectoral adjustments in
employment in the North and South that a Uruguay-type package of trade liberal-
izations would produce. The notable, and not surprising, features of these results
are the changes in the agricultural sector and the light industry sector dominated
by textiles and clothing. Except for Australia and New Zealand, employment in
agriculture is predicted to fall by between 10 and 20 per cent in the industrialized
countries, while it is forecast that employment in light industry will fall by over 20 per
cent in Europe and around 35 per cent in North America. Employment in the
corresponding sectors of the MFA exporters is predicted to rise by as much as 80 per
cent. This is the basis for the view that sectoral adjustments in the North will also
involve a change in skill requirements, shifting demand away from low-skilled jobs
or altering the composition ( full:part-time or male/female) of employment. The
employment increases in the service sectors of the North are shown in table 9 to be
small in percentage terms but they are amon2, the largest increases in absolute terms.
The 1.9 per cent increase in employment in the European Union's service sector is for
instance almost as large in absolute terms as the predicted employment loss in EU
agriculture of 14 per cent.

BEST COPY AVAILABLE
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The importance of positive adjustment

The previous section has shown that the Uruguay Round agreement involves,
if fully implemented, major increases in market access to the industrial countries, in
particular for specific imports from developing countries. The reduction of tariffs on
industrial goods is likely to have its greatest impact on intra-industrial country irade.
By contrast the lowering of non-tariff barriers in the agricultural and textiles sectors
of the industrial North will significantly increase market access for Southern products
in these sectors. The most serious adjustment and employment implications of the
Round are therefore likely to be experienced in these sectors in the industrialized
countries. This suggests that there will be political economy pressures within the North
to resist or slow down these adjustments.

A strong case can be made that such pressures should be resisted and that
there should instead be a firm commitment in all countries to implement positive
adjustment measures. Improvements in market access generally lead to trade
expansion, and output and employment growth in the long run, even though the
process of adjustment may entail losses in real output and employment in the short
run. The best policy in these circumstances is to facilitate necessary changes rather

than seek to retard them.
It could be argued that no policy intervention, whether defensive or positive, is

required, since L..arkets deliver the appropriate relative price signals to direct resource
reallocations. Agents, left to their own devices, will react to those price signals. Where
factor mismatches occur, agents will take the appropriate action by voluntarily leaving
the labour market, withdrawing physical capital from production, or investing as
appropriate in retraining/retooling. This may result in some temporary loss of output
which, however, should not be viewed as a cost in itself but rather as an investment
and should be offset against the long-term benefits associated with higher output
of the retrained labour/re-equipped capital. Thought of in this way, adjustment costs
are simply the price which society pays for change.

There are, however, economic and social grounds against adopting such a
laissez-faire approach. The first point to raise is one of time: how long does it actually
take for factors to relocate from one sector to another? There is a large body of
evidence to support the view that adjustments are unlikely to be either smooth or swift.
For example, a rise in unemployment that is initially expected to be temporary can
in fact turn out to be persistent. The reason is that the depreciation of labour skills
over time reduces the probability of re-employment. This then results in further
depreciation and so on. As a consequence the economy can get stuck in an under-
employment "equilibrium" for quite a long period of time. The transitional loss of
output can therefore be very high.

A second reason for intervention is that, in general, economic nents resist
change, particularly if it involves a period of (even temporary) unemployment.
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Typically those who benefit from tariff liberalization (primarily consumers) are
not well organized and cannot articulate their case effectively. Those who perceive
themst, Nes as bearing costs (producers) are typically well organized and politically
effective. The longer it takes to transfer resources from one sector to another, the more
persuasive is the case that can be made to the effect that trade liberalization "causes-
unemployment and therefore the stronger are the pressures against trade reforms. Since
the evidence strongly suggests that liberal trade reforms confer net benefits on society,
it is unfortunate if transitional costs frustrate the reform process. Adjustment policies
that help to reduce such costs are therefore necessary.

Finally, it must be noted that there are social costs associated with factors of
production, especially labour, being tied up in unemployment/underemployment for
long periods.

Defensive adjustment measures have been extensively deployed in the past by
industrialized countries in the face of competitive pressures from NICs and other
LDCs. The GATT sanctions defensive adjustment under Article XIX (safeguards).
When faced with a sudden upsurge in imports linked to "serious injury", a con-
tracting party can introduce temporary protective measures. However, one of the
problems with Article XIX is that it has not been widely used. If CPs have recourse
to this device it should be non-discriminatory and the parties affected should have
a right to negotiate compensation. As an alternative, many CPs have relied on
unilateral measures such as VERs or anti-dumping action. Not only are these
discriminatory; they are very difficult to remove once they are introduced. The
policy of restraint which has regulated North-South trade in textiles and clothing for
over 30 years is testimony to this. Through time these restraints have become more
extensive in both their product and their country coverage. There is little evidence
to indicate that they have promoted adjustment in textile and garment sectors in
industrialized countries, but much to suggest that they have to some extent frustrated
the process of specialization in LDCs.

It is, therefore, important that there should be a shift away from defensive to
positive adjustment measures in order to reap the full benefits of trade liberalization.
Positive adjustment policies which can broaden markets and smooth the process
of resource transfers can take the form of labour retraining schemes directed at
changing the skill mix of labour displaced from the import substitution sector. They
can also take the form of geographical mobility grants. The actual form of the
intervention depends upon the perceived nature of the obstacles to adjustment.
Likewise, the institutional arrangements for managing an adjustment policy will vary
from one economy to another.''

A number of important potential constraints on the use of defensive adjustment
policies in both developed and developing countries will be introduced by the
Uruguay Round agreements. The increase in tariff bindings, the prohibitions on
the use of NTBs and the strengthening of safeguards, for example, are intended for
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this purpose. But whether the agreements really make a difference will depend almost
entirely on how they are enforced. It is encouraging, however, to note that there are a
number of institutional reforms aimed at the systematic strengthening of enforcement
measures.

The importance of trying to make the new constraints on defensive adjustment
policy work can be demonstrated by the long-run ineffectiveness and costliness of
the extra-legal/grey area measures that industrialized countries have been using. One
study estimates that the (deadweight) welfare cost to consumers of each person-year
of employment saved by a more restrictive VER on Swedish imports of textiles and
clothing was about $40,000.16 A study of the protection of the United States footwear
industry by orderly marketing agreements (OMAs) with the Republic of Korea and
Taiwan, China, shows an annual welfare cost to the United States of nearly $22,000
for each job protected." Of course in both of these cases a more efficient (less costly)
means of protecting jobs existed. The first one showed that the average budget cost
of saving a job in Swedish textiles by means of subsidies would have been about one-
fifth the welfare cost of the VER.I8 Similarly, the other showed that the welfare cost
oi protecting each of the jobs in the United States footwear industry was nearly seven
times greater with OMAs than with the equivalent tariff.'9

The new disciplines introduced by the Uruguay Round can thus reduce the
costs of defensive adjustment measures by encouraging a shift away from the more
costly ones such as VERs. More importantly, they may also deter the use of defensive
adjustment measures and encourage the use of positive ones. The above studies of the.
costs of defensive adjustment policies indicate that substantial subsidies (or subsidy
equivalents of tariffs) are available to enable the countries concerned to shift into
positive adjustment measures. Although the Uruguay Round Agreement introduces
new provisions regarding the use of subsidies, it does not prohibit labour market
policies aimed at facilitating adjustment.

Foreign direct investment

Recent trends

Together with trade expansion, the current decade is witnessing the arowing
significance of multinational enterprises (MNEs) in the world economy arid a rapid
liberalization in policies of developing countries towards trade and investment. MNEs
account for ever increasing shares of world output, trade and technology. The United
Nations H/hrld Investment Report 1994 estimates that, in 1991, foreign affiliates of
MNEs generated total sales of S4.8 trillion. This can be compated to total world
exports in goods and services of $4.5 trillion. The stock of foreign direct investment

( FDI ) continues to grow faster than world GDP, domestic investment and trade and in

1993 was estimated at around $2 trillion worldwide.
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Table 10. Average annual stock of foreign direct investment, 1960-92
(USS billion and percentages)
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During the last three decades the world economy has witnessed a spectacular
increase in the stock of FDI. The average annual stock of FD1, at current market
prices, increased more than tenfold, from $104 billion during the 1960s to around
SI.173 billion by the end of the 1980s. It further increased to $1,940 billion in 1992.
However, it is important to note that the bulk of the (absolute) increase went to the
developed rather than the developing countries: the share of developed countries in
tl-u: total stock of FDI increased from around 68 per cent during the 1960s to around
80 per cent by the early 1990s (table 10).

In terms of overall trends, one of the most significant recent features of FD1
is the rapid and sustained rise in flows to the developing world. After a period of
relative stagnation in the wake of the debt crisis and the ensuing recession up to the
mid-1980s (in 1981-85 FDI to developing countries actually declined by 4 per cent
per annum), investment in the Third World revived strongly. Over the latter part of
the 1980s it rose by 17 per cent per annum, with a further acceleration in the 1990s.
According to the United Nations 14/br1d Investment Report 1994, total FDI to devel-
oping countries reached a record figure of $70 billion in 1993, having increased by
125 per cent in the first three years of the decade. By contrast, there has been a sharp
decline of inflows into the developed countries in the 1990s. In 1991, FDI in the OECD
countries fell by 31 per cent, and in 1992 by a further 16 per cent. As a consequence,
in 1992 the share of developing countries in FDI flows stood at around 32 per cent, as
against an average of 24 per cent during the I 970s (table 11). It increased further to
40 per cent in 1993. If present trends continue, annual flows of FD1 into the Third
World could, in the medium-term, exceed those into the developed world. This would
represent a major structural shift in the pattern, not just of investment, but also of the
production and trade that arise from it.

As far as the composition of FDI is concerned, the trend away from the primary
sector and into manufacturing and services continues. Within the latter groups,
services gained at the expense of manufacturing. For instance, 51 per cent of the
United States' overseas investiric nt in 1992 was in services, compared to 41 per cent
in 1985: for the United Kingdom the corresponding figures were 46 per cent and
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Table I 1 . verage annual flows of FM, 1970-92
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35 per cent; for Japan, 66 per cent and 52 per cent; for France, 46 per cent and 47 per
cent; arid for Germany, 56 per cent and 53 per cent.'" While much of the service
activity is concentrated in the developed world, there are signs that liberalization
has led to a substantial increase in service FDI in developing countries also. This is
particularly marked in Latin America, where much of the recent revival of investment
inflows has been in banking, telecommunicatio,.s, hotels, retailing and similar
activities. In Asia, the bulk of FDI still concentrates on manufacturing, testifying
to the greater competitive capabilities built up there in industry.

The geouaphical distribution of FDI shows that MNE investment amtinues
to concentrate in a few more advanced developing countries. Moreover, this concen-
tration has grown stronger in the recent past. The ten largest recipients accounted
for 76 per cent of total flows into the Third World in 1992, up from around 70 per
cent in the preceding ten years (but still below the 81 per cent reached in 1981). This

may be accounted for by the impressive growth in FDI into China, which attracted
negligible amounts in 1981 but accounted for one quarter of all inflows to developing
countries by 1992. In 1993 its dominance rose further, with inflows estimated at
between $23-26 billion. This was followed by a massive 54 per cent increase in FDI
in the first half of 1994 as compared to the same period in 1993.2' These figures
on concentration do not account for some new trends in FDI flows that may become
significant in the near future. For instance, a number of major potential host devel-
oping countries are "underinvested" at present but are in the process of liberalizing
their FDI regimes. The main one, perhaps, is India, which clearly has the potential
for attracting very large amounts of investment and is starting to arouse investor
interest. A recent Merrill Lynch report shows that approvals by India in 1993 came
to S2.9 billion, a large jump from the $2G0-300 million that was the norm for the

previous several years."
In contrast, the 47 least developed countries have been. and continue to be.

marginal to FDI flows. In 1992 such flows declined by 15 per cent to a total of
$300 million, accounting fbr only 0.6 per cent of total flows to developing countries.
Sub-Saharan Africa, in particular, received very little FD1 despite widespread moves
to liberalize tbreign investment regimes and offer attractive incentives. Even countries
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undergoing strong structural adjustment programmes (like Ghana) failed to increase
inward investment inflows. Clearly, there is more involved in attracting FDI than
-opening up" to foreign trade and investment.

The regime governing FDI in developing countries has changed dramatically
over the past decade or so. Many of the former concerns of developing country
governments about the effects of MNEs seem to have evaporated. Governments now
welcome FDI in a manner unprecedented in the history of economic development. The
global shift of policy to market orientation and liberal economic policies has swept
aside many of the apprehensions and hesitations that formerly governed inward FDI.
Areas of economic activity that were formerly closed to foreign enterprises are now
being opened and strong efforts are being made to woo MNEs. Utilities and infra-
structure projects, where build-own-operate (BOO) and build-operate-transfer (BOT)
schemes are proliferating and involving large sums of capital, are the most striking
examples of these. These developments are being strongly helped by policy moves to
privatize state-owned enterprises in both investing and host countries, and by
pressures on governments to reduce budget deficits, increase the efficiency of infra-
structure and create a climate conducive to competitive economic activity.

Participation in privatization has thus been an important mode of MNE
penetration. Here. Latin America has the clear lead in the developing world. Between
1988 and 1992. S8.1 billion worth of FDI in Latin America took the form of the
purchase of shares in public enterprises. This constituted 16 per cent of total FDI
in Latin America, and comprised 94 per cent of total privatization-related FD1 in
the developing world. Eastern Europe also attracted substantial inflows of this sort:
$5.2 billion in 1988-92 or 43 per cent of the total FDI in the region. Other developing
regions relied much less on privatization receipts.

Effects on employment

The total number of jobs directly created by MNEs in the world as a whole
is estimated at some 73 million, accounting for about 3 per cent of the total world
labour force. It has been suggested that for each job created by MNEs there could be
as many as a further one or two jobs generated indirectly.23 On this basis. the total
employment associated with MNEs is put at some 150 million. The 12 million jobs
created by MNEs in developing countries, however, amount to a mere 2 per cent of
the labour force in these countries; adding another 12 million jobs on account of
possible indirect employment pushes this figure up to 4 per cent.

No doubt this overall contribution of MNEs to employment seems hardly
significant at the present. There is, however, a widespread belief that FDI is a potent
source of jobs and growth. The substantial growth in FD1 since the mid-1980s, the
pronounced change in attitudes towards it in most developing countries and the vigour
with which it is advocated by international agencies suggest as much. Recent theor-
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etical analysis of the mainsprings of economic growth, styled new (endogenous)
growth theory, has also fed this enthusiasm for FIN. New growth theory emphasizes
investment in human capital. learning by doing and learning by observing, increasing
returns to scale and the major factors contributing to growth.24 The transfer of human
skills and spillover effects are also frequently emphasized characteristics of FDI.

The growth in international trade and investment in services offers unique
opportunities for employment generation in developing countries with an educated
labour force. Growth in trade and investment in services is itself a consequence of
the dramatic developments which have occurred in information technology and of
innovation: in manufacturing. These innovations have resulted in the generation
of a new set of service and manufacturing activities, which has implications for
specialization and division of labour. Increasingly services are splintered from goods
and services tend to be embodied in goods; when the design process for a car or hs
components is contracted out to specialized consultants this is an example of services
splintering from goods, but when a music concert is embodied in a tape this is an
example of services being embodied in goods.

Splintering of services from goods promotes scale economies and growth.
Foreign firms can subcontract service activities to indigenous service producers, and
many services can be labour-intensive components of the production process. Again.
the embodime-tt of services in goods prov:des a unique opportunity for the use of
skilled labour in developing countries. The services of software programmers and
compater operators can be embodied in disks and traded. This creates employment
opportunities for both high-skilled workers (in software programming) as well as
workers with only a good basic education (as key-punch operators). Indeed, with the
liberalization of trade in services there could be scope for temporary movement of
skilled workers across national borders. The much publicized growth in exports of
computer software from India. and the growth in demand for Indian software
programmers, provide an illustration of the sort of employment generation that growth
in trade and investment in services can generate. For example, some airlines and
insurance companies now ship the data they need to analyse to India, where it is

processed by Indian computer experts; the software they write is traded intei-
nationally; and Indian computer programmers and software experts undertake short
tours of duty abroad on behalf of MNEs. The comparative advantage that countries
such as India possess in this line of activity is due to the investments of the country
in higher education, which has produced information technology experts in large
numbers and given the country a competitive edge over others in terms of both
efficiency and wage rates. This case again illustrates the vital importance of invest-
ments in human capital in the age of information technology,.

Another relevant feature of the recent operations of MNEs is the integration
of their activities across the globe. Simply put, individual functions (such as finance.
procurement, research and development (and assembly ) can be shifted to different
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locations as part of a global cost-minimization strategy. These functions are carried
out by affiliates, subcontractors. joint-venture partners and other associates. Such

integration of operations is report6d to be frequent in information technology, bio-
technology, and the automobile and new materials industries, all ot which are
characterized by high entry costs, scale economies and a rapid pace of technical
change. The traditional farming out of components and parts manufacture is an
elementary version of such integration, being usually confined to less technolo-
gically intensive industries; on the other hand, the complex integration schemes of
recent years extend to the location in different geographical regions of not only the
production of components but also various other segments of the value-added
chain, such as finance and research and development. While the full implications of
integrated production for employment in developing countries remain to be seen, it
is likely that endowments of skilled labour and infrastructure facilities (including
transport and communications networks) will be even more important as determinants
of FDI in the future than in the past. This evolving feature of MNE operations
may again favour a selected list of countries which are well endowed in these
respects.

Emerging concerns over globalization

The rapid growth of world trade and flows of foreign investment, together
with the rapid technical change that has been occurring simultaneously, have under-
standably given rise to a number of apprehensions over the implications of glob-
alization. These apprehensions are basically twofold: the uneven distribution of
the benefits among countries and problems of income redistribution within countries
even when there are net benefits from globalization as a whole. The first of these
derives from the observation that the least developed countries appear to have been
excluded from the benefits of globalization so far and hence are in danger of being
increasingly marginalized. This would aggravate problems of international inequality.
The second apprehension derives from the fact that the costs and benefits from
increased openness to the global economy are typically unevenly distributed among
social groups within a country. A case in point is the concern that the social costs
of structural adjustment in some developing countries have been borne dispropor-
tionately by poorer groups. Another concern is reflected in the highly topical debate
in the industrialized countries over the impact of trade and investment relationships
with lower-wage economies on employment and wage inequality. Specifically, the
problem springs from the observation that low-skilled workers have been experiencing
the highest incidence of unemployment, declining relative (and in some cases.
absolute) wages, and reduced job prospects. The extent to which this can be blamed
on trade and investment relationships with developing countries is a central issue of

concern.
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Cutting across these distributional issues is a third apprehension: that the rapid
diffusion of new technologies, a major driving force behind the globalization of
production, is causing massive job losses. This section will begin with a brief
discussion of issues of international inequality and will then go on to review the
debate on the impact of globalization on employment and wage inequality in the
industrialized countries. This will be followed by a discussion of the impact of
technical change on employment.

International inequality

Some observers fear that globalization has unleashed economic forces which
tend to increase inequality in the global distribution of income. One reason that has
been advanced is that the reduction of trade restrictions has been uneven. Tariffs and
other barriers to trade have, on average, fallen quite sharply, but trade liberalization
has proceeded more rapidly for goods and services of interest to the industrialized
countries than for goods of interest to the developing countries. Restrictions on imports
of clothing, textiles, footwear and agricultural products, for example. all of which are
important exports from developing countries, remain high even after the recently
completed Uruguay Round of the GATT.

Another reason that has been advanced is that globalization has tended to
result in greater inequality because capital tends to be attracted to the already indus-
trialized and to the rapidly industrializing countries, where the returns on investment
are relatively high, and to bypass the poorest countries, where profit rates tend to
be relatively low. This concentration of capital at the global level helps to perpetuate
existing inequalities in productivity, incomes and material well-being. A particular
concern is the marginalization of the least developed countries from the benefits of
globalization. As discussed earlier, these countries as a whole have received only a
tiny fraction of total flows of foreign direct investment and their share in world trade
has fallen. The causes of and possible remedies to, this marginalization are discussed
in Part II of the Report.

A related concern is that the increasing transformation of knowledge into
a private income-earning asset that can be sold or rented to the highest bidder is
also a contribution to growing inequality between industrialized and developing
countries. It is argued that there has been an enormous increase in the scope or
coverage of copyright and patent protection as well as the length of time for
which protection is granted, and that recently completed GATT negotiations
have contributed to this process. Since developing countries are large net importers,
potentially and actually, of knowledge from the developed countries, it is argued
that they will find it increasingly difficult to gain access to productive knowledge
and advanced technology. This will, in turn, accentuate inequalities at the global
level.
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Regardless of differences of opinion on how strong these disequalizing
forces are, the apprehensions of developing countries on this score do raise serious
issues for consideration. Growing inequality and the marginaiization of the least
developed countries would clearly be undesirable features of globalization and
both international and national action to reduce these problems therefore deserve
high priority. Among the areas for future international action are the granting of
greater trade concessions to the least developed countries and new initiatives in
international assistance directed at strengthening their capacity to share in the gains

from globalization.

Employment in industrialized countries

Globalization has also given rise to fears in the industrialized countries that
their standards of living are now under threat from low-wage countries, especially the
newly industrializing countries. At the heart of these fears is the perception that the-

irrowth of cheap imports from developing countries, together with the relocation of
production to these lower-cost production sites, has led to deindustrialization, job
losses, and falling wages for unskilled workers in the industrialized countries. From
this perspective, a continuation of current trends in trade and investment flows will
depress industrialized countries' living standards to the levels obtaining in cheap-
labour countries. Not surprisingly such perceptions have been at the root of the recent
resurgence of protectionist sentiment in several industrialized countries.

As noted in the earlier discussion on the Uruguay Round, the move towards

freer trade and investment flows will indeed entail transitional costs in many
countries. It was argued, however, that the best response was positive adjustment, not
protectionism. The underlying rationale for this was the dynamic gains Porn freer trade
and investment flows which would confer benefits on all parties. In contrast, pro-
tectionist arguments implicitly assume that present trends in trade and investment
flows will make it impossible for some to gain without inflicting losses on others.

Hence the fears that the economic progress of the newly industrializing countries must

invariably be at the expense of the industrialized countries.
Protectionist arguments typically focus in a one-sided way on short-run

transitional costs and then provide pessimistic extrapolations based on these. They
ignore the compensating benefits that have been reaped over the same period and,

more importantly, the even mc re substantial benefits that will come once adjustment
is complete. For example, present anxieties in the industrialized countries feed on the

fact that there have been job losses in labour-intensive industries, that there has been

a sharp rise in the incidence of unemployment among the unskilled, and that wage
differentials have widened in favour of skilled workers. All or most of these
phenomena are attributed to import penetration from low-wage countries and the
relocation of industry there. It will be argued below that the magnitudes involved
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have been exaggerated and that, contrary to gloomy protectionist prognoses, both
developed and newly industrializing countries will gain much from increased trade
and investment flows.

A number of recent studies have attempted to calculate the effect of trade with
the South on jobs and wages in the North. One study argues that the rise in imports
from the South reduced the demand for unskilled workers in the North by no less than
20 per cent in the 30 years to 1990." Three-quarters of that decline took place in the
1980s. In the United States, and also to some extent in the United Kingdom, this fall
in demand has shown up as greater wage inequality, whereas in continental Europe
it has been manifested in unemployment. The analysis finds a close relationship
between increased imports from developing countries and the fall in manufacturing
employment during the past two decades: the bigger the increase in imports. the
bigger the drop in manufacturing jobs. The study also shows a strong correlation
between increases in import penetration and increases in skill differentials: the bigger
the country's increase in imports from the South, the sharper has been the increase in
inequality.

The reasons for these trends. it is argued, lie both in the direct and the indirect
effects of trade on employment. The South's exports are concentrated in labour-
intensive sectors: the impact on employment is thus larger. And competition from
imports can displace labour even when the actual import ratio is low, because in
order to retain their market share firms respond to competition by cutting costs
through labour-saving methods. The study calculates that only a quarter of the
estimated 20 per cent drop in demand for low-skilled workers is due to the direct
effects of trade on low-skilled jobs in manufacturing. The rest is mainly accounted
for by labour-saving innovation induced by trade, and indirect effects on jobs in the
service sector.

Another study finds that employment in the United States has fallen most
sharply in industries with the highest proportion of unskilled labour. Imports from
developing countries, it is argued, may have caused a 6 per cent reduction in demand
for unskilled workers in manufacturing between 1978 and 1990. They have also
contributed to a rise in wage inequality between skilled and unskilled workers, as
wages in unskilled manufacturing have fallen or stagnated:26

All this seems to corroborate what the Stolper-Samuelson trade theorem
would predict: that increased trade liberalization reduces the income of the factor of
production used relatively intensively in imported goods sectors, and raises the income
of the factor used intensively in exports. This tends to equalize factor prices across
trading countries. In the case of Northern economies. then, the Stolper-Samuelson
theorem tends to suggest that employment and wages among low-skilled labour (used
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relatively intensively in imports) would fall, while employment and wages would rise
for skilled labour (used relatively intensively in Northern exports).

But these findings have been challenged. One well-publicized study" finds
that, contrary to the expectations formed by the Stolp...i--Samuelson theorem, the
relative price of unskilled labour-intensive manufactured goods in the United States
in fact increased relative to skill-intensive goods during the 1980s. Furthermore, the
study argues that if trade were to blame for widening wage inequalities, one would
expect to see a fall in the ratio of skilled to unskilled labour in all manufacturing
industries. The reason is that with a fixed supply of labour, the only way an economy
can shift production towards the competitive sector ( in the United States case, the skill-
intensive sector) is if firms economize on more costly skilled labour. But the data
presented in the study seem to indicate that the opposite has occurred in the United
States: across all manufacturing sectors, the ratio of skilled to unskilled workers has
risen. The study thus concludes that, if the demand for unskilled workers has fallen,
it is because of some common factor that affects all sectors and not because of trade,
since the latter would change the industry mix. That common factor is argued to
be new technology. Indeed, there is a growing body of literature which blames the
technological revolution of the past decade for causing the dwindling demand for
unskilled workers and the decline in their real wages.'"

The general evidence on the effect of advanced technologies on employment
generation has been analysed by the OECD.2" In the case of manufacturing, the
(relatively small) gains in high technology and sciencc-based employment were more
than ofThet in these OECD countries by the decline in other manufacturing industries.'"
Especially serious was the decline in demand for unskilled workers.

A debate has consequently emerged on the possible "skill-biased- nature of
recent technical change, particularly in relation to information and communication
technology (ICT).'' The latter is now recognized by an increasing number of econ-
omists to represent a pervasive, so-called "general purpose" technology," which
could imply significant increases in the demand for skilled labour. But regardless
of whether or not technical change has been skill-biased, the diffusion of ICT will be

characterized by a gradual increase in the "knowledge base" of economic production.
In other words, the rapid diffusion of 1CT has led, and is likely to continue to do

so, to a substantial "exclusion" of large parts of the labour force, either unskilled or
wrongly skilled and incapable of retraining. This bias in the demand for labour has
only emerged over the last 10 or 15 years, but is likely to be much more pronounced
in the rest of the 1990s. In this sense, therefore, it is new technology that is the basic

cause of the problems faced by unskilled workers in industrialized countries. These
problems will be there whether or not thcy are aggravated by trade with developing
countries.

Whatever the final verdict is on this debate, two things are clear. First, it is
unlikely that all the blame for the falling demand for unskilled workers can be
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placed on import penetration alone. Other factors are clearly at work. Secondly,
manufactured imports from developing countries still account, for a relatively
small share of the OECD's total imports of manufactures (around 14 per cent in
1992)33 and GDP (about 3.8 per cent). This sets a modest upper limit to the extent
of the possible negative impact. It is not, however, unreasonable to conclude that
trade with the South has been at least partly responsible for the loss of unskilled
jobs and the widening wage differentials in the North. But this has to be set against
compensating gains.

It is not only the South that has benefited in terms of larger markets for its
exports and more jobs. The North has gained too, and will continue to gain from freer
trade and faster economic growth in the South. Indeed, over the past two decades, the
growing exports of developing countries to the OECD have been accompanied by a
more or less equivalent increase in exports from the OECD to developing countries,
particularly those in Asia. Perhaps even more important is the direct effect of North-
South trade expansion on Northern living standards.

On the demand side, growth in the South provides countless new business
opportunities for the North, and new customers for its products. For instance, one
estimate suggests that the volume of the United States' exports to China and India
could grow by 15 per cent per annum over the next decade. Indeed, increased exports
will give the South more money to spend on imports. Most countries in the South
spend all thc foreign exchange they have on buying imports of capital equipment,
commercial services and branded consumer goods from the North. Thus, higher
output in the South is more likely to increase than to reduce output in the North. In
addition, if increased FDI improves the South's growth. the benefits will rapidly
filter through to the North.

On the supply side, the feedback effect comes in terms of greater competition,
thus spurrin2 productivity and innovation in the North. An increase in cheaper imports
from the South is also likely to give consumers in the North a boost in real income.
Already, in countries such as the United States, the average prices of goods such as
shoes and clothing, the bulk of which come as imports from the South. have fallen
by more than 20 per cent, in real terms over the last ten years. Larger international
markets will also allow Northern firms to exploit economies of scale fully not just
in production, but also in research and development. And fast-growing emerging
economies in the South will offer savers in the North ever higher returns.

At a more fundamental level, free trade and the adjustment to comparative
advantage increases world output and welfare. In the long run, North-South trade
should have little impact on overall employment in the North; it will simply reallocate
labour from low-skilled import-competing industries to high-skilled industries and
services. This will lift the average qtality of jobs and hence average wages.

The problem is in the inter;m: high-skilled workers in the North will gain,
hitt redundant low-skilled workers will find it difficult to upgrade their skills and thus
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find productive employment at decent wages over the short run. The solution to these

problems, however, lies not in protectionism, but in appropriate domestic policy

responses. These policies will be discussed in Part 4 of the Report.

Foreigo direct investment

Two related concerns in Northern countries stem from increased foreign direct

investment in the South. First, it is claimed that this has resulted in the relocation
of production and jobs from the North to the South. This, it is argued, is "deindus-
trializing" the North, and thus reducing both the number of unskilled jobs and
real wages of unskilled labour, as such jobs can be performed more cheaply in the

South. Second, it is feared that this phenomenon has intensified through technology

transfer via MNEs. It is argued that, while in the past, the North's higher real wages

were justified by higher productivity, the lowering of foreign investment barriers has
caused the technology that supports productivity to be transferred more speedily across

borders. As Southern producers acquire Northern technology, they will become even

more competitive that is, increase productivity while maintaining low wages thus

wiping out even more jobs in the North.'4
In reality, however, although capital inflows into the South have risen sharply

in recent years, their actual level still remains modest: one estimate suggests that

the entire net outflow of investment from the North since 1990 has reduced the

North's capital stock by a mere 0.5 per cent from what it would otherwise have been:5

Moreover, the impact on employment so far appears to have been limited. According

to a recent UNCTAD study, of the 73 million persons employed worldwide by
MN Es, only 16 per cent are employed in developing countries, the rest being in the

Noith. 3('
But how much of this represents an actual relocation of jobs from the North to

the South?
In France, where concerns over "delocalization" has been pronounced. a

number of estimates of job losses have been put forward. One estimate claims that

over a million jobs in France are threatened as a result of delocalization to Asia and
Eastern Europe.37 The estimate bases its claims on the fact that firms in electronics,
clothing and footwear have cut their employment in France by 50 per cent over the last

decade.
Other estimates, however, suggest that this is a vast exaggeration, and that, in

fact, less than 5 per cent of French companies' FDI is accounted for by relocation

in the strict sense. Affiliates of MNEs in South-East Asia employ only 5 per cent of

workers employed abroad by French multinationa1s.3'
Another recent study argues that although jobs have been relocated in a

few specific industries such as textiles and electronics, the proportion of FDI which

represents straight relocation from rich to poor countries is small.'9
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However, as in the case of trade, it is important to look beyond current
numbers to the potential long-run mutual gains. Multinationals maximize profits
on a world scale, typically shifting resources (technology, management, sales ability,
capital) to areas where their returns are highest and buying inputs where their prices
are lowest. In the host country. MNEs are likely to boost output, offer employment,
pay taxes, and stimulate competition. But this is not a one-way process. In the home
country, investment is likely to he boosted as profits flow in from overseas operations.
Moreover, many of the common criticisms concerning the impact of outward FDI on
source-country economies are founded on fragile rzrounds. For example, contrary to
the belief that FDI substitutes for home-country exports, both theory and evidence
suggest that FDI and exports may well in fact be complementary: FM may generate
increased exports of components and parts to affiliates of MNEs in the host countries.
It may also generate exports of technology and know-how which yield return flows
of royalties and technical fees. FDI is thus likely to be trade-expanding.

Moreover, where increasing returns to scale are present. the expansion of trade
and foreign investment could lead to a generalized increase in factor productivities
and incomes through a "lifting all boats" effect.'" Furthermore, increased trade and
FDI could, by promoting complete specialization in the production of a good, also
result in a situation where the real wages of both skilled and unskilled labour would
rise. The net effect could be to leave both skilled and unskilled labour better off under
free trade than under z itarky.41

A major argument against FDI is that it reduces domestic investment in the home

country. But this is not necessarily the case. FDI tends to be industry-specific, and the
decision on whether to invest at home or abroad is determined by alternatives available
in a particular sector, not by the range of all possible investment opportunities. Invest-
ments are rarely mobile across sectors, not least because of the advantages accumu-
lated in "intangibles" such as brand names, technical know-how and managerial skills,
which are industry-specific. These advantages provide the basis for profitable expan-
sion abroad when the home market is saturated. MNEs thus typically concentrate on
exporting such intangibles which, however, represent low domestic opportunity costs.

lence F DI may occur without any corresponding decline in domestic investment.
Another explanation for mutual gains derives from product life-cycle theories

that relate trade and investment to the same stimuli." These theories, whcn applied to
the operation of a multinational firm, explain why MN Es prefer to shill production of
certain goods in the final stage of the produ-t life cycle to low-wage, labour-abundant,
developing countries. So long as product innovation continues in the indusirial
countries such relocation of production is a process that yields benefits to both
capital-exporting and receiving countries.

Thus, in the long run, there are many gains to be had from FDI, as global
wenre and efficiency are raised. And the net result should be a more efficient
international division of labour.
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Furthermore, while the industrial North may currently be losing out in terms

of wages and employment in low-skilled manufacturing, such a distribution of gains

should not be seen as static. As the global activities of multinationals result in an ever

greater convergence of technical know-how, more and more industries are likely
to become "footloose", driven by small new advantages that may be reaped from
relocating production. The result, to quote Bhagwati, may be "kaleidoscopic comp-
arative advantage, where one day I have comparative advantage in X and you in Y. and

tomorrow it may be the other way around, and then back again: a sort of musical
chairs".43 In other words, FDI is likely to flow in both directions.

Indeed, FDI patterns in the East and South-East Asian region have already

shown signs of such dynamism, involving a crisscrossing of investment flows across

countries. Not only are the sources of FDI in the region predominantly intraregional,

but new countries in the region are emerging as sources of FDI. During 1986-92,

about 70 per cent of FDI inflows into the low- and middle-income coumries in the

region (China, Indonesia, Malaysia, the Philippines and Thailand) were from other

countries and territories within the region, about 50 per cent corning from the four
newly industrializing economies (Hong Kong, the Republic of Korea, Singapore and

Taiwan, China), and 18 per cent from Japan. The share of European and the United

States' FDI combined was about 20 per cent less than Hong Kong's. In 1992, the
new FDI surge into China was again mainly from Hong Kong. Singapore and Taiwan,

China resulting in inflows of more than USS11 billion.44

New technologies and employment

As signalled earlier, one of the apprehensions connected to globalization is that

the rapid spread of new technologies is destroying a significant number of jobs. This,

however, overlooks the fact that technical change is two-edged in nature: it both
destroys old jobs and creates new ones. in general, economists have argued that the

job creation effects have in the long run outstripped the job destruction effects, albeit

accompanied by a steady reduction in working hours throughout the nineteenth and

twentieth centuries. Nobody has claimed, however, that "compensation" is automatic,

painless or instantaneous; the new jobs may not match the old ones with respect either

to skill or to location. Where the mismatch is sever, and/or prolonged economists
speak of "structural unemployment" and the problems of "structural adjustment". The

rapid increase and presently high rates of "long-term" unemployment or male "non-

employment" in most developed countries is often cited as evidence for the existence

of structural unemployment.
Schumpeter introduced thc concept of"successive industrial revolutions" when

new technologies were diffusing through the productive system.4 In his long cycle

theory such new technologies could give rise to major waves of new investment

and employment in new industries and services which would stimulate expansion
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throuuhout the economy. When these expansionary effects began to diminish, a
period of relative stagnation or depression would follcw until a new impulse devel-
oped from a new set of technologies.

Whether or not they accept Schumpeter's long wave ideas, few economists or
engineers today would deny the enormous worldwide impact of ICT. In fact, many
commentators go even further and suggest that ICT is ushering in an entirely new
era of "post-industrial" society. The extraordinary reduction in costs associated
with microelectronics in successive generations of integrated circuits, of telecom-
munications and of electronic computers is having great effects on almost every
branch of the economy, whether in the primary, the secondary or the tertiary sectors.
Scientific and market research, design and development, machinery, instruments.
production systems, marketing, distribution and general administration are all
deeply affected by this revolutionary technology. Moreover, falling costs and prices
in microelectronics, computers and telecommunications affect a widening range of
products and services.

In attempting to assess the employment creation and destruction effects it is
important to distinguish the direct from the indirect effects. The direct effects are
the new jobs created for the production and delivery of new products and services.
The indirect effects are the consequences elsewhere. Computer terminals are to he
found everywhere, but it is not always clear whether they are displacing workers or
creating additional new services and employment. To compare the balance of gains
and losses is thus a difficult undertaking, as numerous empirical studies of the 1970s
and 1980s confirm. The naive view of ICT as simply a process of automation and
job destruction has its counterpart in the equally naive view of ICT as a purely
positive source of new employment. Any sophisticated attempt to assess the
employment effects must take into account both job destruction and job creation.

One such approach (change of "techno-economic paradigm'')46 stresses both
the direct and indirect effects of ICT. It points to the rise of entirely new industries in
the second half of this century, such as the software industry, the electronic computer
industry itself, the microelectronic industry, the VCR and television industry. Each
of these now employs millions of people hut barely existed before 1950. Even more.
however, it stresses the indirect effects of the ICT revolution.

The indirect effects of a major new pervasive technology such as 1CT ( i.e. the
effects on other industries and services as well as on the 1CT industries themselves)
include job destruction as well as job creation. Whether the balance is positive or
negative in a given national economy cannot be assessed by simply counting new jobs
gained and old jobs destroyed. It has to bc recognized that the expansionary effects on
any national economy or the world economy as a whole paradoxically depend on rapid
increases in labour productivity. What a revolutionary new technology can do is to
create the basis for a virtuous circle ofgrowth in which investment is high. and labour
productivity grows fast but output grows even faster, so that there is a net growth
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of employment. Whether this virtuous circle can be sustained depends on macro-
economic policies, employment policy and trade as well as on the new technologies.

If there is a good match between technologies, policies and institutions, prolonged

periods of full employment can result.
This was the happy situation in Europe. Japan and North America in the 1950s

and 1960s. based on cheap oil, very rapid expansion of the automobile and other

consumer durable industries, of steel and plastics and of many related services.
Productivity growth was high but output grew even faster, so that there was also
considerable growth of employment and very low unemployment. The virtuous circle

achieved in the 1950 and 1960s in most OECD countries has again been achieved with

the aid of new technologies, but this time in Asia. The "four tigers" of Eastern Asia

and, more recently, some other economies of South-East Asia, have achieved
remarkably high output growth, productivity growth and employment growth. These

experiences illustrate that rapid and efficient diffusion of ICT. combined with Wobal

expansion strategies, could promote a worldwide boom and generate virtuous ci. cles

in many countries. The strong downward trends in costs and prices of ICT products

and services will help to dampen any inflationary dangers.
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2 PART TWO

Developing countries

Employment trends

Di l. ergent economic performance among groups of developing countries since
the beginning of the 1980s has resulted in sharply contrasting employment trends. The
worst ryrformers in terms of economic growth have experienced negative employment
trends, while those with high growth rates have seen significant improvements in their
employment situation. The poor performers have experienced a slowing down in the
growth of or absolute declines in modern-sector employment, a rise in open un-
employment and underemployment, an increase in the share of precarious and low-
productivity informal-sector employment, and falling real wages. In contrast,
countries with high growth have experienced improvements in all these indicators.

Figure 5

Growth in GDP and manufacturing jobs, 1981-90 (annual average change, percentage)

Growth in manufacturing employment
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The reason v, hy the rate of growth of modern-sector jobs is crucial is because
these are "good jobs- in the context of a typical developing country. They represent
regular employment with wages which are often significantly higher than earnings
from alternatiN c employment in agr' .ulture or the urban informal sector. They are also
t he only jobs to have fringe benefits such as pensions and medical benefits attached
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to them and they typically fall within the ambit of protective labour legislation. For all
these reasons, the rapid growth of modern sector jobs has been a major objective of
employment policy in developing countries.

From the standpoint of the economy as a whole, this was the route to higher
productivity and overall growth, while for the majority of workers still locked into low-
productivity employment it was the principal escape route to a better life.

As is well known, developing countries in Asia have outperformed those in
sub-Saharan Africa and Latin Amen a since 1980. There has been consistently
spectacular growth in East and South-East Asia (with the exception of the Philippines)
while growth in South Asia has picked up significantly from previous trends. This has

resulted in clear improvements in the employment situation (table 4 in Part 1 ).
In the rapidly growing economies of East and South-East Asia the salient facts

are as follows:

total employment grew rapidly in the 1980s. with a marked acceleration in the
latter half of the decade. The growth rates ranged from 2.3 per cent in Hong
Kon2 to 5.9 per cent in Singapore;

as a result, unemployment fell between the mid-1980s and the early 1990s.
The unemployment rates in the latter period were extremely low, ranging
from 2.0 to 2.7 per cent;

in some countries, such as Malaysia, Singapore and Taiwan, China, labour
shortages emerged and there was significant immigration of labour from
neighbouring lower-income countries;

employment growth was spearheaded by the manufacturing sector. Manufac-
turing employment 'grew at a rate of over 6 per cent per annum during the 1980s
for the dynamic economies of the region;

as a result. the structure of employment continued to shi ft to manufacturing
and other high-productivity activities in the modern sector rising from about
7 per cent of total employment in 1960 to around 18 per cent by 1994. This

presented growing opportunities for those in low-productivity activities to
move into oetter rnodern-sector jobs, thereby sharing in the gains from growth;

at the same time real earnings grew steadily, with the rate of growth averaging

a little over 5 per cent per annum during the 1980s (see table 12);

the combined effect of these developments was a steady decline in 1(n/els
of poverty and the region's noteworthy performance in terms of an equitable
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distribution of income. Indeed, an international cross-section of countries
showing the proportion of people under a given poverty line and their relative
per capita mean consumption level suggests that East and South-East Asia.
with a per capita consumption level around 26 per cent lower than Latin
America and the Caribbean in 1990, had, nevertheless, half the proportion of
people living under the common poverty line: in 1990, around 15 per cent
of the population in East and South-East Asia lived under the poverty line
compared with 59 per cent in South Asia, 54 per cent in sub-Saharan Africa
and 28 per cent in Latin America and the Caribbean (table 13).

These highly favourable outcomes were largely due to the successful devel-
opment strategies followed by these countries. The main elements of these included
the maintenance of macroeconomic stability, hiuh levels of savings and investment.
a liberal trading regime. an export-oriented industrialization strategy. and the
successful attraction of tbreign direct investment. Academic opinion remains
divided on a number of specific aspects of this successful East Asian model such
as the importance of state intervention in stimulating growth, but there is little
disagreement that successful integration into the global economy was the main
ingredient of the region's achievement.

From the standpoint of employment policy the East Asian experience confirms
that rapid growth of labour-intensive manufacturing (and other modern-sector
activities) is the key to achieving full employment and rising standards of living in
developing countries. Such a pattern of growth results initially in the rapid reduction
of surplus labour in traditional agriculture and the informal sector, and subsequently
to rising real wages when surplus labour has been eliminated.

In South Asia, the changes in employment conditions have on the whole been
positive although falling well short of the dramatic successes of East Asia. This
has been due to the fact that growth, although faster than in the past, has not matched
the rates reached in East Asia. The growth has also been of shoner duration, and
South Asian countries have only recently embarked on economic reforms towards
a more open and market-oriented economy. Moreover, these countries still have
the vast majority of their labour force in agriculture and the urban informal sector.
representing, a considerable pool of labour to be absorbed by the modern sector.
Understandably, therefore, employment trends in South Asia give a mixed picture. the
highlights of which arc as follows:

there 1:as been moderate urowth in modern-sector employment, as in India
where it grew by 1.6 per cent per annum in the 1980s:

manufacturing employment grew at a little less than 1 per cent per annum for
the region during the 1980s. The rate of growth recorded in Bangladesh and
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Table 12. Real earnings in manufacturing
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Sri Lanka was 2.5 per cent per annum, but much of this was accounted for by
an increase in the number of low-productivity self-employed workers;

the structure of employment has been marked by a general move out of
agriculture. Levels of poverty fell for the region as a whole during the 1980s.
notably in Bangladesh, India, Nepal and Pakistan. The exception was Sri
Lanka, which saw a marked increase in the incidence of poverty between
1978-79, when 19 per cent of the population lived below the poverty line,
and 1986-87, when the figure was 27 per cent;'

nevertheless, underemployment in rural areas remains high. In India 22 per
cent of all male workers declared themselves available for additional work in

the late 1980s, and this figure has been rising;

Table I 3. Estimates of poverty incidence: Per capita consumption levels
in different developing regions, selected years
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there is a high proportion of employment in the urban informal sector: in
India and Pakistan, for example, employment in the unorganized segment
of the manufacturing sector was respectively 75 and 70 per cent of total
manufacturing employment in 1990.

Employment trends in China were more dynamic than in South Asia, a direct
result of the exceptionally high rates of growth sustained since the late 1970s. In
particular:

agricultural employment decreased markedly from 77 per cent of the labour
force in 1977 to 69 per cent in 1980 and further dropped to only 60 per cent in
1990. At the sante time non-agricultural employment grew by an impressive
margin of 58 per cent between 1977 and 1990;

total employment grew by 2.7 per cent per annum between 1982 and
1990.

Developments in sub-Saharan Afri, were almost exactly the opposite of
those in East and South Asia. Instead of highly dynamic growth there was economic
retrogression. Instead of rapid industrial development, there was a collapse of the
modern sector in many sub-Saharan countries.' The negative consequences of this for
employment in the region are plain from the following facts:

there is strong evidence of' a substantial decline in modern-sector employ-
ment since the mid-1980s in countries which experienced a sharp fall in GDP
growth. Paid employment in manufacturing declined at a rate of 0.5 per cent
per annum during the I 980s. This decline was especially severe in Ghana
(by over half). Benin and Niger. In contrast, in countries such as Botswana
and Mauritius which experienced the highest GDP growth in the 1980s,
modern-sector employment continued to expand;

rural-to-urban migration remained high. This, together with the decline in
modern-sector employment, led to an expansion of low-productivity urban
informal-sector activities. On averaize, the informal sector is now believed to
employ over 60 per cent of the urban labour force;

urban unemployment has increased and now ranges between 15 and 20 per cent
compared to around 10 per cent in the mid-1970s:

real waues in manufacturing fell sharply throughout the I980s. Of the 15 coun-
tries for which data are available, real wages fell in 12. The mean rate of decline
was 12.3 per cent per annum during the 1980s.
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The picture for Latin America is. on the whole, also negative. although there

have been distinct signs of improvements in the past few years. In the first half of

the 1980s the effects of the debt crisis led to an economic collapse which reversed

previous progress on the employment front. The subsequent recovery, albeit still mild

in most countries, has led to definite indications of improvement in the employment

situation. There are, nevertheless, a number of negative features:

there was a steady fall in modern-sector employment between 1980 and 1992,

with paid employment falling at a rate of about 0.1 per cent per annum during
the 1980s. This reversed the trend of the previous three decades, when steady

economic growth had led to a significant expansion of modern-sector employ-
ment:

over the same period the share of employment in the urban informal sector
increased from 13.4 per cent of the labour force to 18.6 per cent:

in most countries the average real wage ( across all sectors) fell during the 1980s.

recovering in only a few countries towards the end of the decade. The extent of

the decline aried across sectors, ranging from 5 per cent in industry to 20 per
cent in agriculture. The minimum wave was also estimated to have fallen
by an average of 24 per cent in real terms across the region. while aN,erage

earnings in the informal sector declined even more sharply (by 42 per cent).

This synoptic survey of employment trends in the main developing regions

shows that apart from East Asia. the rest of the developing world now faces the major

challenge of employment creation. This is most acute in sub-Saharan Africa, where

the economic retrogression still remains to be stemmed. Without economic recovery.
the adverse employment trends that have prevailed for over a decade cannot even

begin to be re% ersed. The gravity of the employment problem is compounded by

the fact that the region has by far the highest rates of population and labour force

growth as well as high rates of rural-to-urban migration. Thc labour force in sub-
Saharan Africa grew by 2.4 per cent per annum in the 1980s and is projected to grow

hv around 2.5 per cent per annum for the rest of the 1990s. This means an additional

6 million jobseekers every year. Given the still predominantly rural structure of
African economies, most of these new entrants should be absorbed in the rural econ-

omy. yet African agriculture exhibited a limited ability to retain labour in the 1980s

in spite of reforms which have favoured the sector. Unless production conditions in
agriculture are improved. "push- factors are likely to lead to a continuation of high

rates of rural-to-urban migration. This in turn will lead to a further swelling of the
already large urban informal sector and an intensification of urban poverty and
squalor. The consequences of this arc likely to he frightening: a further rise in crime.
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Table I 4. Rates of unemployment in Latin America and Asia, selected y ears (percentages)
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and social and political unrest, could occur given the large numbers, including many

educated young people, who face faint prospects of advancing into rnodern-sectorjobs.

In South Asia a significant challenge remains because of the widespread poverty
and underemployment that still exists in spite of some progress in alleviating these

problems over the past decade. Much hinges on the successful management of the

economic reforms that have only recently been initiated. If the higher growth rates of the

past decade are maintained or even exceeded then employment trends should continue

to improve. Nevertheless, it could take a few decades before the substantial labour
surplus is eliminated. Not least of the reasons is the continuing high rate of population

and labour force growth. The labour force in South Asia is projected to grow by

2.1 per cent per annum for the rest of the decade and is likely to remain at this level

even further beyond. This implies the influx of a little over 10 million jobseekers a
year until the end of the decade. The magnitude of the task of labour absorption that
this represents can easily be appreciated when we observe that total employment in the

modern sector stood at about 60 million at the end of the 1980s.
In China the outlook is better in spite of the similarity to South Asia in terms

of the sheer size of its rural population. This is because GDP growth rates have been

more than double those of South Asia, while rates of increase of population and labour

force are substantially lower.
In Latin America the picture is mixed. While the majority of countries have

achieved macroeconomic stability, significant economic restructuring and growth

rates of over 3 per cent, problems remain in other countries. Brazil, Ecuador, Peru,
Uruguay, and Venezuela still had inflation rates of over 30 per cent in 1992. At the

same time four countries (Brazil, Jamaica, Nicaragua and Peru) had growth rates which

were either negative or below 0.5 per cent per annum. Thus the recovery has not spread

fully, although a few countries achieved very high growth in 1991 and 1992. An added

p. Dblem is the backlog of underemployment that arose from the recession in the 1980s;
this has to be reduced over and above catering for normal labour force growth. As in

South Asia the prospects for improvements in the employment situation are crucially

dependent on the successful implemc sration of economic reforms and a sustained

return to higher rates of output growth.

The impact of globalization on employmen

The new context

The world of the 1990s is very different from that of the 1950s, when issues of
employment, income inequality and poverty in developing countries first attracted the

attention of policy-makers. The world at mid-century was not closely integrated.

Today globalization has triumphed. The world economy is more closely

integrated than ever before: the market is rapidly superseding governmentcontrols and
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planning as a mechanism for allocating resources; and liberal ideas about economic
management and social policy have acquired a near monopoly in intellectual circles.
Thus the context in which employment, income inequality and poverty are discussed
has changed beyond recognition.

Globalization has had two consequences which deserve emphasis. First, it
has created opportunities for material betterment. By enlarging national markets
to encompass the global economy, it has expanded the dimensions of the market
enormously, encouraged greater specialization and division of labour, and thereby
created conditions which facilitate the growth of incomes and output. The effects of
globalization go far beyond the potential benefits arising from a reallocation of
resources and the exploitation of static comparative advantage. The benefits include
the creation of new markets, the transfer of technology across national borders and the
creation of new technologies, the movement of finance capital on a huge scale, and
the stimulation of investment. In other words, much more is at stake than a simple
change in the composition of output in response to a change in relative prices.

A second consequence of globalization is that it has weakened the ability
of individual States to manage their economies. At the macroeconomic level, the
mobility of finance capital has reduced government control over interest rates and
the exchange rate; the flexibility of multinational enterprises has reduced the ability
of government to affect the level of investment and its geographical location; and
the international mobility of technical and highly skilled labour has made it more
difficult for i2;overnments to impose progressive income and wealth taxes and to
sustain high levels of public expenditure.

The impact of globalization on labour demand

These changes have affected employment policies and outcomes both pos-
itively and negatively. To begin with, the relative growth of international trade has
increased pressures on governments to manage their economies so as to facilitate
trading success. Among other things, this has made the real exchange rate (a joint
product of the nominal exchange rate and domestic inflation relative to that of the rest
of the world) an extremely important variable, constraining governments' freedom of
action with respect both to the nominal exchange rate and to policies bearing upon
in flati On.

Competition among developing countries for foreign investment similarly
restricts their macroeconomic freedom. There is ample evidence that private invest-
ment is deterred by macroeconomic instability and that the developing-country gov-
ernments most successful in attracting investors have been those giving priority
to macro stability. The convergence in thinking about policy includes a far wider
recognition than formerly of the importance of prudent fiscal and monetary policy
stances, and the high cost of rapid inflation.
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Globalization thus constrains aovernments to give macro management a higher

priority than they might otherwise have chosen. The key issue is what implications

this has for the promotion of employment. In important respects the implications are

positive. There is an obvious imperative for countries faced with a binding foreign

exchange constraint to give priority to strengthening theirbalances of payments. There

is a similar imperative upon countries with low savings andlor investment rates to avoid

discouraging both by rapid inflation. Their exemplary records of macroeconomic

management are regarded as a major feason for the economic (and employment)
successes of the East Asian "miracle economies and there is a good deal of evidence

from elsewhere of the positive growth effects of macro stability.'
These considerations suggest that the premium placed on macro management

due to globalization is beneficial for employment creation. However, it is necessary

to qualify such a conclusion. For one thing, when an economy is characterized by
inflationary and balance-of-payments pressures, it is difficult, in the short run, for a

government to restore stability without short-term losses of output and employment.

Thus, there arises an intertemporal trade-off.
A further qualification to the conclusion that stability is good for employment

is that, in practice, stabilization often takes forms which have adverse and sustained

effects on investment levels (and therefore on the potential for job creation). This.

for example, is a finding of most studies of the economic effects of International

Monetary Fund and World Bank adjustment programmes.4 These effects occur
because governments find their capital budgets easier to cut in times of financial

stringency and because private investment tends to remain low, despite the improved

policy environment, owing to heightened uncertainties generated by :Ile programmes

and the negative effects of reduced public infrastructural spending. This result helps

to explain another: Bank and Fund-sponsored adjustment programmes are generally

not associated with significant changes in economic growth, at least in the short to

medium term.
All in all, therefore, there is a long-run tendency for a positive effect, but there

are pitfalls along the way.
Happily, there are a number of policy areas upon which it is possible to report

more positively. Perhaps the most important of these relates to the relative prices
of labour and capital which exert a strong influence on the employment elasticity

of an economy's growth path. There seems little doubt that globalization encourages
developing-country governments toward policy choices favourable to employment,

i.e. which tend to raise the cost of capital relative to labour. This rise occurs first

through the necessity to avoid currency overvaluation, which would lower the price

of imported capital goods in terms of local currency. It may be useful to point out in

this context that a number of developing countries in East and South-East Asia
and Latin America have lowered their real effective exchange rates considerably since

the mid-1980s (see figure 6). The increase in the relative cost of capital occurs
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also through the relaxation and rationalization of import restrictions which have
accompanied the opening-up of economies. There has been a near-universal tendency
within protectionist regimes to place the highest trade barriers on finished consumer
goods (to protect local manufacturing) and the lowest on imported capital goods thus

Figure 6
Real effective exchange rates, 1979-92
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On balance, then, the association of globalization with liberalization in many
developing countries is to be viewed positively as a policy shift favouring sustained
Growth of output and employment. However, in countries with industrial sectors which
grew up behind high trade barriers there remains a rather acute short- to medium-term
problem of transition to international competitivenes-, with dangers of sometimes
large-scale job losses in industrirs that cannot make the transition, or can do so
only on the basis of substantial layoffs. Again, this reflects a trade-off between the

shorter and longer terms.
Other aspects of employment policy are also likely to be favourably affected

by globalization trends. They are likely to reinforce policies for the development
of the rural economy, and to alleviate rural-urban inequalities by creating productive
work opportunities in rural areas and so reduce incentives for rural-to-urban
migration, with its attendant problems of urban unemployment. Such reinforcement
is likely to come from the relaxing of industrial protectionism just discussed, from
higher producer prices for agricultural and agro-industrial exports (via changes in
exchange rate and tax policies), and from the greater priority given to agricultural
development in the new consensus on policies.

Overall, then, the net effect is very sensitive to the time-frame employed. In
the shorter term, the adverse consequences of adjustment probably dominate: in the
longer term, the positive effects are more likely to prevail, especially if macro
stabilization and liberalization have their predicted beneficial effects.

The impact of globalization on labour standards

However, in several important respects globalization has made it harder for
governments to raise labour standards. The reason for this is that povernment inter-

ventions, say, to raise minimum wages or improve working conditions, almost always

increase the cost ofemploying labour and shift the distribution of factor incomes against
profits and in favour of wages. Globalization, by increasing the mobility of firms, has

made it easier for multinational enterprises to escape these consequences by moving

to countries where the costs of employment are relatively low. The other side of
the coin is that the international mobility of capital has made it more difficult for
governments to implement an interventionist labour policy of thc conventional type.

Thus, labour legislation and its enforcement is a policy area in which the
forces of globalization are likely to have adverse consequences, tending, therefore, to
erode the quality of formal-sector employmeni-. This tendency largely arises from

pressures to compete successfully on world markets for manufactured goods and
from competition to attract foreign direct investment, and has to be set against the
additional jobs that are created as a result of such endeavours. There is evidence that
foreign investment decisions arc sensitive to the content and implementation of labour
market legislation. The desire to. attract investment therefore gives governments
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an incentive to dilute, or fail to enact, measures intended to protect the welfare of
workers, or to turn a blind eye to infringements of legislation with this in mind.

These fears concerning the dilution of labour standards in the face of trade
liberalization and increased competition for foreign investment surfaced sharply in the
controversy about labour conditions in e- port processing zones (EPZs). These zones
are free of trade controls and often provide an institutional framework tailor-made
for foreign investors. In the worst cases, trade unions are banned, or strongly dis-
couraged; wages are very low; working hours are exceptionally long; and various
other safeguards, e.g. with respect to- health, safety and holidays, either do not
apply or are not enforced. Sometimes, the laissez-faire environment leads to actual
human rights abuses. Firms can infringe workers' rights without serious risk of legal
consequences.

However, conditions in EPZs vary a lot between countries. Experience shows
that they also change as they develop, with unionization rates rising, the proportion
of women workers declining and real earnings increasing (steeply in East Asia),
admittedly from a low base. It is also easy to attribute too much to the forces of
international competition: the quality of employment is poor in low-income countries
characterized by excess labour supply, so it makes more sense to compare conditions
in EPZs with those prevailing elsewhere in the domestic economy than with condi-
tions in more developed economies. Such comparisons have tended to show that wages
and working conditions in EPZs are often equal to or higher than in comparable jobs
outside them.

Within the framework of the ILO's Tripartite Declaration on Multinational
Enterprises and Social Policy of 1977, a voluntary international code of conduct
for MNE operations. triennial surveys are undertaken of the effect given to this code
in member States. The most recent, the Fifth Survey of 1992. refers to experience under
the code during the years 1989 through 1991.6 This indicated that the Declaration's
principles were fairly widely observed. MNEs were generally found to comply
with national legislation, and often applied standards relating to wages, benefits, con-
ditions of work, and occupational safety and health which both exceeded statutory
requirements and those practised by domestic firms.

However, workers' organizations in particular identified a number of con-
cerns arising from the widespread restructuring and reorganization of production,
some of which may be associated with the trend toward more integrated global
strategies within MN Es. Thus, while MNEs were generally positively assessed in
their avoidance of arbitrary dismissal, workers' organizations identified substantial
concern with job insecurity. Similarly, some respondents pointed to restrictions
on freedom of association and the right to organize and barQain collectively. The
introduction of new patterns of la" Jur-management relations emphasizing "firm-
centric" cooperation were associated by a few respondents with subtle union-
avoidance strategies or the more explicit promotion of company unions. In addition.
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a few respondents recorded difficulties arising from the properly multinational
nature of MNEs. Access to relevant information for bargaining purposes, or to "real

decision-makers" was cited by a few respondents. A few workers' organizations
also noted difficulties in obtaining information from MNE affiliates in other countries
or in establishing cross-border consultations with such affiliates. The evolution
toward more globally integrated strategies can be expected to keep such concerns
alive.

On export processing zones, respondents stated that national labour laws,
including those relating to industrial relations, applied in the EPZs. A few gov-
ernments and worker organizations nevertheless reported instances where investment
incentives had included restrictions on freedom of association arid the right to
organize, coupled with the lack of adequate mechanisms and support for dispute
resolution.

While EPZs still remain a minor part of the overall employment picture in
de eloping countries, they can nevertheless be seen as precursors of the types of
problems over labour standards that are likely to arise on a much larger scale as
globalization intensifies. For reasons set out earlier, these problems cannot be
adequately addressed through national action alone. International action is clearly
i.equired to safeguard against a competitive debasement of labour standards in the drive
to improve shares in world trade and attract foreign investment. This debasement
is undesirable both on humanitarian grounds and because it provides protectionist
interests within industrial countries with a weapon to reestablish discriminatory
barriers against imports from developing countries.

The underlying problem is not a new one. Indeed, it was an important part of
the rationale for establishing the ILO in 1919. Its Constitution mentions that:

... the failure of any nation to adopt humane conditions of labour is an obstacle in the NA ay of
other nations which desire to improve the conditions in their own countries.

While the basic framework for cooperative international action to safeguard and
improve labour standards is in place, a fresh impetus is required in the face of the
increased scale and intensity of the current process of globalization. Without this new

impetus there is a real danger that much of the progress achieved over the past 75 years
will be undone. \Vorse, the process of globalization itself, which promises much
in terms of material progress, can be undermined by growing inequality and social

conflict within and between countries.
The specific form which this new impetus should take remains a matter of

controversy, as evidenced by the current debate over the inclusion of a social clause
in international trade agreements. But this debate over form should not obscure

the fact that there is a substantive underlying problem to be solved and that inaction

would be harmful for economic and social progress globally. The issue should
therefore be given the highest priority in international efforts to develop a more
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effective institutional framework to regulate the new global economy. An exclusive
focus on economic issues such as trade, investment and finance, ignoring or
underemphasizing their social implications, is unlikely to yield satisfactory and
sustainable outcomes.

Policy responses to globahzation

Provided that an effecdve solution is found to the problem of labour standards,
countries are likely to do better on the employment front if they adopt policies that
respond positively to globalization, and that are designed to take advantage of trading
and other opportunities that are resulting (as against passive or defensive responses,
based on a generalized distrust of globalization, that place the domestic economy at a
competitive disadvantage). The most successful developing economies, in terms of
output and employment growth, have been those that have best exploited emerging
opportunities in the global economy. This has been true in terms of exploiting
potential export markets and of gaining a place in emerging networks of global
production fuelled by the growth of foreign direct investment. In contrast, countries
which have failed to respord to the new opportunities created by globalization

Figure 7
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have performed poorly and, in many cases, have experienced iTonomic retrogression.
it is evident from figure 7 that East and South-East Asia. which experiLnced by
far the highest rate of growth of manufacturing exports during the 1980s, also had
the 1-ighest employment grow th. At the other extreme was sub-Saharan Africa w ith
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its low manufacturing exports growth and negative employment growth in that

sector.
Two important means of capturina the potential gains from globalization

in terms of higher growth of output and employment are the adoption of export-led
industrialization policies and the attraction of FDI. As seen in Part 1, by far the fastest

growth in developing country exports in the past three decades has been in manu-
facturing. Barrina any resurgence of protectionism in industrialized countries, an
expa:ision of manufacturing exports should continue to be an f:ffective means of
reaping benefits from globalization. Similarly, countries which have succeeded best

in attracting FDI have experienced rapid growth in manufacturing output and exports.
However, two important qualifications need to be made immediately. The

first is that not all developing countries currently have comparative advantage in

manufacturing Countries which are land-abundant, rich in natural resources and
with low levels of human resource development are more likely to have comparative

advantaae in primary production than in manufacturing. For these countries, the
adoption of open economic policies would mean greater specialization in primary
production. The employment creation aains from trade could, in these cases, be
increased through diversification of primary exports and greater domestic processing

of primary products. Even in these countries, however, the longer-term strategy should

be to increase the skill level of the labour force in order to acquire comparative
advantage in manufacturing. The second qualification is that, as more countries adopt

export-oriented industrialization strategies, there will be increased competition in
world rna...kets for manufactured exports. This will tend to reduce the terms of trade

for exporters of manufactures but it is unlikely that this will eliminate the advantage

of specializing in manufactured exports in countries with comparative advantage in

such production. It is relevant to note in this connection that early starters in export-

led manufacturing such as the Asian NICs have since shifted up from labour-intensive

to more skill-intensiN e production, thus liberating markets for labour-intensive exports

to late starters.

Trade and industrialization

An export-oriented policy regime is vital in countries that are starting on the

industrialization path and have large surpluses of cheap labour. It is also important

to maintain strong export-oriented policies as the industrial structure matures and

Llrows more comp.,ex. Export orientation provides the discipline that both firms and
policy-makers need to ensure that industrial policy leads to a competitive industrial

sector rather than to a protected and technologically slothful structure that provides

neither growth nor employment.
The most direct way of ensuring export-oriented industriall,auon is to follow

a stratep approximating free trade. In countries that cannot, oi do not w.ish to follow
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such a strategy, export incentives and facilities (like EPZs and bonded status
to export-oriented firms outside such zones) can provide an effective means of
creating employment. Most countries in East and South-East Asia have used export
incentives of this type, often backed by other measures to promote (even force) export
growth, such as subsidized credit, access to import licences for domestic production,
tax credits, information provision and so on. These measures have been used to
offset the protection given to infant industries being fostered to the countries' long-
term comparative advantage. They have permitted spectacular growth in the exports
of simple manufactured goods in the early stages of their industrial development.
However, as long as market failures exist in product markets (newcomers to industry
cannot face the full force of competition from established producers in activities
with complex technologies and long, risky learning periods) and factor markets (skills,
technology, capital and so on), a policy of non-intervention can hold back the
industrialization process. The lesson from South-East Asia is precisely that, where
selective interventions are well designed and implemented, and directed at remedying
these market failures, the results are startling rates of growth, diversification and
technological prowess. In contrast, economies that have liberalized rapidly and

ithout adequate provision to overcome market failures have failed to reproduce
this sort of performance, even if they have been very open to FDI. The case of
Chile, with the longest experience of liberalization in the developing world, is very
relevant here. Its manufacturing export growth has been relatively weak (3.3 per cent
per annum over 1980-88), and the growth has come mainly from resource-based
activities that have "natural protection" and relatively short learning periods. Despite
two decades of liberalization and its large human resource base Chile's manufacturing
exports per capita are only S96 compared to S3,500 for Taiwan, China.9 Clearly, the
real issue is how interventions can be well designed, implemented and integrated
between the trade and supply-side variables.

In any case, "classical'. forms of import-substituting proteetien should be
avoided. Such policies, involving wholesale arid indiscriminate protection to
manufacturing industry, can inhibit dynamic growth. They often fail to address the
market failures that hold back development in industrial newcomers, because they
are not selectively applied and their duration is not geared to the "learning" period
needed to absorb new technologies. Th,_ y do not tackle the basic incentive problem
created by import protection, that protection itself takes away the need to invest in the
difficult, expensive and prolonged process of building up the new capabilities necded
to master ncw technologies. In addition, the granting of protection in classic import-
substituting economies has not been integrated with measures to remedy failures in
factor markets (especially for skills, information, credit and infrastructure).

If infant industry protection is given, this should apply only to a tew activities
at a time. These activities should have the potential to be fully competitive in a
reasonable period of time, should involve difficult technologies that need time and
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effort to absorb, and be in the country's long-term comparative advantage. Protection
should be limited in duration and offset by strong incentives to invest in upgrading
capabilities, e.g. measures to promote exports. It must be complemented by measures
to provide the specific skills, he financing and the technological support needed to
achieve competitiveness. Infant industry protection should be constaltly monitored
and administered flexibly, so that mistakes can be rectified quickly. And it should
draw upon the considerable experience of such industrial policy in South-East Asia.
Only then can industrial emnloyrnent be promoted in the long term, based on a
competitive and dynamic industrial sector.

Thus, while a thrust towards export orientation is desirable, this is not equi-
valent to a rejection in principle of all forms of trade intervention. There is a danger

of going too far in the direction of reducing interventions. Indeed, there is neither
theoretical nor empirical support for complete lack of intervention when market
failures abound. Many activities, especially those involving high levels of skill and
technology and extensive supply linkages, may need a period of temporary protection
to get established at any depth in a developing country.

Foreign direct investment

Recent experience has shown that the successful attraction of FDI can be a
powerful spur to rapid industrialization and employment creation. Indeed, adopting
effective policies to this end is an important means of gaining access to the benefits
of globalization. MNEs offer many advantages that other forms of capital inflow

cannot: equity flows arc oflen a safer way of financing than fixed debt, the growth of
international production is inexorable in certain activities, and MNE investment often
represents the easiest and most efficient \\ ay to gain access to advanced technologies
and skills as well as export markets. The presence of MNEs may be particularly

important for countries at early stages of development when indigenous entrepren-
eurial and technological skills are scarce and factor markets are highly imperfect. It

also becomes especially significant at more advanced stages of industrial development
when state-of-the-art technologies are needed that local sources cannot supply.

Apart from factors that policy cannot directly affect (like location, size, resource

base, external shocks or the political system), important variables affecting the inflow

of FDI are economic and policy stability, a favourable attitude towards private
enterprise in general, good infrastructure and macroeconomic management, clear ano
transparent policies towards investors, and a trade and industrial regime that allows
MNEs to operate in internationally competitive conditions)" There is general
consensus that large tax and other incentives to foreign investors are not a good
way to attract FM. Serious in\ estors pay more attention to the underlying long-
term economic situation rather than to tax Concessions that run out in a relatively

short t i me.
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It may be desirable to target or promote foreign entry into sectors or activities
that benefit employment creation in developing host countries. In Asia, MNEs have
been particularly effective in raising employment levels in labour-intensive assembly
activities aimed at world markets, like garments. semiconductors, other electronic
and electrical products, toys and shoes. However, because of technological progress
and automation, some of these activities no longer offer the possibilities of
employment creation that they did two decades ago. This is particularly true of
semiconductor assembly. Nevertheless, others continue to remain labour-intensive.
in particular garments and shoes, and the assembly of certain types of consumer
electronics." At low levels of industrialization, such FDI can be very useful for
creating employment and opening the economy to international markets: there may
be some entrepreneurial skills created in simple activities like garments (as has
happened in Bangladesh). Moreover, in some cases, as in Malaysia, the investors
may strike deeper roots and invest in more capital-intensive technologies as wages rise.

However, the attraction of such investments is not easy. It needs not only
cheap labour (many sub-Saharan countries, for instance, have lower wages than most
Asian countries but are failing to attract export-oriented labour-intensive investments).
but also a certain level of literacy. worker discipline, physical infrastructure and a stock
of local technical and managerial talent. Moreover, after assembly operations start.
it necessary for the host economy to invest in building up new skills and infra-
structure to enable foreign investors to upgrade their facilities. The need for proactive
policies by the host government to promote the deepening of the industrial structure
is constant and universal. No economy is insulated from competition from other low-
wage countries seeking to attract export-oriented investors into labour-intensive
activities, and countries have to upgrade continuously in order to maintain their
locational advantage.

Just as important is the need for policies to secure entry to new. more
demanding industrial and service activities so as to diversify the industrial structure.
increase local linkages and find new sources of comparative advantage. This is
crucial to the creation and maintenance of employment in the longer term, and to the
raising of its quality. Dependence on a few simple assembly products is unlikely to
drive the process of structural transformation that development involves. Thus, MNEs
have to be encouraged to invest in more complex technologies and activities over time.
and local supply capacity has to be Unproved in order to capture more value added for
the economy and to diffuse skills. This requires policies to create incentives (direct
incentives to MNEs as well as trade and industrial policies more generally) and to
favourably affect supply-side variables. Some countries have encouraged structural
transformaiion by offering infant industry protection to complex actk ities and by
enforcing local content pros isions. Others target foreign investors that can offer more
advanced technologies of interest to the government and encourage them to buy locally

and or conduct more technological activities in the host country. Others still restrict
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MNEs to activities that local enterprises are unable to undertake, and invest in
building up the technological capabilities of the latter to internationally competitive
levels. There are success stories for each approach.

The correct set of policies on the sectoral composition of FDI depends
very much on the level of development of the host economy and the strategic
approach of the government. The objectives of raising the quantity of employment,
improving its quality over time and maintaining the momentum of growth and
competitiveness of the productive L;ectors can be pursued in several different ways.
Each calls for proactive policies by the host government, but the nature of the
measures may differ.

In general, carefully designed and evaluated incentives can help to achieve
certain objectives and overcome particular market deficiencies. The ideal incentives
are those that guide economically desirable investments into activities and areas in the
country's interest that would not be adequately promoted by market signals alone.
In the employment field, these could be incentives to enter activities that are
employment-intensive, areas that suffer from high unemployment, and technologies
that are particularly demanding of skills, and to set up local facilities for labour
training and technological development. Needless to say, the incentives should not
be excessive in relation to the benefits sought. and they should not attempt to
distort long-term economic forces. In fact. it is important to ensure that market
distortions are removed to the extent possible before granting incentives. The
incentives themselves should not discriminate between firms (say, between local
and foreign firms): their main aim should be to remedy market failures that impede
healthy development.

Adjustment measures

1 he adoption of these trade liberalization, export-oriented industrialization
and investment promotion policies w ill for many countries amount to a far-reaching
programme of economic reform. As pointed out earlier, many developing countries
still have to undertake a serious adjustment effort before they are able to reap the
potential gains from globalization. These are countries which still suffer from macro-
economic instability and a burden of external debt.'2 which still have high levels of
protection in their trade regime and where other economic reforms remain to he
implemented. The agenda for reform clearly needs to be pursued but the manner in
which the transition to a more open and liberalized economy is managed is a critical
determinant of success.

Two key, and interrelated. elements are measures to facilitate the redeployment
of labour from declining activities to new ones and the minimization of the social costs
of adjustment. 1 he interrelationship between these two elements arises from the fact

that effectie measures to facilitate redeployment will reduce the extent and duration
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of transitional unemployment and hence lower the social costs of adjustment.
Similarly, measures to reduce these costs by moderating the pace of adjustment will
mitigate the severity of the labour redeployment problem.

An important lesson from the initial round of stabilization and structural
adjustment programmes in the wake of the debt crisis in the early 1980s is that
instantaneous adjustment is neither economically feasible nor socially sustainable. The
economic problem arises from the fact that the structure of production and institutions
can adjust only with significant time-lags. This is not only because of the gestation
periods inherent in implementing new investments and in retraining labour. It is

also because in the context of low-income countries supportive measures such as
improving basic infrastructure, increasing the availability of credit, and strengthening
both market institutions and the administrative capacity of government are often
important determinants of the capacity to respond to new incentives. Without such
measures supply responses to new economic incentives created by economic reforms
will be slow. It would hence be desirable to allow sufficient time for supportive
measures to be put in place in dray ing up programmes for economic reform.

Another powerful argument for avoiding a precipitate implementation of
reforms is that the capacity to adopt effective measures for hihour redeployment and
to provide social safety nets is typically weak. Labour administrations have virtually
no experience in coping with mass redundancies through retraining and other active
labour market programmes that are common in industrialized countries. Similarly.
social safety nets are often non-existent or highly inadequate. For both these reasons
it is desirable to avoid a large and sudden increase in redundancies and the abrupt
adoption of measures such as the removal of consumption subsidies which will reduce
the living standards of the poor. Again it is important to make adequate advance
preparations within the retbrm programme for providing both redeployment assistance
and a social safety net.

The redeployment and safety net measures need to be adapted to circumstances
prevailing in developing countries. For example. where the modern sector is 3mall
and dominated by public-sector employment it may not be feasible to redeploy all
retrenched workers to alternative modern-sector jobs. In such cases there will be only
limited scope for measures such as retrainino., and adjustment assistance will have to
take other forms such as the promotion of self-employment and the organization
of public employment programmes. Such direct employment creation programmes
are also an important means of providing basic income support for the poor who are
adversely affected by the adjustment programme. In low-income countries there is
likely to be a continuous need for such measures even in the absence of the additional
hardships created by economic reforms. (Issues relating to such schemes are
discussed in more detail in a following section.) The essential point is that in the
context of adjustment they should be geared up to meet additional needs generated
by the process of adjustment.
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The likelihood that developing countries will successfully implement appro-
priate redeployment and safety net programmes can be increased in various ways.
Within the government, the first requirement is to strengthen the capacity of
ministries of labour to either design and execute redeployment and safety net
programmes directly or oversee the implementation of such programmes when
they are entrusted to special agencies or to non-governmental organizations. This
will ensure that concern over the social costs of adjustment is backed up by a real
capacity to implement programmes. The second requirement is to give ministries
of labour a stronger role in the formulation of structural adjustment programmes,
among other things involving them in negotiations over policy conditionality
where this is an important element. The reason for this is that labour ministries
usually have a clear social mandate and hence their involvement in the formulation
of economic policy would help to ensure that social dimensions are duly taken into
account.

But more is required than just government action. The social partners, too,
should be consulted on the design and implementation of adjustment programmes.
This is important for at least two reasons. The first is one of principle, namely that
those most affo-fed by economic reforms should be consulted. The second is of a
practical nature it. 1,at such consultations are necessary for building essential support
for the reform programme. Since economic reforms have far-reaching effects on the
structure of production, on :he level and structure of wages, and on the organization
of work within enterprises, their success depends to an important extent on the
support that can be mobilized from the main protagonists, i.e. workers and employers.

Without such support reform efforts in areas such as wages policy, labour legislation
and enterpnse restructuring can be thwarted by industrial unrest and the obstruction
of change.

In order to make tripartite consultations substantive and of real value it will
be necessary to strengthen the capacity of trade unions and employers' organizations
to analyse and discuss economic policy issues. This involves training officials and
ensuring that the organizations have access to relevant information. A fundamental
prior requirement, however, is respect for basic rights such as freedom of association,
fbr. without this, representative and viable organizations of workers and employers
cannot develop. Such development is important not only for promoting socially
ustainable adjustment programmes hot also fbr the more basic reason that they

are essential tbr the attainment of social Justice and the development of democratic
societies.

The formulation of a sound adjustment programme should also be guided by
policies tc promote the growth of productive employment and the reduction of poverty.
Such policies will, of course. need to be pursued whether or not a formal structural
adjustnlent programme is necessary in the initial period. Even in countries that are not
burdened by problems or macroeconomic imbalances and external debt, there is often
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much that remains to be done to raise the rate of employment creation. The main
characteristics of desirable employment promotion policies are therefore discussed in
the following sections.

Labour market regulation

Labour market deregulation has often featured as an element of structural
adjustment programmes. It is argued that excessive government intervention in labour
markets through public-sector wage and employment polides, minimum wage fixing
and employment security rules is a serious impediment to adjustment and should
therefore be removed or relaxed. On this reasoning. in order to adjust successfully
to globalization, developing countries should implement substantial deregulation of
their labour markets.

In support of this argument a contrast is often drawn between the extent of
labour market regulation in Latin America and the new:y industrializing countries
in Asia. It has been argued that the over-regulation of the labour market in Latin
America has both entrenched labour market dualism between a highly protected
urban formal sector and a largely unprotected informal sector and has impeded labour
market adjustment to changinr market forces. In ,:ontrast, it is argued that labour
markets are only sparsely regulated in the Asian NICs and that this has been an
essential factor behind the successful implementation of export-led development
strategies. Moreover, it has been contended that, far from abstaining in labour
markets, Asian governments actively repressed the independent activities of trade
unions. particularly in their wage-setting role, at the formative stages of the export-
led development strategy.

Two questions arise in this connection. Was the n pression of trade unions a
component of the Asian development model? If so, was it necessary for economic
success?

On the first point, two observations can bc made. First of all, trade union
freedoms were indeed curtailed in many Asian economies, originally for political
reasons, and subsequently for economic ones.'' Second, the patterns of trade union
organization, industrial relations, and the restrictions applying to both arc su lstantially
different across Asian economies, so much so that it begs the question of whether
one can refer to "an Asian model of labour market policy. For example. while the
Republic of Korea. Singapore and Taiwan. China, have severely controlled the
activities of trade unions, Hong Kong, with its British tradition of voluntarism, has
not. Furthermore, while the Republic of Korea at times took a variety of ad hoc
measures to control or repress trade union activities, Singapore and Taiwan, China,
have consktentiv attempted to ensure the control of a single political party over a single
official trade union. Intervention in the wage-setting process has been virtually non-
existent in Flong Kong, but moderate to strong in the Republic of Korea although, as
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will be noted below, now of declining significance; in Singapore, such intervention
has for long been part of a corporatist arrangement in which the trade union
movement, through its involvement in the tripartite National Wage Council, has
been able to exert son-ie influence on economic and social policies within the
admittedly narrow framework imposed by the State. In the 1970s. such corporatist
mechanisms kept real wage growth considerably below the growth of real GDP; at
the end of the decade, a policy of "wage correction" sought to resolve the resulting
problem of labour shortage while encouraging industries to move up to more skill-
intensive production.

It can thus be argued that, within the general market orientation of these
economies, considerably more or considerably less than the free market was at
work. and that the region itself seems characterized by greater diversity than is usually

attributed to it.
Were these various patterns of control of labour market behaviour necessary

for economic success? Here, an affirmative answer is doubtful. First, since so
much else accounts for the success of export-led development in these economies, it

would be hard to isolate the independent weight of labour market policy factors. As
the World Bank observes: "workers are generally more willing to accept flexibility

of wages around a rapidly rising trend because downward adjustment implies a
slower rate of increase rather than an absolute decline in real earnings." '4 Second,

the style and degree of repression varied across these countries, while their economic

success was uniform: there would seem no obvious correlation between the diverse

patterns of labour market and industrial relations policy in the region and the econ-

omic success enjoyed by these economies.15
In any case, the increasing role of both protective legislation and, in some

settings, the growing maturity and independence of labour market institutions in

these countries since the 1980s do not appear to have impeded continued growth.
Considerable progress has been made in both the Republic of Korea and Taiwan,

China, with regard to trade union rights. The negotiation of wage guidelines by the
central employers' and workers' organizations in Korea in 1993 and 1994 mark a

departure from the more pervasive influence of the State in the 1980s. Innovations

in the flexibilization of wage policy under the aegis of Singapore's National Wage

Council are an indication o social consensus on wage determination. As to the growth

of protective leLzislation, additional statutes now add to the underlying welfare

orientation apparent in many cif these countries. Even in laissez-faire Hong Kong,
for example, government provision of housing has been widespread, and there has

more recently been an expansion of laws covering the employment relationship
and occupational safety and health. along with that of a highly efficient labour
inspectorate. Minimum wage legislation IA as introduced in the Republic of Korea

in the late 1980s, and has a longer tradition in Thailand and Taiwan, China. The

Republic of Korea will put in place an unemployinent insurance system in 1995.'"

I A
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These policy developments in Asia thus higljight the fact that neither a totally
deregulated labour market nor labour repression is indispensable for success in
eN port markets.

In the case of Latin America, t1'ere can be little doubt that these countries
entered the decade of structural adjustment in the 1980s with a pattern of labour
market regulation belonging to an earlier era highly protected urban workers in the
modern sector and a burgeoning and unprotected informal sector consisting of
economic activity largely in services in agriculture, to which labour market regulation
did not extend. Nor can there be any doubt that high levels of worker protection that
apply to only a minority of the labour market create rigidities there and incentives
for employment to expand in the unregulated sector. The historical pattern of labour
market regulation in the region that developed during the era of import substitution
therefore required reform.1-

Yet this does not necessarily imply that labour market regulation was the sole
or main cause of poor economic performance. To isolate the inappropriateness
only of labour niarket regulation is to ignore impediments of .more fundamental
significance in the economic restructuring of the region. The collapse of the import-
substitution model exposed rigidities in the labour market, but also laid bare an
uncompetitive industrial structure and inappropriate macroeconomic and industrial
policies. Reforming the latter has been the major challenge, and one that is con-
siderably more basic than the mere obsolescence of a pattern of labour market
regulation.

Another reason for believing that labour market regulation was not the
main cause of poor economic performance was that formal rules were easily cir-
cumvented. During the 1980s. the changes arising from structural adjustment policies
made labour markets more flexible de jitoo. Formal regulations changed little but
a process of "underground flexibilization- occurred. The informal sector grew at
more than double the rate of formal-sector employment. At the same time, the shares
of part-time, temporary, and subcontracted employment increased relative to full-time
jobs. Within the formal sector, employment growth was greatest in the small-firm
sector (10 employees or less) which accounted for over 40 per cent of formal-sector
employment growth during the decade. A pronounced trend for large-firm sub-
contracting to small firms in both the formal and the informal sector also became
apparent.

Wages were also se erely affected, and, by the end of the decade, as a con-
sequence of downward real wage flexibility, the erosion of real minimum wages and
the devaluation of exchange rates, labour costs in Latin American manufacturing had
declined sharply relative to the Asian NIC's. The labour-cost advantage that all of
the dynamic Asian economies had relative to Latin America in 1980 had eroded
substantially or disappeared altogether by 1990. While such indicators of labour
market flexibility have been everywhere apparent, the cost of this largely unregulated
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flexibility is also apparent in w idening inequality, risiw poverty, and continued

unemployment and underemployment.
Since the 1980s, and with the return of democratic rule, the reform of

labour legislation and some sti-engthening of trade unions and industrial relations

are evident in Latin America. Many have amended regimes of employment security
protection, either by broadening or easing the grounds under which dismissals

can occur or by facilitating recourse to temporary forms of employment. The reform
challenge is to establish reasonable and realistic standards which are applicable to

all segments of the labour market. While inducing greater flexibility in the labour
market, regulation ought also to aim at extending protection to larger segments of

it. Constraints previously imposed on trade unions and collective bargaining have

been lifted, and industrial relations, including tripartite consensus at the national

level, have in some countries played a growing role in the solution to problems

caused by adjustment.
This is perhaps most evident in Mexico, where major tripartite af2reements

include the Economic Solidarity Pact of 1987. which has been subsequently revised

on several occasions and includes an anti-inflationary policy and a comprehensive
incomes policy; the Pact for Stability and Economic Growth of 1988, which was aimed

at promoting competitiveness and employment; and the National Accord for Raising
Productivity and Quality. In addition to these tripartite agreements. a major programme
of poverty alleviation (the National Solidarity Programme) targets the mostvulnerable

in the adjustment process.
In contrast to a national tripartite approach to regulatory adjustment stands

Chile. which, following a period of repression of trade anion rights during the
I 9705, embarked on an extensive programme of labour market deregulation during

1979-90 period. Industrial relations during this period were tightly controlled and

confined to the enterprise level, and the right to strike was severely curtailed. At the

outset of the reform process in the early 1980s, the relative absence of selective labour

market policies or a social safety net resulted in high costs borne hy substantial groups

of the labour force. Unemployment was the direct result as public-sector employment

contracted and inefficient private-sector firms shed jobs. As measured in terms of
employment creation, the reduction of open unemployment and real-wage growth. the

results ofChilean economic restructuring have begun to bear fruit since thc mid-1980s.

The return to democratic rule, moreover, has been accompanied by an expansion of

protective labour legislation.
As in the ease of Asia. therefore, these developments with respect to labour

market regulation in Latin America do not provide any confirmation of the view
that it is necestry to have an essentially unregulated labour market in order to be
internationall, competitive. While thc experience has highlighted the importance
of reforming inappropriate regulations it has also shown thc value of avoiding
totally unregulated flexibility. In particular, there have been positive examples of
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the benefits of tripartite consultation and a sound industrial relations systems in
solving problems caused by adjustment.

Reducing underemployment and poverty

Adopting policies that respond positively to globalization is the key to
achieving sustained growth and productive employment creation in developing
countries. But for many countries this in itself will not be sufficient to reduce the
massive underemployment and poverty that currently prevail. A successful shift to
a more open economy and the acceleration of industrial growth and exports will
undoubtedly boost employment creation through both its direct and its indirect effects.
However, given the large proportion of the labour force that is still engaged in low-
productivity activities, even a high rate of labour absorption into the modern sector
will not solve problems of underemployment and poverty fast enough. Development
strategies should therefore also aim to raise productivity in traditional agriculture and
in the urban informal sector where large numbers will still have to find a livelihood
for many years to Come.

The magnitude of the problem can be illustrated using a few figures. In sub-
Saharan Africa 70 per cent of the labour force were still employed in agriculture in
1992. In South Asia the corresponding proportion was 65 per cent. Even the larger
countries which had enjoyed rapid growth for over a decade, such as China and
Indonesia, had shares of 60 and 65 per cent respectively. In Latin America only four
countries have more than 50 per cent of the population living in rural areas, but the
urban informal sector is large: in 1992, 32 per cent of non-agricultura: employment,
equivalent to about a fifth of total employment, was in that sector. If we add to these
the numbers employed in traditional agriculture then an average of one worker in three
is employed outside the modern sector. Thus even in middle-income countries with
high levels of urbanization, employment outside the modern sector is still substantial.

The problem is compounded by low productivity, substantial underemploy-
ment and a high incidence of poverty in the agricultural and urban informal sectors.
In sub-Saharan Africa, for instance, the rural poor represent between () and 98 per
cent of the total poor in a sample of countries for which data arc available. In Latin
America rapid urbanization has caused the incidence of' poverty to shift increasingly
to the urban areas: in 1990 35 per cent of the urban population were estimated to have
been living in poverty. Moreover, underemployment in agriculture was estimated to
be between 60 to 70 per c-2nt in Peru, 39 to 47 per cent in El Salvador, and 29 per cent
in Brazil.

These problems worsened over the 1980s in sub-Saharan Africa and Latin
America. In sub-Saharan Afric ,! indirect indicators point to a worsening of poverty:
per capita calorie availability dropped significantly from an already low level in a
majority of countries, while both the rate of' increase in life expectancy and the
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decrease in infant mortality slowed down. ln Latin America too. average poverty levels
increased during the 1980s and average consumption per capita fell (table 13). Over
the same period income inequality also increased: the Gini coefficient rose from
0.51 to 0.57.

These figures indicate that, while responding to tflobalization is now a
strategic new concern. the "classical- development agenda defined in earlier decades
still remains relevant. In order to reduce underemployment and poverty it is essential

to ensure that allocation of investment is not biased against the agricultural and urban

informal sectors. This can be achieved through appropriate public investment as well
as institutional reforms to improve the access of producers in these sectors to capital
markets. Apart from this there will be a need for programmes to raise productivity
in the rural and urban informal sectors as well as direct for poverty alleviation
programmes.

Investment

Those developing countries that have adopted policies to encourage a high
rate of investment have succeeded in attaining rapid growth: those that have enjoyed

rapid growth. in turn, have succeeded in creating employment opportunities, reducing

Figure 8
Gross domestic investment and savings rates, 1970-91
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the rate of unemployment and raising the real wages of low-skilled lator. It is
evident from figure 8 that East and South-East Asia clearly saw the highest rates of
investment and saving among the developing regions. Their growth and employment
performance has also been the most buoyant. In addition, they have succeeded in
creating income-earning opportunities and promoting more secure livelihoods for
those not engaged in wage employment. Almost always this has been accompanied
by some reduction in poverty and, in some cases, by reductions in inequality. Growth
is thus necessary for a rapid decline in poverty, although not sufficient.

Physical capital formation remains a necessary condition for rapid economic
izrowth, and the growth success of the low-income countries is due to the fact that
they have allocated a larger share of their GDP to investment than have the OECD
countries. In 1991, for example, the rate of investment in the low-income countries
was 27 per cent of GDP with rates of 36 per cent in China, 35 per cent in Indonesia
and 20 per cent in India as compared to 21 per cent in the OECD countries on
average.

It is also important to invest in human capital. The most successful developing
countries have not only had a high rate of physical capital formation; they have also
given priority to human capital formation.

Investment in human capital particularly in basic education, primary health
care, nutrition and population programmes can enjoy rates of return that are at least
as high as the returns on conventional investments. Indeed, one of the characteristics
of the highly successful East Asian economies is the priority given to human capital
formation. Emphasis on human capital in countries such as China, Japan and the
Republic of Korea has contributed not only to rapid growth but also to an employ-
ment-intensive growth pattern; this has resulted in an exceptionally fast increase in the
real wages of working people and a dramatic decline in poverty.

Investment in human capital is often complementary to expenditures on
physical capital. Where this occurs, it can help to raise the productivity of investment
in physical capital and thereby provide an additional stimulus to growth. Moreover,
investment in human capital tends to result in a more equitable distribution of wealth
and hence is an effective way to redistribute assets in favour of the poor and thus
improve equal ity.

It is not enough, however, to have a high rate of investment; it is just as
important to allocate investment efficiently so that each unit of investment adds as
much as possible to net income. It is here that many developing countries compare
unfavourably with developed ones, and there is clearly scope for policy initiatives to
raise the productivity of investment. If carried out, such initiatives would raise rates
of growth and, more importantly, have a highly beneficial impact on employment,
poverty alleviation and income equality.

A fundamental reason for the insufficient productivity of investment in
developing countries is poor or no access to formal-sector credit leaving large sectors
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of the economy stai ved of financial support. Small urban businesses have much
difficulty in obtaini.'g credit; agriculture and livestock breeding are undersupplied,
and small farmers cotain virtually no credit from banks; fishermen and rural artisans
cannot obtain loans from commercial banks; the informal sector as a whole has little

access to credit; and new enterprises in any sector are rarely able to obtain start-up
capital. Most people in developing countries are either self-financed or use the
informal credit market: money-lenders, traders, landlords, friends and relatives. Most
formal-sector credit, in effect. is reserved for large, wc.11-established, urban enterprises.
The consequence of this huge capital market imperfection is that many potentially
highly profitable private-sector enterprises fail to get established and many small but

established enterprises are unable to grow rapidly for lack of capital.
There is, then, an opportunity for policy makers to improve the functioning

of the capital market by institutional innovation, by better regulation of the banking
sector, by supporting credit programmes targeted at specific groups such as women,
informal-sector entrepreneurs and small farmers, and by increasing the supply Jf
"venture capital". An improvement in the allocation of capital within the private
sector could contribute much to employment generation, to creating more income-
earning opportunities for the self-employed and to a reduction in the incidence of
poverty. The emphasis should be on encouraging new private-sector enterprises
to emerge (preferably those which are small in .scrle and labour-intensive) and on
enabling small private-sector enterprises to expand, innovate and penetrate new
markets (inclAing export markets).

In addition to instituting reforms to ensure wider access to credit it is also
important to remove distortionS which artificially reduce the cost of capital. Relative

factor prices have a strong influence on the degree of mechanization, the labour
intensity of production and the amount of employment created per unit of investment.

If finance capital is "cheap- relative to the cost of employing labour either because

real interest rates are well below the opportunity cost of capital or real wage rates are

above the opportunity cost of labour methods of production will be excessively
mechanized (i.e. the capital-labour ratio will be above the optimum). employment

per unit of output will be below the optimum and, most importz itly from the point of
view of long-term growth, the number of new jobs created as a result of investment

activities will be smaller than would otherwise be the case. Relative factor price
distortions can arise from a malfunctioning either of the labour market or the market

for credit. Whereas once it was thought that labour market imperfections were at the

root of relative factor price distortions i.e. that formal-sector workers received

too high a wage today it is widely accepted that the problem arises in the capital
market, and specifically in many developing countries interest rate policy is strongly

biased against the employment of labour. Figure 9 shows real interest rates in the

Republic of Korea. Malaysia and Thailand. compared with Argentina. Ghana and
Mexico. The contrast is remarkable. In the East Asian case, low inflation and flexible
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financial policies kept real interest rates positive, and within a narrow range. For the
comparators. a combination of nominal interest rate controls with high and unstable
inflation led to negative, and wildly fluctuating, real interest rates, thus biasing factor
choice in favour of capital.

The problem is that interest rates in the conmercial banking system are often
too low, while they are often too high in the informal credit markets, assuming
that credit is available at all. The result is that capital-intensity is raised in the formal
sector, reducing the number of iobs created there. At the same time, capital-labour
ratios outside the formal sector are too low and the productivity of labour is
depressed. People may be employed, but their average incomes may leave them in
poverty. There is thus a strong case on efficiency and equity grounds for lending to
the poor, not by providing subsidind credit but by increasing the quantity or credit
available at rates of interest determined by the market.

Figure 9

Real interest rates: Examples from East and South-East Asia and other selected countries, 1970-87

Real interest rate (percentage)

Malaysia

1970 1972 1974 1976 1978 1980 1982 1984 1986

Son-..e Bank World Tables

20

10

0

-10

-20

30

-40

50

-60

-70

80

1970 1972 1974 1976 1978 1980 1982 1984 1986

It was once thought that high transaction costs, absence of collateral and high
risks of default precluded lending programmes for the very poor. The enormous
success of the Grameen Bank in Bangladesh, however, which devised highly innov-
ative credit schemes in rural -eas, particularly among poor women, has shown that
these problems can be overcome. The example of the Grameen Bank is spreading to
other countries, e.g. Bolivia and Indonesia, but the surface has only been scratched
and many unexploited opportunities exist to create employment and reduce poverty
by reallocating finance capital in 1- .)ur of the poor.
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The urban informal sector

In many countries formal-sector employment has grown slowly or even
declined, especially after the poor economic performances of the 1980s. It is the
informal sector that has been absorbing the additional labour and, consequently, this
sector is becoming increasingly important as an object of government policy. In the
1960s, when formal-sector employment was buoyant, the prevailing attitude towards
the informal sector was one of indifference or even hostility; in contrast, the impact
of structural adjustment policies in the 1980s has caused many governments to turn,
often over-optimistically, to the informal sector for viable alternative employment
opportunities.

While the long-term solution to the employment problem is to restore higher
rates of p...rowth to modern-sector employment, there are nevertheless several benefits
in promoting the informal sector. Many of its activities are labour-intensive and
use simple technology, and so provide a relatively easy way to create and expand
employment. It also provides a form of "safety net" income for poor households, and
is especially important as a source of subsistence income durin,, recessions.

The range of informal-sector activities is vast. In rural areas cottage industries
and horneworkers produce traditional handicrafts and implements of simple design,
such as basic furnishings and agicultural tools, which are aimed at low-income
consumers. In urban areas the variety is greater, spanning from the archetypal shoe-
shine boys and cigarette-sellers to innovative metalworking enterprises with hired
labour and apprentices, formal-sector subcontracts and product design.

The informal sector typically consists of both dead-end survival activities and
small-scale activities with the potential for growth and technical upgrading. The main
aim of policies should therefore be to increase the modernizing element of the
sector. This requires both better supply conditions (capital, technology, skills, etc.) and
improved demand conditions, which depend not so much on the sector itself but on
developments in the rest of the economy.

In general, a prosperous and dynamic formal sector is an important condition,
necessary but not sufficient, for the development of a modern:zing informal sector; a
depressed formal sector may increase the numbers in the informal sector, but these are
likely to be in the "sponge" subsector and not the modernizing one. Consequently,
while the informal sector may provide a safety net for workers who fall from the
formal sector when the latter is depressed. it is unlikely to provide an alternative
source of growth in that context.

The ultimate objective of policy should thus be to draw surplus labour into
productive employment through rapid industrialization and growth. This would reduce
the "sponge- component and lead progressively to an informal sector dominated by
dynamic small-scale enterprises that interact and compete with the formal sector. In
Africa informal sectors arc still dominated by low-productivity survival activities. In
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Latin America the informal sector is more urban-based, exhibiting both "sponge-
and dynan''.' employment. It is among some of the successful economies of East
Asia that thriving base of small-scale enterprises has been created.

l-lo\\ ever, even in the absence of a rapidly growing modern sector there is
still a case for adopting measures directed at promoting the dynamic segment of the
informal sector. For instance, it is widely agreed that "access to credit rather than the
cost of credit is the bottleneck for small-scale enterprises-.'9 Very small enterprises
lace special problems because ofa lack of collateral, so successful credit schemes must
by-pass normal collateral requirements and substitute alternatives such as group
guarantees. Upgrading technology and providing information about efficient and
appropriate technologies is also an important aspect of promoting modernization in
the sector. Because of poor channels of information, government or NGO support for
technology development and dissemination institutions is often needed.

In many economies official regulations present a considerable handicap for the
sector by requiring complex administrative procedures and excessively high standards
ofproducts and processes, and by limiting location. Complex regulations can hamper
the sector's flexibility: in Peru, the acquisition of a licence to operate a street kiosk
takes 43 days and costs five times the minimum monthly wage.2" Such regulations
encourage the development of an illegal sector which avoids the regulations. but
also damages the informal sector's operations. The appropriate policy response is to
support informal-sector activities by bestowing secure property rights to the land,
squatter housing and other productive assets assembled by the poor: and by removing
administrative obstacles and controls which prevent the growth of micro-enterprise
and small-scale businesses and inhibits entrepreneurship.

The provision of infrastructure is typically biased against the informal sector:
problems with power, telecommunications, water and transport all make moderniza-
tion especially difficult. Well-located and appropriate infrastructure is an important
aspect of improving the supply conditions in the sector.

Rural employment

The process of adjustment to the global economy creates potential benefits for
the agricultural sector. As noted earlier, the implementation of the Uruguay Round
will create new opportunities for agricultural exports from developing countries.
Moreover, economic reforms haN c often improved the terms of trade for agricultural
producers. For example, in several sub-Saharan African countries the dismantling
of the State's procurement and marketing of products, together with the reduction of
taxes on agricultural products, has resulted in higher prices for producers. Similarly,
in seeral Latin American countries. especially Chile. Ecuador and Mexico, export
promotion policies have led to a surge in agricultural exports such as fruit and
egetables.
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So far, however, the response of the agricultural sector to these new oppor-
tunities has been disappointing in most countries. Of the 26 sub-Saharan African

countries on which there is data for both food and export crops, 77 per cent experi-
enced falling food production per capita and 81 per cent falling exports per econ-
omically active person in agriculture. The median of all countries was an 8 per cent
decline in food production per capita and a 20 per cent decline in agricultural exports
per economically active person during 1987-91. Food production has not been able to
keep up with population growth, and the productivity of labour in export agriculture
has also been falling. In Latin America agricultural GDP per capita fell in 11 out
of 19 countries between 1980 and 1990; the simple average decline for all countries
was 0.3 per cent per annum. There was also an increasing share of employment in the
traditional agricultural sector accompanied by falling average farm sizes, increased
landlessness and falling real wages.

A major reason for the negative performance of sub-Saharan African agri-
culture in spite of improved price incentives has been the disengagement of the
State. This has involved the termination of subsidized sales of inputs and distribution

programmes, making it more difficult for farmers to raise their productivity by
obtaining inputs such as improved seeds, animal traction and fertilizer. State credit
programmes have also been cut back and private credit has not as yet moved in to fill
the void. Thus, even where the use of fertilizer and other inputs has been profitable at
the higher new prices after the withdrawal of subsidies, the non-availability of credit
has been a serious obstacle. In addition, fiscal pressures, brought about by the econ-
omic decline and the reform process itself, have led to reductions in public invest-

ment in infrastructure. The consequent deterioration of the rural infrastructure has
increased the costs of processing, storage, marketing and transport for agricultural
producers and hence has decreased the net returns to farmers. This has severely

limited the response of agricultural producers to the change in the terms of trade in

their favour.
Similar problems have arisen in Latin America and India. In some Latin

American countries the historical marginalization of peasant farms was exacerbated

in the 1980s by the reduction of programmes to support small farmer integration. In

particular, the involvement of small farmers in export agriculture has been marginal

because they have been unable to overcome the handicaps of inadequate scales of
production and high capital requirements for most export crops. In India, concern
has been expressed over the likely impact of the New Economic Policy on agri-

cultural development. The specific fears are over the reduction in public investment,

state w ithdrawal from the provision of agricultural credit, and the reduction of
extension services: all of these are likely to weaken the productive capacity of small

farmers. If these changes are introduced then, together with improved incentives

to agribusiness as a result of liberalization, they could well undermine the survival of

small farms. The upshot could be the uprooting and proletarianization of small



Developing countries 95

farmers and a reduction of employment as a result of an increase in capital-intensive
and mechanized production.

This brief review of recent develonments serves to highlight the importance
of continued state support to the small 1. sector. This is desirable on both equity
ar efficiency grounds. In the first place, to neglect the small farm sector would be

ag.gravate problems of rural poverty and underemployment. The poor who are
concentrated in that sector would face reduced prospects for raising their productivity
and incomes. This is especially harmful since it is unlikely that better alternative
employment opportunities can be generated for all those who are displaced by falling
incomes or the Lrrowth of capital-intensive and mechanized auiculture. Moreover.
withdrawal of state support is unlikely to be justified on efficiency grounds since. with
adequate support services, the small farm sector can be competitive: experience has
shown that investment there yields high economic and social retlrns.

The main objective of rural policies in countries where there is still substantial
employment in the small farm sector should therefore be to upizrade production in that
sector and to increase its integration into the econom'.c maim tream. This will require
public investments to upgrade rural infrastructure, policies to improve the acce:,s
of small farmers to credit: and extension services to support the adoption of new
plant varieties and better farming methods. In the context of trade li)eralization it
will also be important to emphasize measures to increase the capacity of the small
farm sector to benefit from new export opportunities. This includes assistance in
meeting grading and quality control requirements for export markets, in developing
marketing channels, and in strengthening cooperation among producers. The pro-
motion of rural non-farm employment should also remain an important element
of rural employment policies, since it has significant potential for absorbing surplus
rural labour at relatively low investment costs.

Poverty alleviation

Even if all the policies discussed so far are implemented in earnest they will
not be sufficient to solve problems of underemployment and poverty. The reason
is the massive backlog of underemployment and poverty referred to earlier. This
basic problem is compounded if the initial conditions are also characterized by a
high degree of inequality in the distribution of income and productive assets.

Most developing countries are characterized by an abundance of labour
relative to natural and physical capital. As a result the wages received by low-skilled
labour (and the incomes of many of the self-employed) tend to be low. The combina-
tion of high income inequality and low wage rates means that poverty will be
widespread.

Thus, even if everyone is fully employed, the problem of poverty among
labouring households will remain as !ono, as labour is abundant. It is not enough to
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create employment: in many countries the result would be to enlarge the class of the
working poor engaged in low-productivity employment.

Moreover, even under the best of circumstances there is likely to be consid-
erable slack in the labour force in both rural and urban areas. This can take the form
of year-round or seasonal unemployment or part-time employment with lengthy
periods ofjoblessness. Programmes to create employment for the unemployed and the
underemployed are thus important for poverty alleviation. A number of countries have
experimented with labour-intensive public works programmes and tly2ir experience
suggests that a guaranteed employment scheme could be a viable and valuable policy
initiative in many other developing countries. In the stak. of' Maharashtra. India. a
successful employment guarantee scheme has been in operation since 1975. In
Bangladesh there has been a large food-for-work programme for about three decades.
Labour-intensive schemes to construct basic infrastructure facilities have also been
created under Indonesia's Kapupaten programmes. the Republic of Korea's Saemu!
Unciong movement. Bolivia's emergency stabilization programme and in many
African countries.

A guaranteed employment programme should concentrate on buildin,.{ up
productive assets that can be expected to raise output and incomes in future. It should
not be regarded as a short-term measure to provide relief in an emergency or as an
income transfer or welfare programme. Rather, it should be seen as a mechanism for
mobilizing otherwise unused resources for physical capital formation and growth. In
other words, its main purpose should be to generate employment and reduce poverty
and inequality by accelerating labour-intensive investment and thereby promoting
faster growth.

A programme of guaranteed employment should act as a residual source of
employment, at a wage no higher than the going market wage for landless agri-
cultural labourers. It would thereby become a safety net tbr those capable of pro-
ductive work.

The participants would receive two types of benefits from an employment
scheme. First, they would receive subsistence wages during thc period when they
work. In Maharashtra. for example, more than three-quarters of the beneficiaries are
landless workers or small farm households and about 40 per cent of those employed
are women. The subsistence wages in some cases account for between one-third and
two-thirds of total household incomes. Thus the direct benefits accrue largely to the
poor and are not negligible when seen from their perspective.

Second, to the extent that the assets created under the scheme generate a
permanently higher demand for labour; the workers should in future enjoy higher
market wages or more days of employment, or both. Most of the benefits, however,
arc likely to accrue to landowners in the form of lower costs (e.g. if road construction
reduces the cost of transport ). higher output (e.g. from irrigation projects), higher land
rents and hence higher land prices.
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One way to overcome this problem would be to transfer ownership of the assets
created by unemployed workers to the workers themselves. Not all assets created
by a guaranteed programme could be managed in this way, but considerable scope
exists for simultaneously transforming idle labour into physical capital and workers
into shareholders in cooperative enterprises. For instance, a cooperative could be
organized around an irrigation project where water is sold to farmers; a timber,
firewood or fruit cooperative could be organized around a tree-planting project; a toll-
charging company could be organized around a bridge-building project; a fishing or
duck-raising cooperative could be based on an artificial pond, and so on. These
individual cooperatives could then be grouped into multi-purpose cooperatives that
would have overall responsibility for managing the collectively constructed assets.
Such an approach could combine job creation and poverty alleviation with an
improvement in the distribution of wealth.

Over and above such schemes of direct employment creation, it \xill be
important to provide at least a modicum of economic security for poor people in
poor countries. As mentioned earlier, the poor do not have easy access to capital
markets (and hence cannot borrow when income temporarily falls below sub-
sistence expenditure), nor do they have access to insurance markets (and hence
cannot protect themselves against, say. incapacitating illness or crop failure). The
poor ale disproportionately affected by this "market failure"; consequently, there
are grounds for thc government in effect to act as lender and insurer of last
resort. The non-poor also face market failures, but their means are greater and
consequcntly their ability to cope and provide for themselves is greater. Hence public
measures to provide economic security, if they cannot be universal, should focus
on the poor.

A number of developing countries have, in fact, given priority to expend-
itures on economic security. Among these are Sri Lanka, Costa Rica and, in India,
the states of Kerala and Tamil Nadu. In each of these cases public expenditure has
contributed to impressive gains in human development and in none has expenditure
on economic security resulted in unacceptably slow rates of growth. If there is any
conflict at all between growth and economic security, it must be very mild. Indeed it
is likely that a well designed programme to increase economic security by lowering
risk, encouraging investment and reducing the desired number of children per
household would actually increase incomes and growth.

These programmes should be directed at giving the poor improved access to
basic social services such as education, health care, sanitation and welfare assistance.
The problems of funding them can often be eased by diverting expenditure away from
lower-priority items such as defence and by correcting patterns of expenditure which
mainly confer benefits to the better-off. Effective targeting of expenditures to the poor
can also contribute to the more efficient use of scarce resources, thereby easing
funding constraints.
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The marginalization of Africa

The policy framework set out in the previous section assumes that certain
institutional preconditions are in place and concentrates on the types of policies that
need to be implemented to respond successfully to new opportunities in the global

economy. The institutional preconditions include the existence of a stable framework
of property rights and mechanisms for enforcing contracts that provide the necessary
conditions for investment to take place. This applies to both domestic investment and
the attraction of foreign direct investment. Other important preconditions include a

stable framework of policy rules and the capacity to formulate and implement the

required policies.
In many of the least developed countries some of these preconditions are

absent and this basic handicap needs to be overcome before policies to raise rates
of investment, and output and employment growth can begin to be successfully
implemented. Many countries in sub-Saharan Africa suffer from this handicap. a fact

which probably constitutes a significant part of the explanation for Africa's growine
maruinalization in the world economy. This section therefore examines the factors
causing African marginalization and the main actions that could help to overcome it.

Africa has been increasingly marginalized in the world economy over the
past two decades. Its share of world trade and investment has declined to negligible
proportions and its economies have become more inward-oriented during a period

in which all others have become more integrated into the world economy. The only
international economic dimension in which Africa has become non-marginal is aid.
Not only does Africa receive more aid than other regions, but the international

economic institutions that are currently concerned with Africa are overwhelmingly
donor agencies.

This marginalization would not be so disturbing if African countries were
growine rapidly. However, as is well known, African growth has fallen far short

of that in all other areas of the world and in per capita terms has barely even been

positive. To date, no region has grown rapidly while becoming disconnected from the

world economy. Indeed, recent studies have established a clear econometric causal

relationship running from enhanced export performance to enhanced growth.2' We do

not yet understand why this relationship holds, although there are several conflicting
explanations, but that Africa's marginalization in trade and investment is an important

cause of its slow economic growth is highly likely on present evidence.
Africa's share of world exports has fallen steadily. However, since this partly

reflects adverse price effects, a more telling statistic is the growth in the volume of
exports relative to that of other regions. In the decade 1970-80 Africa's exports grew

at 2.8 per cent per annum as against 12.2 per cent per annum for East and South-East

Asia. During 1984-89 African export growth picked up somewhat, growing at 2.4 per

cent per annum but East and South-East Asia's export growth accelerated to almost
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14 per cent during that period, and the develc ping country average rate of growth of
exports was 7.3 per cent per annum. The performancL. f exports from sub-Saharan
Africa was significantly better in 1990, but this was almost entirely accounted for
by the performance of oil-exporting countries. Moreover, African export growth
decelerated to --2.8 per cent per annum for the period 1991-94. The rest o," Afr;ca has
not participated in the otherwise global phenomenon of export volumes rising more
rapidly than national output. An index of the degree of outward orientation of the
economy shows sub-Saharan African economies to be less outward-oriented than
those of any of the other four developing regions, as described in the previously
mentioned study by Dollar. Indeed, the gap between Africa and the next most in-
wardly oriented (the Middle East) is much greater than that between the Middle East
and the most outward-oriented (East Asia).

African exports are highly concentrated and have remained so. The share of
primary commodities in exports was 83 per cent in 1970 and was still 76 per cent in
1992. Indeed, there were some indications of increased concentration: the share of
agricultural export earnings coming from the two main crops, coffee and cocoa,
averaged 35 per cent in the 1960s but was 40 per cent by 1989-90, despite record low
prices for coffee:2' If we turn from trade to investment, direct private investment into
developing countries in general has increased enormously over the last decade and is
now around $200 billion per annum; the share going to Africa, however, has shrunk
to negligible proportions. Current estimates are that less than one per cent of this flow
is going to sub-Saharan Africa. The absolute amount in 1992 (the most recent data)
was even less in real terms than the inflow in 1985, the nadir of economic crisis for
much of the continent. By contrast, Africa has become central to aid programmes. For
some African economies, aid and remittances arc now their main participation in
the world economy. Sub-Saharan Africa receives around five times the amount of net
official transfers per capita as does South Asia. These transfers account for 9.3 per
cent of African GNP as opposed to 2.1 per cent for South Asia. Net transfers have
approximately doubled as a proportion of GNP from the early 1970s to the early 1990s.
By 1991 sub-Saharan Africa was receiving around a third of global net aid transfers.

Explaining marginalization

Until the late 1980s it was straightforward to explain Africa's marginalization
in terms of' domestic policies which were hostile both to the private sector in general
and to the export sector and foreiun capital in particular. Sometimes this was
reflected by uncompensated nationalizations, as in Ethiopia, Tanzania and Uganda
and sometimes by compensated nationalizations, as in Senegal. These phenomena
wc accompanied by the creation of parastatal enterprises and subsidies on imported
capital by means of an overvalued exchange rate attained through restrictions on
consumer imports. This overvaluation strategy in turn taxed exports and so precluded
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the development of manufactured exports. Unfortunately, both the small scale and
the uncompetitive environment in which manufacturing firms were operating made
this strategy highly costly.

During the 1980s, usually under the auspices of structural adjustment
programmes, these policies were to an extent reversed. Trade and exchange rate
policies were liberalized, other markets deregulated, and some parastatals privatized.
Manufactured exports remain, however, a very small component of the economy.

The most straightforward explanation of this failure of response is thus to
argue that the policy reforms have not gone far enough. While the most egregious
impediments have been removed. African governments are competing with other
governments which continue to place a higher value upon exporting manufactures

and which positively welcome foreign investment. On this view, while the reforms
of the 1980s have narrowed the gap, a gap remains and marginalization reflects
merely the existence of a gap rather than its magnitude. Location decisions there-
fore continue to reflect the presence of this gap, partly caused by continuing policy
discrepancies such as higher rates of corporate taxation, and partly by the legacy of
previous policy disparities such as the neglect of infrastructure for the productive, as
opposed to the social, sector.

It is likely, however, that more basic factors than just a gap in policy reforms
are at work. One is the higher degree of risk in African economies and the other is a
deficiency in the institutional precorlditions for investment. With regard to the first
factor, Africa is subject to two types of common risk to an unusual degree, namely
policy change and shocks. All governments change economic policies from time to
time. To an extent illese changes are predictable because the government is following
a policy rulc (such as inflating the economy in the year before an election) and so do

not generate much risk. Those policy changes that generate risk are where the policy
rule is itself subject to change. In Africa the economic reforms of the last decade have
constituted just such a rule change. This would not in itself have increased risk were
the new policies expected with confidence to remain in place. However, the political

context in which reform has been introduced has not made it fully credible. Usually
the policy changes have not been freely chosen by the government but have been
negotiated through donor conditionality. Policy conditionality thus increases policy
uncertainty. The uncertainty over policy reversal is compounded by the very wide range
within which policy is conducted. For example. in the past decade Nigerian trade policy
has swung from intense foreign exchange rationing, indicated by a parallel market

premium of over 300 per cent, to a completely free market, and back to even more
intense rationing.

In addition to policy uncertainty, African economies are more subject than
other economies to economic shocks arising from terms of trade and the climate.

Africa and Asia obviously share the same movements in world prices, but African
countries are more dependent upon a few primary commodities for export. Further, as
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Neary has recently shown, trade restrictions actually increase exposure to external
shocks." Hence. Africa has had both larger shocks and is more vulnerable to them.

Both shocks and policy change alter relative prices. Hence, relative prices
are more volatile in Africa than elsewhere. This in turn discourages irreversible
investment. Various studies have shown empirically that price volatility reduces
investment."

In addition, severe defiiencies in the institutional structure deter ii tment.
The African formal sector suffers from weak judicial and accountancy professions
which make formal insurance more costly to provide. Further, firms face high risks
because their fixed assets are illiquid. This in turn is because secondhand markets for
capital goods are thin as a iesult of the small scale of production and the low level of
investment, and because of the near impossibility of selling firms as going concerns.
Proximately, a minor reason for this is the near absence of equity markets, with the
exception of South Africa and Zimbabwe. More fundamentally, the unreliability of
audited accounts, and the difficulty of establishing and enforcing legal title, preclude
a firm being valued as a multiple of its present profits. As Besley shows in the context
of investment in Ghanaian agsiculture, where assets are less marketable, investment
is lower."

In Africa both the civil legal system and the audit system have deteriorated, in
many cases. to the point where there is a sufficiently high probability of malfunction
that the basis for transactions is undermined. Legal title to ownership of assets becomes
increasingly contestable. In several African countries banks report that foreclosure
on assets is now such an unreliable process that assets are losing their capacity to
hinction as collateral.

In much of Africa accountancy standards are extremely low, there is little
professional self-regulation, and audited accounts convey little more information
than unaudited accounts. Prospective purchasers of equity, notably investment (or

elopment) banks, have consequently either had very poor records of returns on
their money or have been unable to place it.

The deterioration of the judicial and accountancy professions in Africa
thus weakens or removes the key agencies of restraint which private agents use for
asset transactions. Wii.:out these agencies, credit becomes restricted to trade finance.
Investment must be financed out of the resources of the owners. Yet in committing
resources to investment the owner lacks an exit route for his capital sinc:e firms
cannot be sold as going concerns. Investments are thus highly illiquid and so
unattracti e.

These explanations for African marginalization, namely insufficient reform,
high risk and weak restraints, are interrelated. To date, virtually all emphasis has
heen placed on policy reform as opposed to the other factors. While policy reform is
surely a necessan condition for the reversal of marginalization, experience to date
suggests that it is probably not enough.
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Reversing marginalization

Africa's marginalization from the world economy will ultimately be solved by

Africans.
Apart from dealing with issues of policy reform the basic weaknesses in terms

of uncertainties surrounding the policy environment and the obstacles to investment

will need to be overcome. Without this comprehensi-re approach it is unlikely that

Africa can stimulate the rise in domestic and foreign investment that is necessary to
initiate a reversal of its marginalization.

The rest of the world can either assist or hinder African efforts. The two
main international interventions are the provision of aid and policy conditional ity. Each

of these interventions affects the prospects for reversing Africa's marginalization.
For example, the resource transfer achieved by aid alters the incentive regime while
donor conditionality influences the extent of policy reform. To date both of these
interventions have had some deleterious affects and may even have been deleterious

overall. However, there is a role for the international community both in the provision

of resource transfers and in enabling African governments to lock in to policy

choices. The international community should not detach itself but rather redesign its

interventions.
For example, aid as currently conceived has unintended negative side-effects

which need to be corrected. Since aid is an inflow of foreign exchange to the public

sector, it appreciates the real exchange rate, reducing the incomes of those who
produce tradable goods. Moreover, it raises public expenditure both absolutely and

relative to GDP. These two features of aid alter the incentive regime facing the private

sector. Through appreciating the real exchange rate, aid acts as an implicit tax on the

export and import-substitute sectors. The exchange rate appreciation caused by aid
directly contributes to the marginalization of Africa in the world economy since it

reduces African exports. It mUzlit additionally cause marginalization through less direct

mechanisms.
If the export sector has substantial externalities for the rest oC the economy,

then its contraction would rebound upon the growth rate. Moreover, quite aside from
these detrimental implications of aid for economic performance. the exchange
rate appreciation effect of aid is also morally problematic for donors. A transfer
ostensibly intended to help the entire society has the effect of plungina an important

component of it into poverty. Between them, these considerations suggest that
Africa's high aid inflows may have been much less conducive to growth than the scale

of the resource transfer might imply. In addition, the way policy conditionality has

been appended to aid flows may have exacerbated the process of marginalization.
Conditionality has been intrinsically forward-looking: that is, it has concerned itself

with promises of policy reform. By being prospective rather than retrospective it has

failed to reward past policy performance and so governments have little incentive to
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acquire reputation. The only mechanism for donors to enforce conditionality has been
very short-term suspensions of aid if intra-programme targets are breached. In this
case, a new programme might be negotiated before the date when the aborted
programme would have ended. The new programme will again be forward-looking.
With this structure, governments have an incentive to agree to more than they then
implement, in the hope that breaches will either be ignored or suffer only short-term
punishment. This is likely to give rise to policy volatility. More drastically, by
paying for reforms, donors create an incentive for governments to raise the price as
high as possible, exaggerating the political and economic costs of reforms and thereby
slowing the reform process. In short, this process of policy conditionality increases
policy uncertainty, which is both the predominant non-commercial risk and the
predominant deterrent to foreign investment.

These features of current aid programmes and policy conditionality are
not, however, exclusively due to intervention by aid donors. The weakness of Africa's
internal capacity to impose restraints upon opportunistic private and public behaviour,
and the small scale of its export industries, both suggest that more appropriate forms
of intervention might be welcomed. The resource transfer could be redesigned so as
to assist rather than implicitly tax the export sector. Most aid should be transferred to
the private sector in general and the export sector in particular through a reduction in
taxation. By contrast, donor conditionality is actually being used to induce heavier
explicit taxation over and above the implicit taxation caused by real exchange rate
appreciation. Conditionality could be redesigned to be retrospective rather than
prospective, eliminating the reputation-destroying process under which governments
are tempted to make promises which they fail to keep, and replacing it with a strong
incentive for governments to build reputation. As governments build reputations, non-
commercial risk would be reduced.
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3 PART THREE

Transition economies

Introduciion

The analysis of employment outcomes associated with the transition process
in the economies of East and Central Europe is a particularly difficult undertaking.
The process of a wholesale transformation of centrally planned economies into
market economies has never occurred before and "we have no general theory of
the transformation, no optimal paths or well-defined endpoints")

A particular difficulty arises from the fact that in a transition economy
rapid change is occurring simultaneously on a wide front, in the goods,
factor and money markets, in the external flows of commodities, etc. All these
changes have to be managed simultaneously and in a coherent way. That is why,
even more than in other economies, it is very perilous to analyse a particular
problem, implicitly considerin2 the whole system to be more or less stable. For
example. an exclusive focus on the labour market is unlikely to yield meaningful
conclusions. More than in any other economic critext, a global analysis is
essential in such economies. This does not mean that there should be no analy-
sis of specific problems, but such an analysis has to be supported by a con-
stant comparison and validation of specific issues with the global pattern of
adjustment.

The issue we are mainly concerned with, namely the emergence of high
and ;ong-term unemployment, is a crucial one for many reasons. Not only does
high unemployment cause the loss of income and undermine the most important
means of social integration, it also jeopardizes the success of the whole transition
process by generating social tensions. Thus, while labour market issues cannot he
properly understood without taking into account strong linkages with the transition
process as a whole, neither should overall issues such as the speed and sequencing
of reforms be examined without reference to developments in the labour market.
For example, political consiraints generated by higher unemployment and greater
economic insecurity can impose strong limitations on the pace of privatization
and restructuring, and compromise the credibility of the reform process. There is
thus a subtle equilibrium to be found between social sustainability and an adequate
level of economic restructuring. In this connection, the implementation of adequate
social safety nets will play a major role in maintaining social consensus in the context
of growing unemployment and the dismantling of thc former mechanisms of social
security.
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Moreover, the labour market has also to play a more direct role in the trans-
ition process: the reallocation of human capital is a fundamental aspect of successful
restructuring. Of course, the market will ensure a large part of this reallocation of skills
and talents from less to more efficient activities. But labour market policies will
obviously also have a major role to play in the context of huge changes in the level
and structure of both the supply and demand for labour.

Employment trends
The initial years of the transition process have been characterized by sharp falls

in output. Output in the transition economies as a whole fell continuousl; during the

period 1990-93, with falls of over 10 per cent per annum in the last three years of that
period. This average figure, of course, subsumes differences between countries in terms
of the extent and timing of the falls in output. Nevertheless, output fell in all countries
in 1991 and again in 1992 except in Poland. In Eastern Europe, only Poland and

Slovenia experienced falls of less than 10 per cent in 1991, while in the former USSR
more than half of the republics had falls of over 10 per cent. In 1992, output started to

grow in Poland while the fall in output became smaller in most other Eastern European
countries. At the same time, the fall in output increased to calamitous proportions in
the former USSR. By 1993 the relative improvement continued in Eastern Europe,
with four out of eight countries (Albania, Poland, Romania and Slovenia) showing

positive growth for the first time since 1989. Output stagnated in tho Czech Renublic

but declined in Bulgaria, Hungary and Slovakia. In the former USSR output continued

to fall without exception in 1993, although somewhat less than in 1992. Preliminary
data for 1994 indicate that output increased in Eastern Europe, with the exception of

Bulgaria; stabilized or even recovered in the Baltic States; and that there was a
deepening of the recession in the Commonwealth of Independent States (CIS).

There are several competing explanations of the fall in output. One is that

apparent falls in output are largely statistical artifacts. It is argued that the level of
output was overstated in The previous statistics of centrally planned economies, and
that during the transition period it has been underestimated because of the difficulties

of measuring the emerging private activities. The former net material product concept

used in centrally planned economies does not provide an accurate measure ofthe growth

in services, which has been the most buoyant since the beginning of the transition

process. But the "statistical artefact" explanation can surely not explain losses of
20 to 30 per cent in output. So the fall in output has to be considered as real.

Another explanation is that the fall of output is the direct and inevitable result

of the transition process, representing the shedding of activities which have become
uncompetitive. This argument implies that the pattern of change can be expected to

follow a "J-curve" pattern. with unavoidable large falls during the first stage of a

transition period.'
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Table IS Annual percentage change in GDP, 1990-94, selected transition countries
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A third explanation is that the fall in output was caused by factors exogenous
to the transition process, mainly related to trade. The collapse of trade within the
Council for Mutual Economic Assistance (CMEA) caused huge decreases in exports
and a sharp deterioration in the terms of trade. The latter was mainly due to the
transition to dollar pricing in Soviet trade, especially the increase in the price of
Russian oil to almost international levels. This represented a large loss of income. A
study by Rodrick3 argued that this trade shock accounted for the entire drop in output
in Hungary, for most of it in the Czech Republic and between a quarter and a third of
it in Poland. But the reality is that exports to the West from most Eastern countries
rose immediately and by almost as much as the loss in exports to the CMEA (but after
a while, because of the recession in Western Europe and the implementation of non-
tariff barriers in the EC, the drop in exports to the West is likely to have deepened the
recession). Moreover, the transition process itself, involving restrictive stabilization
policies and the complete removal of the whole centrally planned process of pro-
duction, would obviously have played a major role in the reduction of output. The
dislocation of the whole system of central planning of resource allocation before thc
institutions of a market economy began to function correctly has been held re-
sponsible for a large part of the decrease in production. As stressed by Jackman,
"intlexibilities in the linkages between enterprises can create domino effects whereby
production problems in one sector can reduce production both of its suppliers and in
the enterprises using its product as an intermediate input".4 A convincing explanation
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thus appears to be that the fall in output was the result of a "combination, the weights
differing among countries, of excessive monetary contraction (beyond that needed for
stabilization, at least if devaluation had not overshot) with the inadequacy of supply
response ( itself due to inadequate micro foundations, e.g. unchanged prIperty rights.
weak lending discipline, lack of competitive practices, old management methods ...)
in the face of shifts in demand that required reallocation-.'

This different pattern of output declines can to a large extent be explained
by differences :n initial conditions and in the time of the initiation of transition. In
general, Eastern Europe embarked on the transition ahead of the former USSR, a
fact which partly explains the different timing of the worst falls in output. In addition,
some Eastern European countries, such as the Czech Republic, Hungary, Poland, and
Slovenia, had more favourable initial conditions than the rest in terms of either their
pre-transition record of economic reform or their relative macroeconomic stability and
degree of indebtedness.

Employment, labour force and the emergence of mass unemployment

In industr ilized market economies such performances would have produced
labour market outcomes worse than the Great Depression of the 1930s, and in some
countries of the region comparisons with that era are already apt. Unemployment
increased rapidly and had reached, by 1994. double-digit rates in almost all transition
countries (see table 18), the only exceptions being the Czech Republic and Russia.
But compared to the huge losses in output, the increase in open unemployment
appears rather small. This can mainly be explained by two factors.

First, the decrease in employment has been much smaller than the decrease
in output, thus inducing a worrying fall in productivity, especially at a time when

successful restructuring requires its rapid growth to start closing the enormous gap
between Eastern and Western Europe. This "labour hoarding- has generally been

explained by the relatively slow pace of' restructuring: the maintenance of a "soft
budget constraint" on enterprises,6 has allowed loss-making enterprises to continue

to operate. In addition, as emphasized by Boeri. the adjustment has often been
implemented through a reduction of working hours instead of through a reduction in

employment.
Second, a large decrease in activity rates has been recorded. Therefore, in

most countries of the region, falls in employment have exceeded rises in officially
measured unemployment. In the previous centrally planned economies, activity rates
had been maintained at very high levels compared to Western standards. As clearly

explained by Burda, "employment was a mechanism of social integration and
protection-.." While social insurance against insecurity and inequality is achieved

through an explicit system of taxes and transfers in Western economies, state
enterprises were given those social functions in the former socialist economies.
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employment was guaranteed, wages were low but so was the wage dispersion, and
employment involved the payment by the enterprises of pensions, sickness allowances
and family benefits. These features of the systan ensured that the participation
rate was very high, especially among women and elderly workers. A large part of
the decrease in participation rates can therefore be linked to the changing role of
enterprises with respect to the provision of social benefits. A second, and more
worrying, explanation of the decrease in participation rates is that in some countries
low or non-existent unemployment benefits have discouraged some of the unemployed
persons from registeriug. Instead, they have simply left the labour force, quite often
to join the "black economy". This appears to be especially the case in Russia. In
Croatia, employment fell from 1,618,200 in 1989 to 1,243,600 in 1993, whereas
unemployment rose only from 139,200 to 250,800. In Moldova, employment fell
by 61,000 between 1989 and 1993, while unemployment rose only by 14,000.

A detailed study of four countries (the Czech Republic, Hungary, Poland and
Slovakia) shows the amplitude of the relati effects of the decrease in employment
and the drop in activity rates. Table 17 shows that the decrease in employment
between 1989 and 1994 has ranged from 11.5 per cent in the Czech Republic
to 28 per cent in Hungary. A drop in productivity occurred in the Czch Republic
( -7.7 per cent) and Slovakia (-2.6 per cent) where employment did not adjust
completely to the change in output. In contrast, productivity has started to increase
again in I lungary (+8.6 per cent cumulated since the beginning of the transition)
and Poland (+14.2 per cent). For these latter two countries, the productivity change
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Table I 7. Labour force, employment, and unemployment in selected transition countries, 1989-94
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indicates that employment has more or less adjusted because it has continued to
decline in spite of the recent recovery in output. The second factor influencing unem-
ployment rates was the change in participation rates. The main change has been the
drop in the participation rate of workers of post-active age (men over 59 and women
over 54). Before the transition, their participation rate was high: 20 per cent to 30 per

Table 1 8. Unemployment rates. 1990-94, selected transition countries'

199. I99i 1352

East, rn Europe

Isv'e now

Albania 9 5 9 1 24 2 19 5 17.0 (Juno

Bulgaria I ' II I 15 .1 16 4 13 3 i June)

Czech Republic 0 5 4 2 2 6 3.5 3 I (Nos .)

Hungary 1 ' St 5 12 1 12 1 11 0 (Juno

Poland 3 5 9 7 13 3 15 '- 16.9 (June)

Romania n a 0 5 4 10 2 111 1( OUnei

Sim akia 1 5 11 8 1114 14 4 14 4 (Oct )

Slos enla 4 ' 5 2 11 5 14 4 14 3 (Sep )

Selected countries of the CIS

Belarus n 3. n a 0 5 1.4 1 0 (June)

Russian Federation 11 II 1 0 0 1 1 2 0 (Oct i

I_ kraine 0 0 0 3 0 4 0 4 (lune)

Baltic States

ktonla' 0 (I I I 7 1 9 2 3 (Sep I

Lats ni 0 0 ) 2 3 5 0 6 2 (Oct i

Lithuania. 0 113 1 0 4 4 3.8 (Oct.)

1-nd sit penod Data reh:r to the registered unernplso.ment ',nue Des.emliei 1,491 a nes% tahoun ton,: estimate has been used to cakulate the imentplo -

meat rate. 13:Its.h ts 16 4 per ,ent Data reler to the unemplosed recets mg hertelits ' 0inte DeLember 1991 a ne, ss slam of report of the numhci ot

registered uncmphi, et] has been introduced

'sources II II I co, /1.,1 0 r it / sib.111 Ahl Mrs, sartotis issues. national statistical puhheations and statist!, al office toimminn.ailons to the II 0 I lilted N.,,(!olis

i ,o110IIIIL l 01111111,4011 for h.urOpe 0.s 0110,1114 Math r1/1 PI" LW gre. \ ,1 46 i19941. No !,.N.3
_ _



Transition economies 111

cent, while it was negligible in Western countries. During the first five years of
transition, it dropped by approximately 15 percentage points in these four countries.
Therefore, the reduction in total labour force was equivalent to between a quarter and
a third of the employment losses, thus exerting a major attenuating effect on the rise
in unemployment.

Long-term unemployment and disparities in unemployment

An emerging labour market issue, which should be influential in shaping
both domestic policies and foreign technical and financial assistance, is the growing
evidence of massive long-term unemployment, that is, lasting for a year or more. There
is a strong likelihood that many of those drifting into long-term unemployment will
become detached from the labour force aad the mainstream of society."

In Poland in early 1994, 44 per cent of the registered unemployed had been
looking for a job for more than a year. In Bulgaria, data from the December 1992
Census showd that no less than 6 per cent of the whole labour force 50.4 per cent
of all registered unemployed had been unemployed for more than a year, and
many of those had drifted off the unemployment register, if they had ever been on it. "
Elsewhere, the picture was not much more cheerful. In Slovakia. for instance, in 1993
about a third of the registered unemployed had been out of work for more than a
year. In Hungary, by 1994 a majority of the unemployed, according to the official
labour force survey, had been out of work for more than six months.

Another issue of concern is that with the growth of unemployment, various
socio-economic disparities have been emerging. These threaten the political stability
of the new nations, bring the risk of social discord much closer and undoubtedly
contribute to a substantial worsening of socio-economic inequality. Regional dispar-
ities have widened considerably. Levels of unemployment of ethnic minorities have
risen more sharply than the average. There is also mounting concern that women are
being particularly adversely affected by labour market trends. A similar and equally
disturbing trend has been experienced by disabled workers. Throughout the region,
youth unemployment has been rising sharply and it is worrying that a vast number
of teenagers and those in their early twenties could drift into a debilitating period
of long-term unemployment. Another group hard hit by restructuring and rising
unemployment consists o 'older workers in their fifties and sixties.

The growth of poverty

The worst aspect of economic restructuring is the appalling growth in the
number of people living in poverty. In every country for which there are data, the
proportion of the population living below some measure of a poverty line has grown,
in most cases drastically. Thus although the situation is certainly even worse in
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some other countries for which infbrmation is less reliable or up to date the

number of households in poverty has risen sharply in Bulgaria, the Czech Republic,
Poland, Romania and Slovakia, and it is widely believed that the actual number
exceeds those recorded in official statistics.

In Bulgaria. according to such statistics, by mid-1992 nearly 73 per cent of
all households had incomes below the official social minimum, up from 42 per cent
two years earlier." In Poland over 40 per cent of all households were classified as
living in poverty in 1991, again up sharply from two years earlier, and by mid-1992
official estimates (Central Statistical Office) in 'icated that over 50 per cent had
incomes below the poverty line.

Worse, in the countries of the former USSR, according to unofficial estimates
by prominent economists, by the end of 1991 about 100 million people were living
below the official poverty line, with averaue real family incomes in some areas
being 26 per cent below their levels at the beginning of the yean'' In 1992, after
price liberalization and slackening of monetary policy that unleashed hyper-stag-
flation (consumer prices rose by over 2,500 per cent during 1992), the Russian
Government's State Statistical Committee (Goskomstat) estimated that 80 pet cent of
the Russian population had incomes that put them below the designated poverty
By late 1992 commentators in Moscow were refet rinu to living standards being in
"free fall", with the average household spending over 75 per cent of its income on
food, twice as large a percentage as a few years ago.'4 In 1993, poverty continued to
be extraordinarily widespread, owing in part to the very sharp decline in the real value

of the minimum war.'s
Whatever the criteria for measuring poverty, it seems to be increasingly

related to labour market status and experience. Although many of those suffering
declines in living standards have been those cut off from the labour force. such as
pensioners, many more have been impoverished as a result of their chanuing labour
force position. Many have been pushed into precarious, low-income jobs, others have
suddenly found themselves unprotected by minimum wages, either because these
have not been applied or because enterprises have been unable to pay them, as in
Bulgaria, where the real value of the minimum wage was halved in 1991.

Possibly worst of all, those cut off from the formal economy have typically lost
access to many forms of social payments and welfare provided through the enterprise,

on vhich the distribution of' social welfare was traditionally based.
As an example of the poverty explosion, table 19 presents the percentage of

households of different types having incomes per capita below the official "low
income" level in Poland.16 As can be seen, the sharpest relative deterioration occurred
for worker households. One can appreciate the gravity of social marginalization
highlighted in table 20, which shows that nearly eight out of every ten households
depending wholly on social transfers perceived their situation as bad or very bad: the
situation has further deteriorated since 1989-90.
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Across Eastern and Central Europe, millions of workers in the state sector
have joined the "new working poor", whether through cuts in real Wages, loss of social
benefits traditionally provided by employing enterprises, shortened working time
or periodic bouts of prolonged unpaid leave, the latter having been a very common
response of managements in Bulgaria. Romania and Russia, and probably elsewhere
as well.

A process of socio-economic stratification has appeared to accompany the
evolution of labour markets. While the real level of average wages has typically
fallen by large amounts, the real minimum wage has fallen by much more,. while the
earnings of a privileged elite have multiplied.

Meanwhile, young people been drifting into poverty through prolonged non-
access to jobs, or by being pushed into low incomes in the "informal", often illegal,
economy. And very many older workers have been impoverished by having been
dismissed from jobs and pushed into even earlier retirement than corresponded to
the early retirement ages prevailing in the region.

Poverty has continued to worsen in all countries in the region for which there
are available data and reports. There is also no evidence that this situation is being
reversed. That is the background against which to assess labour market trends.

In conclusion, four major labour market features should be highlighted:

since the "relatively" low level (compared to the decrease in output) of' un-
employment has been achieved mainly through "labour hoarding" and through
a huge reduction in the labour force, the amount of "hidden" unemployment
can be assumed to be high. This will be revealed sooner or later. Therefore,

fable 20. Percentage of households assessing their economic situation as bad or s cry bad,
b household type, Poland, 1989-90
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ev m with a strong recovery, unemployment is not ikely to decrease; without

th, recovery, the prospects are for a further increase in unemployment;

long-term unemployment will continue to be a major problem and this could
worsen without economic recovery;

the reduction in the economically active population will have strong social
and fiscal implications. The continuous decrease in activity rates among the
population past working age can be explained by either voluntary departures
or by early retirements irnpoFed on older workers, who are not entitled to
receive unemployment benefits. In both cases, adequate pensions schemes
should be implemented. But the increase in dependency ratios will further
burden the already overwhelmed pension systems;

large changes in the structure of employment will continue to occur with the
shift in production and the induced reallocation of resources.

In this context, labour market policies will have to play an increasingly
important role. The main challenges will be to cope with the structural changes in the
labour force and in employment through training and retraining, to provide assistance
for reintegration into work of the long-term unemployed, to develop adequate un-
employment benefit and pension systems and to strengthen active labour market
policies.

Employment policies

Overall framework

Thc crisis of mass unemployment will ultimately be solved only by the expan-
sion of output and the creation of jobs in new activities in line with the comparative
advantafze of these economies. The transition process will have to continue to shift
production out of uncompetitive capital goods and "high-tech" industries that were
able to survive only through subsidies and insulation from world market forces. The
shift will have to be towards more labour- and skill-intensive industries where there is
genuine comparative advantage. Recent export trends indicate that the most rapid
uowth has been in industries such as textiles and garments, foodstuffs and resource-
based products. With further progress towards market-determined price signals and
thc removal of production subsidies a clearer picture will emerge of competitive
production opportunities in both the domestic and world markets.

In the same way as industrialized and developing countries, the transition
economies too will need to adjust to new opportunities in the global economy. The
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challenge they face is great because of the extremely distorted initial production
structure and their late entry into the global economy. As a result of this they lag
seriously behind developing countries of comparable income levels in terms of
shares of world trade and foreign direct investment flows. For example. "total extra-
merchandise exports from Eastern Europe and the former Soviet Union in 1993
did not surpass those of the Republic of Korea alone".''

A key element of adjustment is to raise rates of investment. This is necessary
in order to upgrade physical infrastructure and to create productive capacity in new
activities. Unfortunately, since the initiation of the transition process domestic fixed
investments have fallen in the wake of the collapse of output. At the same time initial
optimism about the inflow of foreign direct investment has turned out to have been
misplaced. "Since 1990 the total inflow has been under 510 billion (for nine
countries). Moreover most of the investment is concentrated on just a few countries:
the four 'advanced' transition economies have received over 90 per cent of the total
since 1990, with most (80 per cent) of it going to Hungary and the Czech Republic.
Negligible amounts, if any, have gone to other transition economies in the former
Soviet Union." This is in sharp contrast to the surge in foreign direct investments
that has occurred over the same period in the newly industrializing countries of Asia
and Latin America.

It is imperative to improve on these investment trends if the problem of
mass unemployment is to be overcome. This will require the completion of reforms
to create a system of property rights and enforceable contracts as well as a stable
macroeconomic environment and well-functioning capital markets. Unless this is done,
investment, both domestic and foreign, will continue to be deterred by a perception
of high risks surrounding the security of assets and future economic prospects. In
addition, improvements in physical infrastructure are essential for the successful
attraction of FDI. A major effort will also be required in training and retraining
in order to adjust the mix of skills to the requirements of the new structure of
production. A skill mix that was appropriate to the old uncompetitive structure of
production is unlikely to fit the requirements of new industries seeking to gain a niche
in the global economy.

Trade liberalization, privatization and enterprise restructuring will obviously
have to proceed in order to bring about a shift in the structure of production that is
more in line with comparative advantage. Thus far trade liberalization has been
marked by abrupt shifts in policy. In Poland, Russia and Hungary, for example,
initial far-reaching import liberalization has been reversed by the reintroduction of
quantitative restrictions and the selective raising of tariffs. In addition, export controls,
including the compulsory surrender of foreign exchange earnings, remain in place in
many countries. Overall only the Czech Republic and Slovenia among the transition
economies are subject to GATT disciplines. Privatization and enterprise restructuring
have proceeded at different paces and taken different forms. While the share of
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private-sector production and employment has grown significantly, much remains to
be done in most countries.

A ccntral policy issue with direct implications for the employment situation is
the pace at which trade liberalization, privatization and enterprise restructuring
should proceed. Proponents of rapid change argue that anything less would thwart
the whole transition process. The removal of soft budget constraints arid the strict
enforcement of bankruptcy laws are seen to be necessary both for restoring macro-
economic balance and eliminating industries which make a negative contribution
to total output. In addition, it is argued that a rapid shake-out of labour from un-
competitive industries is essential for releasing labour to the private sector, for
restraining wage increases and hence inflation, and for strengthening work effort
within enterprises.

But there are strong arguments against adopting this approach. Foremost among
these is the fact that it will impose intolerable social costs. With unemployment levels
already in the range of 10 to 15 per cent in most countries a further sharp increase
would be socially catastrophic. Living standards have fallen sharply and poverty
has increased. Another massive wave of unemployment would lead to further falls
in real wages that would exacerbate the increase in income inequality and poverty
that has already occurred. All this would surely threaten the social sustainability of
the transition process and breed political instability. Another important consideration
is that parts of the reform process cannot, intrinsically, be accomplished at a stroke.
The creation of effective new institutions and the restructuring of product and
labour markets requires a time horizon of at least a few years even in the best of
circumstances.'9 To push for widespread bankruptcy before a functioning market
system and the correct incentives to guide economic agents are in place would
not necessarily lead to clear gains in efficiency. Finally, it does not appear to be true
that a further aggravation of mass unemployment is necessary either for supplying
labour to the private sector or for containing inflationary pressures. Most of the
recruitment to the private sector has in fact been directly from those in employment,
not from the pool of the unemployed. On the containment of inflation, it has to
bc noted that a high proportion of the current unemployment has become long term.
Since the long-term unemployed are not in the pool of effective jobseekers it is

doubtful whether a further increase in their numbers will do much to dampen
inflationary pressures.

There is therefore a strong case to be made for adopting a more gradual
approach to trade liberalization, privatization and enterprise restructuring. This case
is further strengthened by the fact that there exist policy instruments which make it
feasible to temporarily slow down the process of restructuring while still ensuring that
change occurs in the right direction. This contradicts the view that the only choice is
an all-or-nothing one between instant restructuring or no progress at all towards

transition.
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The gradual approach should not rely on a continuation of indiscriminate
and unconditional protection through soft credits to state-owned enterprises or the
imposition of import quotas. Such measures would indeed freeze necessary progress
in restructuring. Instead, temporary assistance should be provided through transparent
fiscal measures and be targeted to enterprises that show promise of future viability.
The assistance should also be time-bound, be conditional upon progress in restruc-
turing, and be structured around a phased reduction of support. If these features are
steadfastly adhered to then it will be feasible to achieve a gradual restructuring that
still proceeds on the correct path. At the same time this will yield immense social and
political benefits for the reform process.

A gradual strategy has been followed by several of the European transition
economies, notably Romania, the Ukraine and the Czech Republic, in all of which
wage employment fell by substantially less than GDP between 1989 and 1992.

However, in some cases the gradual approach has been a substitute for reform
rather than a conscious part of it. This is the case in Romania, for instance: subsidies
have kept inefficient enterprises alive and the process of restructuring has hardly
started; in 1991 33 per cent of the State's unemployment fund was spent for support
for the "technically unemployed", still on the books of enterprises. In the Ukraine,
too, official loans to state enterprises at negative real interest rates, in addition to
subsidies and enterprises' loans to each other, have kept the annual rate of decrease
in state and collective sector employment as low as 3 per cent between 1990 and 1993,
a period when real GDP was falling at an annual rate of 14 per cent. Unpaid leave and
short-time working, which affected 40 per cent of employees in the fourth quarter
of 1993, have been the means of avoiding mass redundancies a form of social
and economic compromise. In the Czech Republic, on the other hand, the relatively
low rate of decrease in state sector employment has not apparently involved subsidies,
but has been due, rather, to delays in privatization and to wage restraint. This is a
deliberately gradualist approach to reform rather than its avoidance or postponement.

Among other European economies, Poland and Hungary have probably taken
the toughest line on lay-offs and bankruptcies, while Slovenia (where subsidies were
cut and lay-offs occurred but successive governments have not felt able to close down
lossmakers) and Slovakia have been in an intermediate position.

Labour market policy developments

Regardless of the choice of overall reform strategy, labour market policies will
have to figure prominently in Eastern and Central Europe in the next few years, in
view of the prevalence of mass unemployment. Already the rhetoric has run ahead
of the reality, and there are few governments that have not pronounced themselves
intent on promoting an "active" labour market and social policy. Budgetary constraints
and other factors have made the outcomes rather modest so far.



1 1 8 World employment 1995

Labour market policies will be expected to cut unemployment, reduce labour
market segmentation and the increasingly disadvantaged position of vulnerable
groups in society, promote geographical, occupational and industrial labour mobility

and raise productivity.
In the initial phases of the reform process in many countries of the region,

the primary response of governments was to pass comprehensive "framework"
employment laws. The importance of these laws is that they created a legal and

administrative basis for the development of a wide array of labour market policies,
making commitments on such diverse issues as the "right to freely chosen employ-
ment", income transfers to public works and labour market training and retraining
schemes. They represented the first steps on the road to the creation of a regulated

labour market.
This development has led to unresolved tensions over the degree to which

policy responsibility should be centralized or decentralized, and the extent to which

the government alone should be responsible, rather than relying on some tripartite
mechanism or the partial privatization of social and labour policy. These are familiar

debates in Western Europe, but have a particular intensity and a long future in

Central and Eastern Europe.
The emerging, mix of labour market policies designed to respond to un-

employment and the patterns of labour market restructuring highlight the consid-
erable challenges that will have to be faced in the next few years.

emeigence of employment service;;

To function adequately in a modern industrial economy, all human resource
policies must be backed by an adequate services network, which means in practice

a network of employment exchanges and support services. Nowhere in Central and
Eastern Europe has such a network existed. In the past three or four years, consid-

erable effort backed in most cases by substantial international financial assist-
ance has been devoted to rectifying this. The most substantive programmes so far

have been in the former German Democratic Republic, Hungary and Poland. In the

latter two, huge Wor!d Bank-funded employment services projects were launched in

1991 and 1992 respectively.
Throughout the region, the development of basic employment services should

receive high priority for some years. Not only did the old employment offices fill a

different role from that expected of employment services in a well-functioning

labour market, but the number of offices and staff were minimal, if they existed at all.

Thus, in Czechoslovakia, employment offices only started to operate in November
1990; in Poland, in 1991, there were only about 400 offices for a population of over

35 million, in Hungary there were only about 160 in a country with a population of

over 10 million. At the end of 1991. Poland had 49 labour offices at the voivodvhip
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( county) level and 356 at the local (district) level, employing a total of 7,630 staff.
As there were then 2.2 million unemployed, that implied one official for every
321 unemployed.'" By 1993 a typical employment bureau official in Bulgaria and
Hungary had to be responsible for dealing with well over 200 unemployed applicants.
Currently, in Western Europe there is probably an average of one employment service
official for every 1,000 workers; in Central and Eastern Europe, it is a little over one
per 10,000. In Russia in early 1993 there were 2,400 employment offices for a labour
force of over 80 million. These figures give some idea of the depth Jf the problem and
point to the difficulty of operating an efficient or equitable set of policies.

(b) Vocational. labour market and on-the-job training

In Central and Eastern Europe an enormous emphasis is now placed on
training.2' Undoubtedly, there is a need for training and retraining, although some
politicians and analysts surely place too much faith in the capacity of training to
reduce unemployment, increase labour mobility, raise productivity and reintegrate
disadvantaged groups into the labour force.

First, as far as general and vocational education is concerned, it is widely argued
that in most of the region levels have been respectable and in some cases even
high by international standards. Perhaps that picture is deceptive. Some observers
question the quality of vocational education, and in the late 1980s there were clear
signs of falls in the numbers covered. Most strikingly, there has been a long-standing
decline in Russia."

The prevailing systems have also been criticized for being excessively rigidly
oriented to available jobs, whereas what is required for the restructuring period
and for the international labour market of the 1990s is a broadly based and flexible
educational structure.

Second, enterprise-based training, including retraining, will have to be
boosted throughout the region, since it may enable many workers to shift out of
moribund industries and enterprises into new avenues of employment. However, the
reality in Central and Eastern Europe in 1991-93 was that very many large industrial
enterprises cut back on training, as a relatively easy way of responding to the growing
financial pressures they were facing. In Russia this pattern of cuts has accentuated
a long-standing decline in training generally. Many enterprises have cut the funds
allocated to training, and many have shut the training institutes that they traditionally
operated. Thus, in the ILO 1992 labour flexibility survey, one in five industrial
enterprises that had operated a trainin institute in 1990 had closed it by mid-1992."

In such circumstances, it is vital that governments should intervene more
directly, perhaps by detaching training institutes from industrial enterprises and
running them directly, or by encouraging local groups of enterprises to fund them
jointly with government authorities, perhaps on a tripartite basis, so that the views and
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capacities of workers are adequately taken into account. In 1991 the German
authorities began to do that through their privatization agency, the Treuhandanstalt.
Other countries would be advised to follow this route, since huge centralized training
institutions are out of tune with thc more flexible labour market needs of the 1990s.

Third, labour market training. i.e. schemes for providing training and re-
training for those out of employment, are seriously undeveloped. Although data are
scarce it has been estimated that in 1990 only 1 per cent of the registered un-
employed in Poland participated in training schemes: in Hungary the corresponding
figure was better, but still low, 8.7 per cent: in Czechoslovakia in early 1991, such
schemes covered a mere 0.4 per cent of the registered unemployed, in- Bulgaria the
corresponding figure was 3.9 per cent. Little seems to be known about drop-out
rates or the placement record of trainees. But the neglect of such training has been

pervasive.
There is no evidence of any rapid growth of labour market training in 1991

or 1992, despite a stated commitment to its expansion. In 1991, as well as in 1990.
in most countries less than 1 per cent of the registered inemployed participated in
training courses, the exception being Hungary, but even there the per cent enrolled
in state-sponsored training courses fell from 8.7 per cent in December 1990 to 2.9 per
cent in June 1992, when about 17 per cent of unemployed school-leavers \vac
participants.

There are many reasons for the minor role attained by such schemes. Perhaps,
most importantly, the uncertainty about economic restructuring has made it hard to
determine what workers should be retrained for, a point oflen made by observers in
Poland, but elsewhere as well.

Finally and most conspicuously, an insignificant number of the growing
number of Russians becoming registered as unemployed arc being directed to such
training schemes, and the financial squeeze there as elsewhere is making growth in
labour market training increasingly hard.

In short, there is a A/orrying gap between the stated commitments to training
and the realities, in spite of the overwhelming emphasis placed on it by foreign donors.

,

Another labour market policy on which nerhaps excessive hopes are placed
in Eastern and Central Europe is direct job creation through short-term public works.
A commitment to public works has figured prominently in legislative reforms, as
in thc USSR's Employment Law of 1991 and in the Polish Employment Acts of 1989

and 1991.
However, there has been a failure to develop major public works programmes

in the past two years, which is ironic, given the low, tradition of community work and
non-production work by workers in the region.
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Certainly, there is ample scope for social and infrastructural improvements
in all the countries of the region, especially in the ecological sphere, and public
works Schemes might be a useful form of regional adjustment policy. Yet there
has been little use of them in practice in most of the countries, partly because of
underdeveloped institutional procedures and shortage of public finance.

0!t-:er den7ai7d-s7e r-Pas,if es

Among other measures attempted or considered in Eastern and Central Europe
to boost employment in response to the labour market restructuring crises have been
the usual batch of subsidies and credit for the establishment of small-scale enterprises,
including self-employment. Certainly, among the obstacles to the growth of new
enterprises have been the lack of credit, marketing skills and entrepreneurial
experience. But it would be wrong to claim that there has been a lack of entrepren-
eurial flair, especially as there was a flourishing "second economy" in most of the
countries of the region for many years under the old systems.

Since 1989, most governments have provided aid and basic technical assist-
ance to t development of new businesses, and there has been a large growth of small-
scale enterprises. A problem is that much of those seem to be in low-productivity
services, in work of dubious legality or in insecure forms of work that result in a
high rate of business mortality. The mafioso economy is spreading rather easily,
alongside the much welcomed "kiosk economy". The reality is that a very large part
of emerging informal economic activity consists of survival activities on the roadside,
yielding remarkably little.

Another popular policy has bten the use of wage subsidies, primarily to keep
workers in jobs to slow the pace of employment dislocation. Thus, in 1991 the Polish
Government introduced an incomes policy that, among other things, encouraged
the preservation of low-paid employment, and in Bulgaria in 1992 the authorities
proposed giving subsidies to state enterprises as long as they maintained the previous
level of employment. In some countries workers have reluctantly accepted pay cuts
or paid or unpaid leave in return for keeping jobs in their enterprise, which the State
has subsidized. This has paradoxically boosted the extent of hidden unemployment,
as has been the case in Poland and Bulgaria. For workers, that option has been quite
attractive, since at least they have retained entitlement to enterprise-level benefits.

As a transition measure, wage subsidies may slow the spate of redundancies
required by restructuring and perhaps slow the predicted growth of mass emigration.
The cost to the government is less than it seems, to the extent that unemployment
benefits would have to be paid to many of those who would otherwise have been
displaced and to the extent that by earning higher income at least some of the employed
would pay income tax and social insurance contributions. Particularly promising are
schemes that combine subsidies with retraining or enterprise- creating measures.
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Yet all employment and wage subsidy schemes have drawbacks, most notably
"deadweight" effects (subsidizing jobs that would have existed in any case) and
"substitution- effects (resulting in the displacement of those in regular jobs by those
in subsidized positions). Critics would say that these schemes are a market distortion,
impeding essential changes in the labour market, and that they weaken discipline in
wage bargaining. In short, they are no panacea.

(e) Supply-reducing measures

Across the region, as in Western Europe during its restructuring crises of the
1970s and 1980s, among the most popular responses to the labour market difficulties
of the "transition" have been measures to cut aggregate labour supply or at least that
of particular groups. Thus, there have been schemes to increase youth enrolment in
educational institutions, to persuade women to extend maternity leave and to induce
workers in their fifties to take earlier retirement.

Among women, the effective labour force participation rate has been re-
duced by various indirect means, such as by the closure of enterprise-based or funded

child-care facilities.24 Women have also been encouraged to take longer maternity

leave, thereby reducing the measured unemployment rate, as has been the case in

Czechoslovakia."
As for older workers, early retirement schemes have long been established in

Eastern and Central Europe, and have accounted for a high share of expenditure on

pensions one-third in the case of Poland, for example. There is relatively little
scope for resorting much more to that policy. An objection to such measures is that
they legitimize discrimination against workers in their fifties and even forties,

worsening their already fragile standard of living and discouraging any policy for
retraining them.

By contrast, policy-makers could usefully consider measures to increase

older workers' labour supply and employment prospects, as an anti-poverty measure
and as a rational long-term policy. As in other industrialized countries outside the

region, in the longer term raising the labour force participation of older workers

will be essential, given the "greying" of the population and the fiscal imperative of

reducing the rise in the dependency ratio.

th Human resource deveiopriwoi and .5ociai ptotoction

Human resource development and redevelopment strategies cannot be di-
vorced from the overall structure of social security provision. In this regard, the
legacy in Eastern and Central Europe is distinctive. Essentially, social policy was
comprehensive, centralized and linked firmly to employment in state enterprises,

which were the primary distributor of social benefits, from child care and health to
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training and pensions. Benefits were distributed as worker ritthts and, formally at
least, not linked to labour market performance.

The biggest change in the past three years has been the widespread adoption
of a policy to curtail such benefits and their replacement by a so-called "social safety
net", promoted by the concerted advocacy of the Bretton Woods financial institutions.
This has affected social and human resource development policies in numerous and
far-reaching ways. The idea is that, in order to cut public expenditure and to reduce
the budget deficit, social benefits should be "targeted" on the poor, essentially
providing benefits only to those deemed to be deserving and needing them. Unfor-
tunately. this is not as simple as it seems.

Essentially, the safety net approach involves increased selectivity in social
protection and greater reliance on means tests. The approach has been adopted for
most forms of social protection, but here we will focus on the application of that
princip.e :o unemployment benefits and other labour market policies connected with
human resource .development. The basic fear is that a highly targeted approach to
income transfers, based on complex conditions and systematic means tests, may not
be consistent with the establishment of an effective social safety net. In addition, it
is not clear that targeting is feasible in circumstances of high and unpredictable
inflation, at least not without serious administrative difficulties and adverse
consequences for social equity.

As far as unemployment benefits are concerned, most new governments
introduced fairly generous schemes at the outset of the reform process, although
in some cases there was an over-hasty adoption of some Western scheme that was
malfunctioning in its parent country and was demonstral ly inappropriate for a
country undergoing a Llajor restructuring process. In any case, pressures from foreign
advisers and imposed fiscal constraints led successive authorities to reshape their
schemes, mostly through a tightening of conditions that had to be satisfied for
beneft receipt. The resultant problems are familiar. As more conditions, means
tests, behavioural tests and limits on entitlement have been imposed so the numbers
of unemployed failing to receive benefits have grown and the number needing (though
not necessarily receiving) social assistance has also grown.

As in so many other ways, Poland has been the harbinger in this respect,
and the changes have undoubtedly resulted in further intensification of poverty
associated with unemployment. Even in 1991, before the first of the major changes
were introduced, about 93 per cent of all families affected by unemployment had
incomes below the social minimum, or poverty, leve1.26 Yet at the time a justification
for advocating a reduction in the level of benefits and a tightening of conditions
for receipt was that they were acting as a disincentive to work. In August 1991 the
average unemployment benefit was 53 per cent of the average wage, and according
to official estimates only about two-thirds of the registered unemployed received
benefits.'-
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Then, under the Employment Act introduced in December 1991, entitlements
were severely restricted. The registered unemployed could only receive benefits for
up to 12 months, and not at all unless they had been employed for at least 180 (lays
during the previous year; exceptions were made in the case of school-leavers, for
whom a three-month waiting period was introduced, those leaving military service
and women returning from maternity leave. The level of benefits was cut to 36 per
cent of the average wage in the previous quarter of the year, which in an inflationary
climate means less than a third of the current average wage. Henceforth, if workers
leave jobs voluntarily or are dismissed for disciplinary reasons, they are denied
benefits for three months, as are unemployed persons who refuse any job offered.
As a result of these measures, particularly the one placing a limit of one year on
receipt of, benefit, it was officially expected that the share of the registered un-
employed eligible for the meagre benefits would fall to about 40 per cent after
November 1992.'s

In fact, over 400,000 unemployed people lost their right to unemployment
benefits at the end of 1992, and as an immediate result 48 per cent of the registered
unemployed no longer received unemployment benefits.29Th:s disentitlement process
continued through 1993, and may have had some effect on the general election results.

Besides the dire implications for the unemployed in Poland, it is worth noting
that the Russian labour policy authorities have been attracted by the revised Polish
systen1 of unemployment benefits, and indeed all countries of the region have been
moving in a similar direction.

With the rapid growth of long-term unemployment, a declining proportion
of the unemployed are likely to receive benefits. This highlights the approaching
crisis. Demands on the funds allocated for unemployment benefits have been
growing, leading governments to tighten conditions and raise contribution rates,
which has encouraged employers and workers to find ways of evading payments.
At the same time, a high and growing number of unemployed are not being entitled
to benefits and those who are have been receiving an increasingly inadequate

amount.
Thus, in 1990 about a third of total expenditure devoted to unemployment

in Poland consisted of funds for labour market training, public works and other
such measures; by 1991 and 1992 that share had dropped to one-fifth, on the
grounds that they had been "crowded out" by the need to pay unemployment
benefits. Thus, in Bulgaria in mid-1992 transfer payments comprised 91 ner cent
of all expenditure in the "vocational training and unemployment" fund, and
"active" measures only 1.5 per cent. In Hungary, in 1992 and 1993 all "active"
measures combined (including labour market training, public works, job subsidies
and crisis management measures) comprised merely 14.6 per cent of public
expenditure on unemployment, compared with 69.2 per cent in 1989 and 62.2 per
cent in 1990,'"
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It is part of the problem that the authorities and many advisers to ministries
of the countries in the region seem to see training and related measures for the un-
employed as competing with the provision of adequate income protection. Human
resource development policies should be treated separately, as the essential
complement to social security. Unless this is recognized, the contradictions and
resultant underdevelopment of labour market policies cannot but intensify.

O I !)e role of Indust/7a/ refattons in the trans;tfon process

The new industrial relations systems of the transition economies are still in
the process of formation. Since the beginning of the transition period, the main
form of' industrial relations in the countries concerned has been that of tripartite
consultations and negotiations at the central level. One important reason for this
is that because of the long tradition of central control and because of the intrinsic
difficulties of the transition process the governments of many transition eco-
nomies wanted to exercise a relatively tight control over economic and social devel-
oprnent. Such control is almost impossible in a context of completely decentralized
industrial relations systems. Moreover, there was no middle alternative to completely
centralized industrial relations, since the emerging employers' organizations were
generally not in a position to act as effective partners at the industry-wide or regional
levels. Another important reason is that the experience of Western European countries
had shown that tripartite consultations and negotiations had often cased social
tensions in a period of difficult adjustment. It was hoped that such consultations and
neeotiations would equally facilitate the transition process in Central and Eastern
Europe by mobilizing support for the political and economic changes under way and
by promoting acceptance of the social costs involved: if all parties were associated
in the taking of decisions, the outcomes of the process would indeed stand a greater
chance of' being perceived as equitable by all concerned and of being effectively
implemented.

In most transition economies including the Russian Federation, the Ukraine.
Hungary., Bulgaria and the Czech Republic national tripartite consultations and
neeotiations take place within bodies especially set up for this purpose. Important
consultations and negotiations of this type have, however, also taken place outside
such bodies, the most prominent example being those that have led to the signature
of the Polish State Enterprise Pact in 1993.

The main areas in which national tripartite consultations and negotiations
have played a role arc the preparation of labour legislation, the design of wage
policies, the formulation of public policies on other economic and social issues and,
more occasionally, the settlement of important labour di3putes. In this latter area, the
example which comes immediately to mind is the settlement, in October 1990, by
the I lungarian tripartite body, of the taxi and truck drivers' blockade, which is
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probably the most dramatic labour conflict to have occurred in the country concerned
in recent years. In the other areas, tripartite dealings more often than not take the form
of consultations of the social partners by the government. However, in a number of
instances, they have also led to genuine decisions or agreements. For example. the
Hungarian tripartite body decides on guaranteed minimum wage levels. Wage issues
have also frequently been the subject of tripartite negotiations in a number of Central

and Eastern European countries notably Bulgaria, the Czech Republic, Hungary
and Poland. These agreements have essentially sought to strike a balance between
the need for wage moderation and the need for acceptable workers' incomes, while at
the same time attempting to gradually abolish government-imposed wage control
measures. A number of important agreements dealing with a broad range of non-wage
issues and aiming particularly at the introduction of active labour market policies and
the social protection of workers have also been concluded in, for example. Hungary
and Poland.

It has been pointed out that tripartite consulta..,,s and negotiations in trans-
ition economies suffer from serious weaknesses. These stern from the limited room
for manoeuvre in the difficult economic situation of the countries concerned, the
absence of strong representative and effective social partners and the still insufficiemly
developed spirit of cooperation needed for effective tripartite consultations and
negotiations.3' It has also been pointed out that tripartite consultations and nego-
tiations in transition economies have essentially dealt with the short-term social
consequences of economic reform and they have not led to full-fledged "economic
and social pacts" reflecting a genuine association of all parties in the elaboration
of long-term economic and social strategies.32 There is certainly much truth in
these statements. However, even in Western Europe tripartite consultations and
negotiations are far from free of such problems, even though they are less serious.
More importantly, in spite of their limitations, tripartite consultations and negotiations
have undoubtedly made an important and perhaps indispensable contribution to
the transformation process in Central and Eastern Europe by giving it a minimal social
dimension and thereby ensuring a minimum of social peace. They will most probably
have to play a similar role in the future and every effort should therefore be made to
improve their effectiveness.
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4 PART FOUR

Industrialized countries

Unemployment in the industrialized countries:
A descriptive analysis

Unemployment began to rise in the industrialized countries following the
first oil shock. when the rate of growth of economic activity dropped by half. Only
Japan and the EFTA countries' (Austria, Finland, Norway, Sweden and Switzerland)
escaped this trend (see figure 10). During the successive two decades unemployment
has risen regularly in the European Community, apart from the period 1986-90. but
has fluctuated in the United States and has risen sharply in the EFTA countries since
the end of the 1980s.

A country-by-country comparison of trends in the various factors accounting
for unemployment is instructive in several respects. First. economic growth has
been on the whole similar throughout the industrialized countries between 1974 and
1994. In the United States and EFTA the maintenance or restoration of employment
has been obtained by means differing widely from one country to another. Within
EFTA, the relatively low increase in the active population has been largely absorbed
by an increase in public employment. In the United States new jobs have been
created at a fairly lively rate, admittedly at the cost of labour productivity gains.'
The substantial and lasting increase in unemployment in the countries of the Euro-
pean Community also masks very different realities. The reversal of migratory flows,
which were considerable in the 1960s between southern ( Italy, Spain, Portugal. Greece
and, at least according to a "miuration ranking-, Ireland) and northern Europe has
played a major role in the context of a persistent slow-down of economic growth. Given
the sustained increase in the active population. the creation of jobs in the countries
of southern Europe. despite the fact that it was more rapid than in the 1960s. has
not sufficed to maintain full employment. On the other hand, in the countries of
northern Europe the increase in the active population has been more moderate, but
since productivity gains have remained substantial, few jobs or none at all have
been created during the last 20 years.

Finally, while unemployment has fluctuated at around 6 per cent in the United
States since tht -arly 1960s and has remained virtually unchanged in Japan. the
picture is very ditkrent in Europe. Three periods may be distinguished:

between 1974 and 1985 unemployment grew markedly in the countries of
the European Community following each of the recessions caused by the oil
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Figure 10
Unemployment rate, industrialized countries, 1960-94 (percentage)
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shocks, although it did not drop during the intervening upturns; it remained
remarkably stable in the EFTA countries;

from 1986 to 1990 the marked drop in unemployment in the Community may
be attributed to the economic recovery which followed the oil counter-shock,
creating many jobs as the rate of growth of the active population slowed down;

finally, during the period 1990-94, the general recession affecting the whole of
Europe nullified all the improvements on the labour market front during the
preceding period: in 1994 unemployment returned to its 1985 levels, and even
exceeded them, in most European countries; under the simultaneous effect of
the slump in the former USSR, which essentially affected Finland, the deep and
lasting economic recession in Sweden (where the situation has been described
as a crisis comparable to that of the 1930s) and the Norwegian and Swiss
recessions, unemployment rose sharply in EFTA.

Demographic growth and trends in rates of activity

Despite the slow-down in demomphic growth, the rate of growth of the active
population generally remained high in the 1970s and until the middle of the 1980s (see
figure 11), under the simultaneous effect of:

Figure 11
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the increase in the population of working age, as the postwar "baby boom"'
generation reached working age and the age pyramid become distorted owinz,
to a drop in fertility;

the shifts in migratory flows in Ireland and the countries of southern Europe;

the rise in rates of activity in North America and to a lesser extent in
Scandinavia.

Since the middle of the 1980s the growth of the active populai ion has con-
siderably slowed down owing to the repercussions of the drop in the birth rate at the
end of the 1970s on young people who are of working age today. Only in Germany,
because of reunification and the massive immigration from countries of Eastern
Europe, and in certain countries where there has been a sharp rise in activity rates
( Austria, Netherlands, Spain, Switzerland) has there been an acceleration of the rate
of growth of labour supply in the last decade. For the whole of the European Union
the growth in the active population has speeded up because of the numerical effect
of the incorporation of the eastern part of Germany; if no account is taken of this,
however, labour supply is diminishing in the European Union. The phenomenon is
even more marked in Scandinavia. where the active population is growing smaller. The
1990s will see a generally marked slow-down in the number of entrants to the labour
market and an ageing of the active population throughout the industrialized countries.

For the whole of the period 1974-94. it is in the United States and Canada that
the growth of the active population has been the most marked, reaching two per
cent a year. In the countries of southern Europe and Ireland growth has reached 0.8 to
1.3 per cent a year, owing to the reversal of migratory flows, whereas in the northern
countries of the European Union, where a rise in female rates of activity has been
offset by more extended periods of education and the reduction of the rate of activity
through early retirement, the rise has been only 0.4 to 0.6 per cent a year. In some
countries, such as France, the trends in activity rates have had a clearly negative impact
on thc growth of the active popwation. partly because of the series of mersures taken

to directly affect labour supply (1engt1,..,:ing of the period of education, development
of early retirement schemes, etc.) in a context of persistent unemployment. The most
favourable trend in the active population has been noted in the EFTA countries, where
a low rate of growth of the population of working age explains the moderate increase
in labour supply despite a slight upward trend in activity rates.

Economic growth and employment

The reduction of growth has had different repercussions on employment
depending on the degree to which it has been offset by a slow-down in productivity
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gains. Certain countries have succeeded in maintaining or sometimes speeding up
the rate of job-creation at the cost of productivity gains. Generally speaking, the
European countries, including EFTA, benefited considerably from the cycle of
expansion which followed the oil counter-shock, but the jobs created at that time were
entirely offset by the job losses caused by the recession of the early 1990s, so that
employment has generally risen only a little in Europe since the first oil shock.

The slow-down in asowth that followed the first oil shock had different effects
on the industrialized countries (see figure 12): it was slight in the United States
( -1.7 percentage points) but more pronounced in the European countries (-2.6 per-
centage points) and particularly in Japan and the southern countries of the European
Community (-5 percentage points). Only in Finland and Norway did the overall rate
of growth remain unchanged. The slow-down was also slight in Ireland.

Figure 12.

Gross domestic product, industrialized countries (average annual growth rate, percentage)
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The employment impact of this slow-down of growth has differed widely from
one country to another to the extent to which it has been largely, and sometimes
entirely, offset by a slow-down in productiN ity gains. In the United States, the EFTA
countries, the Netherlands, Ireland and, to a lesser extent, Japan, the slackening in
productivity has completely offset the slow-down in growth so that jobs have
continued to he created at the same rate as in the 1960s (see figure 13). In the northern
countries of the European Community and Switzerland, on the other hand, despite
the slackening in productix ity, there was a marked drop in employment growth. In
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the southern countries of the European Community and Swedcn employment creation

was speeded up while growth declined. The fall in productivity was marked. A clear
distinction thus appears between the different economic zones: while employment
creation remained steady in both the United States and the EFTA coultries, it was

slight in the countries of the European Union throughout the period.

Figure 13
Employment, Industrialized countries (average annual growth rate, percentage)
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EFTA minus Finland

In most of the OECD countries the rate of employment creation between 1985

and 1990 returned to that of the 1960s, although growth remained lower by about two

percentage points. Employment creation was particularly vigorous in the European
Community owing to the economic upturn that followed the oil counter-shock and

above all because productivity t4rew only slightly.
The United States, which entered the recession earlier than its European

'partners, has continued to enjoy a steady resumption of activity the liveliest for

ten years since 1992: this was accompanied by a high level of employment

creation. On the other hand, the recession which affected European economies at the

beginning of the 1990s. and which in some cases has reached an extent unequalled

since the Second World War, has affected employment all the more seriously in that

productivity increases have been simultaneously maintained at high levels. Moreover.

the EFTA countries have been affected by job losses, contrary to their previous

experience: the recession has been deep and lasting in Norway. and above all in

Sweden. where the growth of GDP has been negative for three consecutive years.

4 I
'
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Given the widespread economic slump and its unfavourable repercussions on
public finances, it has no longer been possible, as before, to make up for the loss
of jobs in the private sector by creating jobs in the public sector. the more so as
Sweden is at present formally engaged in bringing its macroeconomic performance
(in terms of inflation, balance of public accounts and public debt) into line with
those of the countries of the European Community, with a view to its participation
in the Union.

The foregoing analyses make it possible to draw up a clear classification of
unemployment trends for four zones.

In the United States the return to low unemployment after the second oil shock
was made possible by maintaining a high level of employment creation despite a
persistent slow-down in 2rowth. On the other hand, productivity inins in the
American economy declined markedly; the impact of demography on labour supply
was substantial and was reinforced by the highest rise in the activity rate among the
industrialized countries (over ten percentage points between 1974 and 1994). A study
of working time shows that this has become considerably longer; thus the United States
has not only had more persons at work, but these persons have also worked longer
hours, which may seem like a dual feat of performance in the context of a persistently
weak rate of growth.

Within the countries of the European Community. a distinction should be
made between those of the north and those of the south. Because of the reversal of
mitzratory flows in the early 1970s the countries of southern Europe have experienced
a far higher rate of growth of the active population than those of northern Europe.
Nevertheless, unemployment rose in both groups of countries. Whereas employment
creation speeded up in southern Europe but insufficiently given the growth of
labour supply very few jobs were created in northern Europe, which recorded
the highest productivity gains in the industrialized countries with the exception of
Japan.

The EFTA countries have long been admired for their excellent performance
as regards unemployment, which rose only very slightly throughout the turbulent
years of the oil shocks. Apart from favourable demographic trends due to a drop in
fertility. Sweden and Austria have almost entirely absorbed the major reduction in
growth by an equivalent fall of productivity. But unlike the United States, where
employment creation appeared spontaneously in the private sector, employment has
been maintained in Sweden by active employment support policies, essentially by
creating public employment and almost systematically integating the unemployed
into training or "special works- programmes financed by the State. In the case of
Switzerland the regulation of labour supply by immigration has been a major
instrument for maintaining full employment.

Finally, in Japan, the reduction in grow th has been considerable but has been
completely offset by a reduction in productivity. especially in the tertiary sector.
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As stressed in the previous paragraphs, the greater or lesser degree of success

in combating unemployment in the industrialized countries is largely dependent on

the different ways in which slower growth has been absorbed by reduced produc-

tivity. The countries which returned to low unemployment or maintained it after the

oil shocks did so at the cost of productivity gains and hence incomes. Growth which

produces more employment is less effective in improving individual incomes: to

maintain a stable rate of inflation the sharing of arowth between wage bilis and
profits must remain constant, which means that real wages must increase along with

labour productivity.
Thus the United States has created more employment in proportion to growth

than the countries of the European Community, but this has implied a smaller increase

in real wages compatible with productivity gains (see figure 14). Many low-paid and

often precarious jobs have made their appearance, mainly in the services sector. In

the European Community. on the other hand, higher productivity gains have been
associated with higher wage increases: the price of this has been the lasting exclusion

from the labour market of a large and growing segment of the population. Seen from

this angle the persistence of unemployment in Europe compared with fluctuations
in the American unemployment rate seems due merely to ways of sharing rates of

growth that are too weak to ensure both full employment and an increase in real

Flgure 14
Real wages and lahour productivity, industrialized countries, 1974-94 (average annual growth rate,1974-94, percentage)
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incomes: there is some justification for setting the concept of persistent unemploy-
ment in Europe against persistently stagnating incomes in the United States (or even
,ecreasing incomes at certain times and among certain groups of workers). In the long

run, the dilemma would appear to be to choose between two "forms of poverty".3
Sweden has also created more jobs at the cost of productivity but seems to

have escaped this dilemma, at least for the time being. Although a slight increase in
productivity has indeed been accompanied by a reduction in gains in the purchasing
power of wages, it has also been accompanied by persistent inflationary pressures
which were corrected in the early 1980s by major devaluations. Thc main difference
from the American ease is undoubtedly the fact that, thanks to a strong egalitarian
tradition, wage austerity has not been accompanied by an increase in the wage spread
and has thus not affected the lowest wages.

In rather simplified terms, we may define three different ways of responding
to inadequate growth:

the American model: sharing low incomes by giving jobs to a large part of the
labour force at the risk of creating a whole class of working poor:

the Scandinavian model: guaranteeing employment for all under satisfactory
conditions by creating employment in the public sector, at the risk of building
up inflationary pressures and depleting public finances;

the European model: protecting the incomes and working conditions of those
who are in employment by reserving for them all the benefits of growth and
ensuring decent incomes, through the costly unemployment benefit system, for
a large and still increasing pool of unemployed.

Causes of rising unemployment

Economic policies and growth

The most obvious sign of the failure of the three models. American. European
and Scandinavian, is their management of economic growth sirce 1973. Growth
no longer offers a simultaneous assurance of full employment and a satisfactory
improvement of incomes, conditions of work and standards of living for all.

difteront !II economic grov:tl:

But why has growth been shared so differently in Europe and in the United
States? There are two schools of thought. The first aruues that the higher share
of growth attributed to incomes in Europe is the result of strong rigidities in the
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European labour market, which have prevented wages from decreasing, even in the

presence of a high and:or rising unemployment rate. This kept real wages above their
"market clearing level", that is, the level which would have allowed the creation

of employment until full employment was reached; this, in turn, was responsible for

the persistence of unemployment. The arguments related to the presence and the
effects of rn,,,idities in the labour market on employment will be discussed in the

second section of this part of the report. An alternative view, presented in the fol-
lowing paragraphs, is that since employment has proved to be relatively inelastic to

changes in real wages, the persistence of unemployment cannot be related to any
kind of wage rigidity in the labour market. Instead, the different sharing of growth

in the two continents is mainly explained by different trends in exogenous labour

productivity. In the mid-1970s, levels of productivity and standards of living in the
United States were markedly higher than those noted in Europe. The maintenance of
hider productivity gains in Europe since that time is linked to the need to continue

to catch up with American standards. The difference in technological progress
between the United States and European countries, with the latter lagging behind,

was important, and the constant introduction of more productive and capital-intonsive
technologies was continuing to .4.enerate labour productivity gains in Europe while

these gains had to a large extent been exhausted in the United States. European labour
productivity gains were, however, largely exogenous. Therefore, with higher labour

productivity growth, European Countries would have needed a higher CCOilonliC growth

than the United States to inabltain the some employment gromh, the latter being
will-et! to preserve/id! emp@rment.

It would seen-i that the facts do not support the thesis that the persistence of
unemployment in Europe is due mainly to the existence of rigidities in the European

labour market. The rise of unemployment in Europe was essentially concentrated in

periods of stagnating activity (particularly 1980-84). Whenever growth again became

vigorous, unemployment dropped sharply (1986-90). The medium-term persistence
of unemployment in Europe does not therefbre appear to be a phenomenon linked
primarily to labour market rigidities, but is the outcome of a persistent inadequacy of

economic activity over the previous twenty years.
Why has growth been persistently inadequate? Does the blame lie with the

restrictive orientation of economic policies?

thf7

The appearance of unemployment is essentially linked with a break in the
rhythm of growth in industrialized countries in the early I 970s. As emphasized by

Muet,4 the conditions that had permitted 30 years of balanced growth underwent

an upheaval: the inflationary trends linked with the cycle of expansion at the end of
the 1960s caused major disruptions in foreign exchange markets and the fall of the
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Bretton \kbods system: in this context. the first oil shock was of a dual nature,
affecting demand by the massive transfer of income from industrialized countries
to oil-producing countries, and supply by the rise in production costs induced by
the change in the price of energy. Governments had never faced such a shock, which
entailed a sharp decline in GDP growth simultaneously with a sudden increase in
inflation, while external and government balances deteriorated. They reacted with
expansionary budgetary policies and easy money policies. The result was a rapid return
to sustained growth (although the rate was less than half' that of the previous decade)
but with persistent inflation.

In this context of growing disequilibria, economic policy reactions were
very different following the second oil shock: the struggle against inflation and the
re-establishment of the profit margins of enterprises became of prime importance:
American monetary policy became testrictive and the rise in interest rates rapidly
spread to the European countries. A wide divergence between budgetary policies in
the United States and Europe then emerged: whereas increased public expenditure and
reduced taxes combined to support activity in the United States, budgetary policies
remained neutral or became highly restrictive in Europe (see box I ). The result was a
return to high growth in the United States whereas growth remained slow in Europe.

It was not until the latter half of the 1980s, as a result of the oil counter-shock
and the relaxation of monetary policies following the stock exchange crash of' 1987.
that growth picked up again in Europe, enabling it to catch up with the United States
and make up for the delay accumulated at the beginning of the decade. In the early
1990s the end of the cycle of expansion in the Uni.:ed States. the drop in investment
in Europe, the rise in household savings and the German recession which followed the
boom of reunification, combined with highly restrictive monetary policies, gradually
pushed Europe into recession. The American economy, under the impetus of the broad
relaxation of monetary policy, in 1992-93 made its strongest recovery in ten .lears.

A ; g h and fasting cost of disinflation?

The strong and persistent inflationary pressures which followed the first oil
shock were at the origin ofthe tight budgetary and monetary policies of the early 1980s.
Disinflation was. however, achieved by different means in the United States and Europe.
High interest rates and appropriate exchange rate policies have played an important
role, but as far as achie\ ing disinflation through wages was concerned, the channels
have been very different. It was "paid for- directly by the wage-earners in the United
States. who saw a sharp drop in their real wages in the first half of the 1980s. In Europe.
disinflation was rendered possible. indirectly, by the maintenance of a high level of
unemployment.

Theoretically, the unemployment cost or disinflation should have been only
transitory.' The economic system should have spontaneously returned to the equi-
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librium rate of unemployment, which is the rate compatible with stable inflation, called
the NAIRU (non-accelerating inflation rate of unemployment).6 But the reality shows
that even once the disinflation process was achieved, unemployment remained high,
and that the unemployment cost of disinflation was felt fbr a long time. This fact
has been ascribed to both the increase in and the slowness of the adjustment process

to the NAIRU: once disinflation strategies have moved unemployment above the
NAIRU, it takes a long time for it to decline. The traditional labour market analysis
explains both phenomena by various rigidities specific to the labour market, which
should be removed in order to restore the equilibrating mechanisms. However, an
alternative explanation, which seems more pertinent and appears to fit better with the
empirical evidence, argues that the factors external to the labour market have played
the major role.

The view developed in this report assumes that the increase in the MINI
is only temporary. The influence of institutions is not rejected but their role is con-
sidered to be secondary and to have sometimes had ambiguous effects on wage
moderation.- According to this view, the inc-ease in the NAIRU is linked more to the
terms of trade shocks induced by the oil shocks, and to the reduction in productivity

caused by slower economic growth. It is thus largely endogenous to low growth
and due to transitory supply shocks, but not structural and not due to specific labour
market rigidities. Therefore, the NAIRU can be reduced through economic policies:
an adequate macro-policy can reduce the terms of trade effect generated by an oil
shock; sustaining growth or achieving increased wage moderation would also lower
the NAIRU.

As far as the return of unemployment toward the MINI is concerned, the
flexibility of prices and wages should allow the economy to return spontaneously
to the NAIRU in the absence of any shock external to the labour market. If in-
employment is higher than the NAIRU, real wages decline. At this point, however,
views begin to differ on the channels through which the economy should return to the
NA IRU. In a partial equilibrium analysis of the labour market, a decrease in real wages
directly boosts employment until the unemployment rate returns to the NAIRU. This
analysis does not allow the impact of shocks in, or feedbacks from, the rest of the
economy to be taken into account!' In the macroeconomic framework used in this

part of the Report. a decrease in real wages allows for increases in competitiveness
and profits, which generate additional exports and investment and thus growth and
employment until the NAIRU is leached. The direct influence of labour costs on
employment remains weak and has to be complemented by general macroeconomic
interactions. This explanation of the slowness of the return to the NAIRU is thus quite
different from that in the partial equilibrium analysis of labour markets.

According to the macroeconomic explanation. the return to the NA IRU in an

open economy operates through the deflationary process which improves compet-
itiveness. But the decrease in real wages will not bring about these gains in com-
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petitiveness if it is implemented simultaneously in all countries. In addition, losses
in the purchasing power of household incomes can counter the positive effect on
growth of the increase in profits and competitiveness. So the equilibrating mechanism
of. the Phillips curve is not sufficient in an open economy to permit a return to the
.VAIRU. Macroeconomic policy is thus required. The need for such an intervention is
reinforced by the fact that the macro environment has been largely unfavourable to
growth, and thus to employment, because of inadequate macroeconomic policies
and:or an inadequate functioning of the institutions determining the formation of
interest rates and exchange rates. From this perspective, therefore, labour market
problems are onfr a consequence ofa malfUnctioning in the economy. As such, the
partial equilibrium analysis of labour markets appears too limiting: the decrease in
real wages may not be sufficient to bring about a return to the NAIRU if mechanisms
external to the labour market are taken into account. This comes from the fact that the
demand for labour strongly depends on the expectations of production but remains
quite inelastic to changes in real wages.

The lack of coordination and the defIationarv bias of economic
policies in Europe

The otilanization of economic policy in Europe since the end of the 1970s
ha largely been determined by the existence of the European Monetary System
(EMS ). Initially perceived as a mechanism to stabilize fluctuations in the exchange
rates ber.-Pen European countries, and thus as a factor of integration of their econ-
omies, since 1980 the EMS has become a major instrument of anti-inflationary
policy throudi the external constraints it imposes on the internal partners, both wage-
earners and enterprises, with a view to keeping inflation under control and given
the doubtful efficacy of devaluations. Thus, the relinquishment of monetary auto-
nomy has been justified by the advantages of anchoring, currencies to the mark and
the convergence towards the German model of low inflation.

Monetary policy has thus been dictated by the German objectives of low
inflation and in this sense has been tight. But budgetary policy has also suffered heavy
constraints. No single country. when its economy is as open as those of Europe. can
allow itselfto practise an expansionist budgetary policy on its own. When interest rates
are high, the cost to the budget is too heavy, the more so as the reflationary effect
of budgetary stimulation is largely reduced by the high degree of interdependence of
the European economies. The coordination of budgetary policies is thus essential.
1 lowever, not only has no institutional mechanism been established to ensure this
coordination, but it has been rendered still more complicated by the independence of
the Bundesbank and the high level of interest rates. Now, in open economies, lack of
coordination has a strong deflationary bias: no country has an interest in stimulating
recovery, since the multiplier effect is largely attenuated by thc effect of displacement
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Box 1. The impact of budgetary poPcies in
Europe and the United States since 1970

The impact of budgetary policy is traditionally
measured by the arian on in the balance of public
accounts corrected for the effects of the economic
situation, w hich is also known as the structural
balance. It is necessary to compare the variation in
the oserall balance of the effects of automatic sta-
bilimrs, a rise in tax receipts and a reduction in
benefits. particularly unemployment benefits, during
a period of reco ery, in order to isolate the purely
discretionary i.e. deliberate orientation of econ-
omic policy. The OF.CD calculates the following
structural deficits, w hich we shall adopt here: an
improvement of 1 percentage point of GDP in the
structural balance means that the ex ante restrict k e
effect of the w hole series of discretionary measures
of budgetary policy on economic actis ity has been
of the order of I per cent of GDP.

The calculation of such budgetary indicators
poses many problems, both theoretical and empir-
ii.al. As emphasiied by Sterdyniak, among other
things. should one consider, with OECD. that a
rise in the interest paid on the pW' 'lc debt covers
a deliberately expansionary orientation of econ-
omic policy? Is this expansionary effect not rather
a result, albeit a paradoxical one, of a tightening of
monetary policy, or is it merely the consequence
of high deficits accumulated in the past? For
these reasons we shall examMe two types of in-

dicators of orientation of budgetary policy: the
structural deficit calculated by the ORD and the
primary structural deficit (excluding the debt-
servic ing burden I.

Whatever indicator is adopted. budgetary /4d-
/cies were expansionary in 1970r. Their ori-
entation in succeeding periods is more difficult to
detemiine owing to the increase of the debt-sers icing
burden, which shows the impact of budgetary policy
through the structural balance in a more las ourable

If we take the structural balance as an indicator,
hudixial:r ere relatirelv neutral in Eurve
between 19NO and 1993. the cumulative impact over
this period being somewhat restrictk e, of the order
of I point of GDP. Nevertheless, this neutrality over
a period or 14 years covers shorter period; w here the
impact has been more marked: budgetary policy
would thus have been restrictke between 1980 and
1987. the total impact at that time reaching 2.2 per-
centage points of ODP. finally. owing essentially
to the strong budgetary' stimulus gisen by the
reuni fication of Germany, the cumulatike effect
between 198X and 1993 is sonlew hat positk e, of
the order of 1.2 percentage points of GDP.

On the other hand, if we look at the primary
structural deficit. budgetary polUlec were lar more
re"trtutire in Europe du,.int; the perunl 10m1-93:

by imports. On the other hand, every country benefits from the recoserv of its
neighbour. It is even in its interest to practise a restrictive policy and thus to
"export- its unemployment. Implemented simultaneously, such policies of austerity,
competitive disinflation, redressing current balances or public accounts. and pressures
on wages, have cost Europe dear as far as employment is concerned.

Economic measures have been all the more difficult to coordinate in that
growth requirements differed from one country to another in the 1980s. Growth was,
it is said, "pulled back- in countries approaching full employment: it appears that ill
the only country with low inflation and whose favourable trade balance would easily
have allowed it to play the role of leader in a coordinated recm cry. namely Germany.
unemployment was low and the ageing population appeared rather to fa\ our a
reduction in working time with slower growth than a high rate of growth permitting
a large increase in inconles. German reunification nevertheless put an end to this
state of affairs.



Industrialized countries 143

tiMING111110111011Wililla

Box 1.

the cumulati% e impact was 4.1 percentage points of
( i DP and was concentrated essentially over the years
1 q80-87. The employment cost of such a restrictive
effect is ola iously high.

In the three EFTA countries meutioned in the
table. fiscal policies from 1980-93 v. ere generally
expansionary regardless of the indicator referred
to. but tills was essentially due to the large fiscal
stimulus in 1992-93 ( which had an accumulated
impact of 3.6 percentage points over these two
years). In fact, budgetary policies were particularly
restrictiN e from 1980-87 ( -2.4 percentage points ) and
afterwards generally neutral until 1991.

In the United States, whate% er the indicator
used. budgetary policy was on the whole expan-
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sionary in the period 1980-93. the ex ante cumulative
effect reaching 2.5 percentage points of GDP. But
there were major changes of orientation in budgetary
policy during this period, particularly if we look at
the variations in the primary structural balance: under
the first Reagan presidency the cumulative expan-
sionary effect reached 3.9 percentage points of
GDP. whereas the restrictive effect between 1984
and 1989, a period during w hich an attempt was
made to rebalance public accounts, reached 2.9 per-
ccntage points of GDP. Finally, hem een 1990 and
1993, that is during the period of a marked slow-down
in the economy, budgetary policy on the w:Mle
supported activity, the global impact attaining
2.1 percentage points of GDP.
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Today, although inflation has returned to historically low levels in most Euro-
pean countries, apart from Germany. economic policies continue to be restrictive in
Europe. The struggle against inflation in Germany obliges interest rates to be kept
high. In return, the cc;istraints of indebtedness are severe, so that budgetary policy has
little freedom of manoeuvre. Admittedly, during the 1993 recession, mos, ccuntries
allowed the automatic stabilizers to come into play, so that budgetary policy has played
an expansionary role, at least cyclically. But the commitment of European countries
to observe in the medium term the Maastricht criteria for the adoption of a single
currency inflation within the limit of 2 pet cent above the average of the three coun-
tries with the lowest inflation, public deficit less than 3 per cent of GDP, and public
debt not exceedimi, per cent of GDP obliges them to pursue policies to restore
equilibrium. e\ en when they have already regained a degree of macroeconomic stab-
City (low inflation, healthy' balance of foreign trade), but when their public finances
are still in deficit. ID such countries a restrictive budgetary policy is obviously inad-
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equate, since the level of private savings spontaneously corresponds to the level of
public indebtedness without creating pressures on foreign trade balances or excess
internal demand, and unemployment remains persistently high owing to insufficient

growth.

Labour market regulation

As discussed in the previous section, employment performance varied signi-

ficantly in OECD countries in spite of similar growth rates. In the face of economic
changes broadly shared by most OECD countries over the past two decades, it has

become widely accepted that differences in labour market regulation must play a

central if not the central role in explaining differences in labour market out-
comes. The efficiency of the less regulated United States labour market has been
compared with what has been termed as "Eurosclerosis".)' the overall barriers to
adjustment that the full range of European labour protection e.g. strong unions,
stringent employment protection, the generous provisions of the Welfare State was

argued to produc on employment growth. In the "perilous economic environment of
the past two decades", it has been argued, "a trade-off was positioned between social

protection and economic flexibility..." This section assesses the validity of this view
that labour market rigidity was the main cause of poor employment performance
in Europe. It begins with a review of the evidence with respect to major elements

of labour market regulation that have often been identified as being responsible for

poor employment performance.

rvage Nexibility

Most fundamental to the debate on labour market regulation is the disequi-
librium real wage hypothesis. This asserts that the growth of real wages has ex-
ceeded that which is warranted, whether with respect to the growth of productivity

or some fundamental disturbance resulting in a decline of output and demand. The
existence of such a "wage gap" is said to lower firms' profits, and thus investment.

Excessive wages, it is claimed, first trigger a round of "labour shedding": the persist-

ent failure of wages to adjust then results in labour displacement, since, as Krugman
argues,'2 the reduced amount of capital available to firms would be invested in labour-

saving "capital deepening" rather than in expanding output. Capacity thus shrinks, and

higher levels of unemployment then become consistent with full capacity utilization.

,f; t7:/tope "too tilgti,

Most empirical studies of the growth of real wages since the 1970s yield a

relatively consistent story. In a climate of expanding output and productivity increase
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in the 1960s, real wages grew at high but "warranted" rates. They began to accelerate
in Europe towards the end of that decade and continued to grow throughout the 1970s
in spite of the lower productivity growth and supply shocks of that decade. "Labour's
resistance" to accept the terms of trade reversals brought about by higher energy costs
and, in several countries, the protection of real wages through automatic indexation
mechanisms, have been offered as one explanation.'3 When unemployment rose in the
late 1970s. it could thus be thought of as "classical" in origin;14 excessive real wage
growth outstripped the economy's ability to provide jobs for all who wanted them at
current levels of demand.

Into the 1980s. at lower levels of growth of aggregate output throughout
the OECD arca. both real wages and productivity in European industry continued
to rise. Since wage pressures in Europe may have induced firms to invest in
labour-saving productivity improvements, the magnitude of the wage growth
problem in many European countries in the first half of the 1980s may have been
understated.'5 In the United States, on the other hand, the economy accommod-
ated significant employment growth during the decade. But this was achieved
against a backdrop of stagnant productivity growth, only moderate real wage
growth and, in fact. real-wage decline for large segments of the workforce. The
United States economy appeared to have added jobs at the expense of productivity
and real-wage growth. whereas the trade-off in Europe showed up in higher real
wages and productivity, but rising unemployment in a climate of low aggregate
demand growth.

In the early years of the employment crisis, a significant factor behind
rising unemployment might in part have been the sluggish adjustment of wages. By
the mid-1980s, however, this no longer held true. As Bean records:1' "Real wage gaps
had disappeared in most countries by the mid-1980s, suggesting Keynesian un-
employment," or unemployment caused by inadequate demand, rather than wages
that were too high. With the objective of disinflation, regimes of macroeconomic
policy austerity prevailed in Europe. Countries abandoned automatic wage indexation
mechanisms, and real-wage moderation was such that wages trailed the continued
growth of productivity in Europe. By the end of the decade, labour's share of
value added in the economy had declined to its early 1970s level, and firms' profit
levels had been restored. By the mid-1980s the labour market in much of Europe
had still failed to "clear", but "excessive real-wage 2rowth" no longer appeared
a convincing explanation. This fall in the wage share probably helps explain, at
least in part. why employment expanded so strongly in Europe during the period of
recovery from the mid- to late 1980s. Significantly, however, even by the end of
the decade. European unemployment remained high even before being exacerbated
by renewed recession in the 1990s. This suggests that, despite the apparent absence
of classical unemployment, other factors were causing the persistence of high
unemployment.
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Have industrial relations systems made wages rigid?

The wage-setting institutions of industrial relations have often been identified
as a source of labour market r:gidity. Two main claims have been made: first, that trade
unions through collectie bargaining raise the wages of their members above those of
unorganized workers and, more generally, above those that would prevail in a purely
competitive marketplace for labour; and, second, that trade unions tend to narrow the
wage spread, primarily by raising the wages of their lowest-paid members. It is often
argued that both effects may raise wages above their market-clearing levels, make
them resistant to downward adjustment, thus lowering overall employment, and, by
narrowing wage relativities. concentrate unemployment among workers with the
lowest productiity. Since the speed of labour market adjustment may depend on how
flexibly aggregate and relative wages adjust to change, the OECD has recently argued
that greater labour market competition is desirable- Since it acknowledges that
some restraints on labour market competition are still desirable, very decentralized
industrial relations systcms are advocated as the best solution: "Enterprise bargaining
structures are most likely to combine the benefits associated with competition-
restraining practices without unduly limiting flexible wage formation. As long as
companies are selling their products in competitive markets. there will be lit,le scope
for 'insiders' to raise wages beyond competitive levels." But the evidence for this view

is at best unclear.
A literature comparing "corporatist" and centralized versus -pluralist" and

decentralized forms of interest organization sought to link wage determination with
macroeconomic performance. The observation that some economies had been
better able to adjust wages consistent with the objectives of full employment and

low inflation aroused interest in the institutional conditions under which the macro-
economic impact of wae bargaining could be internalized by bargaining agents.
Attention dwelt on the extent to which wage bargaining was either centralized or co-
ordinated by broad-based and authoritative interest representation groups with
direct or indirect coordination by the State. With data from before the mid-1980s,
a relatively consistent outcome of this literature is that optimal macroeconomic
performance was found to be true of the most corporatist and centralized industrial
relations systems, where the macroeconomic effects of wages on inflation and em-
ployment were internalized by powerful, centralized bargaining agents, or, conversely,
the least corporatist or most decentralized systems where the discipline of market
forces adjusted wages to employment. Countries in the -middle", where powerful

bargaining cartels struck wage bargains at the industry level and where their wage
deals could be legally extended industry-wide, were argued to perform worst of
all. There was little incentive for employers to resist wage increases since their direct

competitors shared the same fate and cost increases could be diffused throughout
the economy in prices. Nor, it was argued, w ere there any incentives for unions to be
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concerned about the employment consequences of any but the industry "insiders-,
their members.

However, several doubts have been expressed over the validity of these con-
clusions: methodological concerns over how the performance of countries should be
ranked with reference to their institutional structures would seem inevitable niven the
inherently qualitative nature of the variables concerned,'N and correlations have thus
rarely been robust or even statistically significant: nor, given the inherent complexity
of industrial relations systems, the variety of paths of systemic adjustment. and the
likelihood that other factors than labour market institutions have a more direct
bearing on macroeconomic outcomes, can one comfortably distinguish the discrete
role of industrial relations structures on prices and employment. Finally, the results
no longer seem to hold good in the 1990s. or at least are far more ambiguous.''
Symptomatic of this, of course, are the problems now faced by the "Swedish model-.
once emblematic of corporatist success. and now saddled with high public-sector
deficits and a sharp rise in unemployment since 1990. There remain serious doubts,
however, as to whether the structure of wage-setting institutions is to blame for this
breakdown.'"

These doubts over corporatist systems of industrial relations do not, however,
prove the opposite case that decentralized systems are better. Union membership
has fallen in many OECD countries over the 1980s and 1990s and "precipitously"21
in the United Kingdom and the United States, countries where decentralization of
bargaining is predominant. In the United Kingdom and New Zealand, labour market
reform has specifically targeted the structures of collective bargaining and trade
unionism with the aim of intensifying labour market competition, lowering labour
costs and increasing employment. A chief characteristic of decentralized industrial
relations settings is that union density rates correspond closely to the coverane rate
of collective bargaining: that is, the outcome of collective bargaining directly affects
only those included in the agreement. (France, on the other hand, has the lowest union
density rate in the OECD. but a very high coverage rate, since collective agreements
are frequently legally extended throughout the economy.) In both the United States
and the United Kingdom wage inequality has widened as union density has declined.
For the United Kingdom, Schmitt" finds that 25 per cent of the rise in wage in-
equality can be attributed to the decline in union density, and others note that the
greatest dispersion occurs in non-unionized firms. The decline of union density
explains a similar share of the rise in wage inequality in the United States." But rising
wage inequality may also feed back negatively on anion density rates by exposing
unionized firms to greater wage competition and hy giving greater incentives to
employers to resist union ornanization. In short, unless novernments would mandate
employee representation at the enterprise level in countries where labour relations
are decentralized ( which is unlikely), the advocacy of enterprise bargaining.
mentioned earlier. seems academic: in no such countries are union members a
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majority of the workforce. The benefits of their "competition-restraining" effect
on the labour market are thus fragile and subject to erosion by greater labour market

competition.
If unions in decentralized industrial relations scIings allow relative wages to

adjust more rapidly than in more centralized ones, then the positive trade-off should
be in employment. In a general sense, the OECD presents evidence that this is the
case,24 although, for the United States, rising wage inequality and strong employment
growth also appear to be associated with rising poverty. The picture for the United
Kingdom should be more revealing, as the deregulation of industrial relations was
explicitly intended to improve the jobs/pay trade-off. The results, however, have not
been uniformly encouraging.25 First, despite the decline in union density and decen-
tralization of bargaining. real wages have increased at a higher rate than productivity
growth. While the union/non-union wage differential has decreased. it has not
increased aggregate employment as predicted. Nor has decentralized bargaining
produced a superior inflationjobs trade-off to more coordinated bargaining. Un-
employment remains stubbornly over 2 million, whereas in the 1950-79 period it
never rose to that figure. Finally, deregulation does not appear to have addressed the
mounting problem of the severe deterioration in the employment prospects for the less
skilled. The record for decentralization and deregulation of industrial relations would
thus seem to be at best a trade-off between employment and inequality. It will also be
interesting to follow closely future developments in New Zealand where industrial
relations have undergone more dramatic reforms than in any other OECD country
through the 1991 Employment Contract Act. It is. however, still too early to attempt
any comprehensive assessment of the impact of these reforms.

The theoretical advantages of open, decentralized competition in labour
markets must ultimately contend with the observation that the world's three most
successful economies, the United States, Japan and Germany, all have vastly different
institutional systems of wage determination, union density, levels of bargaining,
coverage rates of bargaining and patterns of economy-wide coordination. On the one
hand, the minimal conclusion to draw is that such differences simply do not matter in
terms of aggregate employment and other macroeconomic variables. On the other hand,
such differences may indeed matter, and may help to explain the relative success
of such countries as Switzerland and Austria as well. Although the evidence as such
cannot be anything more than indicative, some similar institutional features among
otherwise different economies may have given them relative competitive advantage in
recent years.

First, the United States aside, all of these economies share a relatively
high degree of coordination in their wage bargaining intended to internalize trade-offs
among wages, employment and prices. Significantly. the nature of coordination
in Japan and Switzerland is horizontal across firms and can arguably be called
"employer-driven". If defined solely from the perspective of the predominant locus
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of bargaining, then both countries are "decentralized- systems. Arguably such
systems may further the objective of greater sensitivity to local labour market
conditions, while nevertheless taking an economy-wide perspective on wage devel-
opments.

Second, flexible adjustments in relative wages can occur under widely dif-
fering industrial relations systems. In this context, it is striking that Austria, which
is often at the top of corporatism rankings. is also the country in Western Europe with
the highest inter-industry wage spread. Japan. too, is noted for its economy-wide
earnings inequality (although narrow wage spread at the firm level ). As Freeman and
Katz observe: "Japan has sizable variation in wages across industries, which one
normally associates with decentralized wage setting, but the percentage change in
wages across sectors and firms in Japan is remarkably similar, which suggests a more
centralized wage-setting mechanism.-26 Incomes policies are notoriously diffi alit to
implement and sustain in the most decentralized countries, yet "in the 1970s Japan
rapidly reduced its rate of wage inflation throughout the economy in a way that
would do the most centralized wage-setting system proud-. At the microeconomic
level, the gteater degree of real wage flexibility in Japan was associated with the
widespread practice in major firms of profit-related bonuses, a variable component
of pay that, depending on conditions, could amount to 30 per cent of workers' annual
sal ary.:-

As for Austria. wage bargaining is highly centralized at the industrial branch
level, but, according to one author*"the aim of the wage policy is not redistribution,
either at the macro- or microeconomic level." Rather, while centralized wage bar-
gaining produces roughly uniform nominal wage increases and is based on a con-
sensus on a "constant ratio of wages to national income", considerable latitude is
left for wage drift at the company level. In consequence, "industries with high
productivity growth and strong unions have the highest effective wage increases". The
maintenance of wage relativities and the speed of relative wage adjustment would
therefore not seem antithetical either to the presence of strong unions or to high
degrees of economy-wide coordination. Germany shares at least some of these wage-
setting features, and its record on relatively low youth unemployment has been
associated with both the quality and the design of its vocational training and with its
low apprenticeship wages. But it is alone among OECD countries in seeing its wage
spread actually narrow in the 1980s. Despite its relatively good economic performance
and low level of aggregate unemployment, however. Germany also has a fairly
high share of long-term unemployed. Both Japan and Germany, finally, have well-
deserved reputations for integrating the lower-skilled into jobs through education
and vocational training systems that increase their productivity.

Overall, the conclusion appears to be that a variety of institutional arrange-
ments on national labour markets can cope with the challenges of labour market
adjustment through wage flexibility and allowing relati \ e wages to adjust, while at the
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same time incorporating employment objectives. Thorough decentralization, whether

as the passive outcome of allowing market forces free rein or through conscious
policies of deregulation. may have benefits not considered here, but also hidden
economic costs. If anything, moreover, the evidence above suggests that the co-
ordination of wage policy with macroeconomic objectives remains in some settings
still possible, efficient and superior to atomistic competition.

tv7frhmum wage.r.;

It is often claimed that the existence of minimum wages is associated in theory
and in fact with negative employment effects. H owever, the bulk of empirical evidence.

which is focused on young workers, largely finds these effects to be minimal. Indeed.
recent evidence for the United States finds either that minimum wages have no
effect, can increase labour supply and employment, or were ricgaiivelv correlated to
youth unemployment in the latter half of the 1980s.'" Minimum wages established
through wage councils were eliminated in the United Kingdom in 1993 on the theory
that they negatiely affected job creation. Dickens, Machin and Manning.'" however,

find that the effect of wage council minima on employment was neutral or positive

between 1978 and 1990. The effects of regulating the minimum wage mav be more
substantial as its level approaches average earnings. The Netherlands and France
have relatively high minimum wages. For the Netherlands. van Soest3' finds that the
minimum wage negatively affects both youth and adult employment. Only in France,

however, did the minimum wage rise relative to the average wage during the 1980s.

This rise22 in conjunction with greater efforts to enforce the minimum wage. has been

argued to have contributed to the rise in youth unemployment in France. Others

have estimated the impact of the minimum \'age in France on youth unemployment

to be statistically significant but relatively small and. indeed, far less severe than
earlier assumed, to the point where the desirability of a sub-minimum wage for young

workers can be questioned." No effect of the French minimum wage has been found

on adult employment. u In theory, minimum wages can push all wages up and negat-
ively affect employment, but in the majority of industrialized countries statutory
minimum wages declined relative to average wages in the 1980s." In general, "most
empirical evidence points to rather modest effects [of the minimum wage] on total

equilibrium unemployment-.'"
Many European countries have separate, "sub-minimum- wages for young

workers, which may be appropriate given the special vulnerability that the in-

experienced face in the labour market. While the employment creation effect of
such programmes can be substantial, they must also be evaluated with a view to

determining whether a lower minimum wage for this group or the absence of a

minimum wage altogether would produce substantial substitution effects to the
disadvantage of employed adult workers.'
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In practice. wage floors can be established not only by statutory minima
for adult workers but through industry-wide bargaining and the practice in some
countries for resulting minima to be administratively extended to all workers in
the industry. The OECD argues on theoretical grounds that administrative extension
may reduce competition in the product market and lessen job creation in labour-
intensk e industries by barring potential nek entrants from competing on the basis
of lower wages.'" Workers of relatively low marginal productivity would be
disproportionately affected. But the practice of legal extension does not occur in
a \ acuum, isolated from market forces and, indeed, legal extension is preceded by
bargaining, which itself can resist competitive pressures for only so long. Moremer,
abolishing extension could in some settings undermine the benefits of coordinating
wage movements. This is because extension gives employers incentives to participate
in their respective federations. since bargaining outcomes may unfavourably affect
the unrepresented employer. Extension may thus further the objective of wage
coordination.

C),,'

Another concern over the price of labour relates to the high component of
non-wage labour costs (NWLCs) in total costs in some countries. This arises from
the funding o. social security programmes and other benefit entitlements out of
firms' payroll taxes. It is argue-4 that the high non-wage component of labour costs
drives a "wedge- between the cost of labour to the firm and the wage at w hich
employees would be willing to work. This constitutes a disincentive to hire and,
through its negative impact on relative factor costs, sets in motion the process of the
substitution of capital for labour referred to earlier.

NWLCs vary in proportion to total labour costs across countries. Increases
in N WI. Cs can have negative short-term effects on employment, much the same as
unwarranted wage increases can have. In the long run, "backward-shifting- of
NWLCs onto workers' real earnings for the most part occurs. i.e. workers ultimately
"pay- for longer \ acations through their pay packets. etc. Evidence of this lies in
the fact that countries with similar levels of productivity and similar labour costs
nevertheless show great differences in the share of NWLCs in total labour costs.' The
European Commission4" finds that "the respective shares of labour costs and profits
in value-added are also similar [a- -oss countries] and appear not to be affected to
any great extent by the relatk e importance of employers' contributions in total
labour costs-. Rather, while the total package of remuneration is fixed by the le\ el of
productivity. differences in the composition of that package suggest that workers.
employers and societies have considerable freedom to choose.

Since NWECs are nevertheless an important component of total labour
costs. European employers do percek e them to be a possible disincentiNe to hire.''
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Would, then, a reduction in NWLCs boost employment'? On the one hand, if reducing

them results in a decline in social protection, then it is likely that workers will
endeavour to offset the loss of income through higher wages. On the other hand, since

wages may not immediately citch up, or could be managed through temporary incomes
policies, the European Commission4 argues that the reduction of NWLC's could

be used as a medium-term employment strategy. Moreover, this strategy would be

arguably more effective than reductions in waaes, as a positive employment effect of

the latter might be offset by a decline in consumption.
The NWLCs of workers of low marginal productivity deserve separate dis-

cussion. In nine EU countries the structure of NWLCs is "regressive", which means

that, relative to wage levels, NWLCs represent a disproportionately higher share of

the costs of employing a low-wage worker, since wage floors prevent the backward-

shifting of NWLCs onto these workers. With the absence of such wage floors,

however, the employment/unemployment trade-off would risk increasing the

number of working poor. Since regressive NWLCs may be an additional factor in

"pricing out" the low marginal productivity worker from employment, the scaling

down or elimination of non-wage costs could have a beneficial impact on employ-

ment. This would preserve the institutional impact of wage compression, but stimu-
late the differentials in total labour costs that would emerge in a competitive market.

It would therefore appear that the reform of existing systems of financirm unemploy-

ment and other social security benefits through payroll taxes should be given serious

consideration. Discussion returns to the problem of payroll taxes below, and specific

ideas for reform are evaluated.

!Pi benet:1:7

Apart from the problems arisirm from the fact that they are financed through

payroll taxes, systems of unemployment benefits are often blamed for aggravating the

underlying employment problem through discouraging job search. Unemployment

benefits comprise two components: an insurance component (UI) to which workers

typically contribute and for which eligibility to claim benefits relates to previous

work history; and an assistance component (UA), often means-related and of indef-
inite duration, to which those without work may have access once UI benefits

expire or independently of prior work history. Approximately one-half of OECD

countries have some form of guaranteed income support on these grounds. As for

the structure of Ul, the level (replacement rates) and duration of, and eligibility
for, benefits vary widely among OECD countries. Consequently, in some countries,

such as the United States, only a minority of unemployed persons as defined by

the ILO may actually receive unemployment benefits, whereas in some European

countries all such persons, as well as other categories of those without work, may

receive benefits.
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It is widely agreed that the level of unemployment benefits (i.e. the generosity
of replacement rates) affects the duration of une:nployment spells. Nickell's summary
of the evidence is representative: "Studies indicate that the duration effects are signi-
ficant but small, the general order of magnitude being that a 10 per cent increase
in benefits leads to a 3 per cent rise in the average duration of unemployment
spells.-4 Since the effects, while statistically significant, appear to be small. the
level of benefit payments cannot by itself account for high levels of European un-
employment: observed levels of unemployment are far higher than such estimates
would predict." By implication, reducing replacement rates or raising the "des-
peration- level at which the unmployed must search for jobs would require major
rather than small reductions in generosity of payments.4'

The duration of benefits is also believed to affect the duration of unemploy-
ment. Outflows from unemployment into jobs tend to be "spiked- about the period
when benefit entitlements expire:4' Nickell observes that "those countries where
benefits are available for only a limited period (e.v,. Canada, Norway. Sweden and
United States) have much lower unemployment durations than those countries, such
as Belgium. Germany. the Netherlands and the United Kingdom, where benefits are
effectively payable tbr an indefinite period.-4- Layard also notes "a striking positi\ e
correlation-4\ between duration of benefits and duration of unemployment, as
does the OECD4" in finding a relationship between benefit duration and the
magnitude of long-term unemployment.

For Layard, the real impact of benefit duration on unemployment "is how
unemployment responds after a shock rather than its steady state level-.'" The
existence of unemployment benefits keeps wages from adjusting downwards, and a
variety of "insider outsider- dynamics on both sides ot' the labour market may make
unemployment persist. Disincentive effects ma ,. be greatest for the less educated and
less skilled, whose reservation wages remain higher than market alternatives.`' Long-
lasting and generous unemployment benefits would then affect the composition of
unemployment." a view consistent with the observation that the long-term unemployed
are disproportionately represented by those with the least education or skills or the
least experience. All this suggests that, in addition to reviewing methods by which they
are financed, other aspects of unemployment benefit systems oft*2r fruitful scope for
reform. These issues are taken up in a subsequent section.

Employment security rules or high "firing costs- have often been cited as a
deterrent to lob creation. Such rules are varied and complex.'' but may he thought of
as embodying three considerations. First are rules on prior notification of dismissals:
second arc rules on the procedures governing dismissals, i.e. whom to select and how,
criteria establishing unfair grounds for dismissal: finally, rules govern the amount
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of severance pay to which the dismissed employee is entitled. Regulation on each

often varies with the seniority, age. employment and social status of thc individual

concerned. The case against employment protection is fairly straightforward in
theoretical terms: by making labour a more fixed factor of production, allocative effi-

ciency is argued to be distorted and labour market adjustment slowed; by adding

to the cost of labour, employment protection would constitute a disincentive to hire.
Surveys of European employers record the perception that stringent employ-

ment protection laws impede job creation.'4 High firing costs may induce firms to use

their existing workforce more intensively, and may lower the future demand for
labour as firms substitute capital for it.'" Drawing from data over a 29-year period for

22 countries, for example. Lazear''' finds that employment protection reduces the
employment population ratio, but acknowledges that this finding is very sensitive to

his model's specifications. Wells and Grubb and Wells'- have argued that the extent to

which societies protect full-time jobs of indefinite duration limits the number of such

jobs that an economy can produce.
Do theory and perception match actual outcomes on the labour market? A

number of European economics in the 1980s allowed firms to circumvent stringent

employment pro`,ection rules with the objective of job creation. The results have
been mixed. Changes in laws permitting the use of fixed-term contracts in France
increased the number of these contracts, but the removal of administrative approval
for dismissals did not appear to give a substantial boost to hiring; in Germany, the

eased availability of fixed-term contracts appeared to alter hiring behaviour hardly

at a1l. When Spain relaxed the terms under which firms could hire workers on a

temporary basis, job creation rebounded. In fact, the majority of jobs created in Spain

since 1987 have been temporary jobs; but a disproportionate share of those entering

unemployment has also been accounted for by temporary workers whose contracts

have expired. There, the greater ease with which firms can circumvent stringent
employment protection laws by hiring on a fixed-term basis has not appeared to have

substantially lowered unemployment. The Spanish unemployment rate, for example.

continues to be at the top of the European league.
Why does employment protection not appear substantially to alter labour

market adjustment? One reason is that adjustment can occur through several different

paths. A review of patterns of labour ad'astment in Belizium, France, Germany and

the United States,''' finds for the three Eu opean countries that employment has indeed

adjusted more slowly to chang-es in output than in the United States. But adjustment

in hours worked is similar across the countries: employment protection has not
significantly altered whether adjustment has occurred to changes in output; rather

it is the adjustment path that has varied specifically, whether adjustment has been
achieved through changes in working time or in the numbers employed. It may he

for this reason i.e. the availability of systemic offsets that employment protection

in some settings is not a major disincentive to hiring.
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The creation of stable. long-term jobs may in any case have little to do with
firina costs. As Dreze araues," the determinants of long-term, "regular" jobs have
mostly to do with the existence of openings and firms' expectations on the stability
of future demand: "If the prospect for continued employment is there, severance pay
(though relevant) is not a major issue. But if the prospect for continued employment
is lacking, then no regular job is at hand, irrespective of the severance pay issue."
Reducing firing costs would "not have a major influence on the supply of regular
jobs". This view is consistent with the observation of a high rate of employment
creation in Europe following the economic upturn of I Ws6.

However, while employment protection may not be a significant deterrent to
labour hiring and may not foreclose adjustment, it could still cause slower adjustments.
If firing costs make firms slow to hire in an upturn, they may also make them slow
to shed labour in a downturn. Thus, the impact of employment protection may be to
reduce the volatility of employment fluctuations over the cycle, while leaving
overall employment relatively unchanged. Labour is hoarded in a downturn, and job
creation may be slower to rebound as business conditions improve,61 a view that seems
to fit the dynamics of European unemployment.

In fact, the dual effect of labour hoarding and slower hiring may actually
be to raise total employment over the cycle more than would occur in environments
where employment protection is weak.62 As Bean observes, this employment effect
would be even more substantial if it were plausible to assume that employees trade
off areater employment protection for lower wages, as they may do over the
lona run or at a specific moment in time, as during "concession bargaining" in
the United States, or in conjunction with considerable wage flexibility, as in Japan,
or by adjusting both wages and working time to the objective of employment

In sum, theory and perception may exaggerate the inflexibility of employment
protection. As the McKinsey Global Institute rccentl) concluded: "While many
employers complained about inflexibility in interviews, the evidence showed when
companies were forced to react to dramatic changes in the market place, they were
able to overcome these barriers. The transaction costs of hiring and firing play a
relatively minor role...b4

If labour is still shed in Europe when necessary. is the process of labour
market reallocation any diffrent qui in settings with minimal firing costs? How
quickly employment adjusts out ofdcylinina sectors and into expanding ones is araued
to be important, since slow adjustment may lower the economy's growth of output
and productivity.6' Burgess considered the effect of employment protection on
employment reallocation in ten OECD countries and for 20 two-digit industries
(International Standard Classification of Occupations) within each. Differences in
employment protection did seem to influence the speed of reallocatim: labour in the
predicted way. but he finds the evidence to be neither "particularly strong" nor
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"compelling". The McKinsey Global Institute"' found the evidence even less
compelling: More "trial and error" and weaker employment security in the United
States do not seem to determine greater hiring there, relative to Europe. "Overall
flexibility of the European economy does not seem to lag behind the US in terms of
total gross job creation and destruction." Similarities in patterns of labour reallocation
have also been found by the OECD, and, for the United States and Canada, by
Baldwin. Dunne and Haltiwanger, irrespective of differences in firing costs.6'

SL;'7:,?()

The foregoing review of evidence on the impact of key aspects of labour
market regulation on employment suggests that it is far from clear that labour market
rigidities are the major cause of high unemployment. It follows from this that it is
by no means obvious that labour market deregulation is the solution for high
unemployment.

The prominence that the reform of labour market regulation retains in high-
level policy circles makes it important to know whether labour market regulations
are merely "downstream" mechanisms that produce different labour market outcomes,

or whether they are part of the underlying "upstream" causes of those outcomes.
Depending upon which view is correct, reform can be expected to have a long-term
and salutary impact on labour market performance or merely exchange one set of
problems for another.

Our reading of the evidence suggests that labour market regulations have
not been part of the underlying causes of labour market performance problems.
Whatever their regulatory patterns, signs of fragility appear in all OECD labour
ifiarkets in the mid- I 990s. In settinas such as the United States, where rules do
not impede a variety of adjustment paths, fragility takes the form of widening
income distribution and rising poverty, or concerns over employment security or a
"core" of stable jobs set against a periphery of precarious employment. In the
more regulated settings of many European countries employment may be stable
or secure for those who have jobs inflows into unemployment arc lower hut a
significant share of the labour force may be excluded from employment altogether,
or channelled into the secondary labour market of temporary, fixed-term or even
concealed work. Over two decades of turbulence and change. no OECD labour
market has remained unaffected: labour market pet:la/mance has deteriorafrd
when compared with the stable ellyinMIllent of grOlith that prevailed until 1970.
And this deterioration has occurred irrespective of diljiyences in 101)0111' mnrket

regulation. If employment creation but rising inequality on one side of the Atlantic
and high unemployment on the other are two sides of the same coin, this would
suggest something more fundamental behind poor labour market performance.
whereas differences in labour market rules might account for different patterns of
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inadequacy. In this sense, and as has been argued in previous ILO work on labour
market flexibility, the "unemployment rate" alone is an inadequate measure of labour
market performance as it fails to capture the full range and variety of labour market
slack."

The foregoing discussion has also shown that some evidence supports the view
that iabour market rules may plausibly contribute to the persistence of unemployment
and displace employment at the lower end of tile earnings scale. But, even without
consideration of their benefits, that the costs of labour market rules are in any
major way a barrier to labour market performance is far from convincing. From the
foregoing evidence it cannot be said that the level of wages continues to be a sig-
nificant problem and, indeed, their reduction would only have a meagre impact on
unemployment. Nor do statutory minimum wages appear in any general sense to
affect aggregate unemployment. Some relatively institutionalized countries where
wages are coordinated beyond the level of the firm do not appear to have performed
poorly. Modern labour market theories of "efficiency wages", "implied contracts",
or "norm-guided" labour market behaviour° furthermore suggest that there are
good reasons why wages do not clear the labour market in the first place, quite
independently of explicit or formal mechanisms of rigidity. Recent empirical evidence
for many countries suggests that, irrespective of the presence of trade unions or
other formal regulation, wages across countries only marginally adjust to changes in
unemployment, and not in a way that would s '-!ar the market.'"

Employment protection rules do not convincingly seem a barrier to hiring or
firing. If rigidity in European labour markets is a problem of the magnitude that many
have suggested, how could the European Union countries have added 17 million jobs
during the upturn of the late 1980s more than were added by the United States over
the equivalent period? Nor can the level of unemployment benefits account for
high unemployment, and there are, moreover, problems of timing: why was European
unemployment lower and United States unemployment higher in the 1960s when
differences in labour market regulation between both sides of the Atlantic were
prevalent then as now? Why has high unemployment persisted despite the declining
power of trade unions and changes since the 1980s in many European countries which
weakened labour market regulation? It could of course be argued that deregulatory
changes have not proceeded fast or far enough, but there are also clearly other factors
behind poor labour market performance.

"If the cause of persistent unemployment among European countries was
similar to the cause of rising inequality in the United States, then the key policy
issue is not labour market flexibility. Rather, the issue is international shifts in trade,
employment and technology, which were manifested in different ways in different
economies".- But, in addition to the labour market, thcrc may be other regulatory
spheres situated between thes- broad trends and their downstream consequences on
employment.
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A recent study targets the product rather than the labour market, and
mokes two central observations on the relationship between reguLation and job
creation.'2 Hrst, it finds that a number of anti-competitive regulations in European
product markets ranging from restrictions on opening or operating hours, to
zoning laws, and to a variety of other regulatory barriers to entry are found to impede

employment creation. Second, it is primarily anti-competitive product market
regulation which works against job creation not labour market regulation. Relative
to job creation, labour market "rigidities" are found by and large to play a "rel-
atively minor" role, confined in most instances to the lower end of the earnings
distribution, and rarely constitute "binding constraints". While, in the logic of
some observers, the message of deregulation would extend to all markets, with
product-market and labour-market deregulaion proceeding hand-in-hand, the main
implication of the McKinsey study is that the matter of labour market regulation
may be wrongly conflated with problems in another regulatory sphere: "Deregulation
in the labour market will ... lead to a higher number of' low skill, low wage jobs.
Deregulation in the product market, however, will lead to job creation across the
board"."3

This debate over labour market regulation is, however, not simply an academic
one but has implications for the reform of existing labour market regulation. Some
concrete proposals for reform are in fact on the current policy agenda in se\ eral
countries. It is important that the social partners be involved not only in the general
debate On these proposals but also in the actual formulation of new regulations. Social
concertation in this area will be essential for arriving at a harmonious balance between
the competing demands of economic efficiency and social protection.

Reducing unemployment

Macroeconomic policies

Mass unemployment has affected essentially thc countries of the European
Community for two decades. In the United States the nature of the problem is
different: the economy fluctuates cyclically around a NAIRU of about 6 per cent. The
problem is not so much to create more jobs as to return to a productivity growth rate
enabling the historical rises in American incomes to be restored.

In Etrope the opposite situation prevails: the growth of incomes has remained
satisfactory, and productivity has continued to grow, although at a markedly slower
rate since the t'irst oil shock. but larger and larger numbers of workers are finding
themsek es excluded from the labour market. This section will examine possible
remedies to this endemic plague of European economies.

The case of the former EFTA countries is different. Although its member
States have recently experienced a rise in unemployment, which still ne ertheless

a

low
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remains lower than 6 per cent throughout EFTA. excluding Finland, they do not
for the time being have to face unemployment of the same kind as the countries of
the European Community. They have experienced neither long-term unemployment
nor massive unemployment of youth and less qualified persons. Nevertheless, there
exists the risk that this cyclical unemployment will gradually become transformed
into structural unemployment. Sweden. for example. has always managed to maintain
a low rate of unemployment by takina the unemployed into public employment.
training proarammes, youth measures. subsidized employment and relief work. If
this policy were to be discontinued under a strategy of reducing the public deficit in
the medium term, for example. unemployment might become persistent and even
increase rapidly if future recovery were not sufficiently vigorous. The debate on the
solutions to the problem of persistent unemployment might thus become a topical
one in Northern Europe.

The grotA.th necessary to return to full employment

In the absence of any major external shock, and assuming that present
economic policies will be maintained, the prospects as regards unemployment as
projected in the long-term scenarios constructed by various organizations. such as the
OECD and the Ohservatoir e francais des conjonctures ccononlicpws (OFCE , are
gloomy: growth is far from adequate to bring Ldrope back to full employment.
The MIMOSA lona-term scenario came to the conclusion that most countries are
hampered by severe macroeconomic constraints: inflationary pressures due to low
productivity aains in thc United States, absence of marains in the budgets of most
countries due to a large backloa of public debt and high rates of real interest com-
pared with the growth rate. Long-term interest rates remain high even where
easy money policies have been adopted, because of their formation on financial
markets independently of the level of short-term rates and the low level of inflation.
Moreover, these constraints are mutually reinforcing in a highly interdependent
world. The growth of consumption is held back by that of wages and by persistent
unemployment. Since demand is weak, investment by enterprises is low. In the
absence of suitable economic policies "the secret of growth seems to have been
lost.--4

Table 21 shows that unemployment is above all a problem for European
countries. Only Austria. Iceland, Japan, Norway, Portugal. Switzerland and the
United States should have, according to OECD forecasts, unemployment rates lower
than 7 per cent in I 9)5. Countric ,,.uch as \ ustria. Belgium, Canada. Finland and
Ireland would need a growth rate of more than 4 per cent in order to return to an un-
employment rate of 5 per cent by the year 2000. Certain European countries, such as
Denmark. Greece, the Netherlands and Portugal, would need a growth rate of the
order of 3 to 3.5 per cent.
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A key element in solving the problem of high unemployment is thus policies

to raise rates of economic growth. The possible contribution of expansionary macro-
economic policies to achieving this will first be discussed. This will be followed by

a discussion of longer-term growth strategies.

Me "'COOP for ekpansfonary macioeconomic policies

Traditionally, three instruments are available for macroeconomic regulation:
the national budget, interest rates and exchange rates. When capital circulates freely,

interest rates and exchange rates arc linked: monetary policy becomes an exchange

rate policy, variations in the interest rate serving as much for macroeconomic regula-

tion as for fixing the level of exchange rates.
The effects of bucNetary and/or monetary stimulation on growth and employ-

ment (see box 2) are well known, even if highly controversial. Policies aimed at
reflating the economy, whether by lowering interest rates or by budgetary stimulation,

are today weakened '-)y two phenomena: the greater openness of economies on the

one hand, and the dereuulation and growing integration of international financial

markets on the other.
The principal mechanisms hindering an expansionary policy are the effect of

displacement by imports and loss of competitiveness consequent on the development



Industrialized countries 1 61

of inflationary pressures. Today these effects tend to be reinforced by the growing
openness of economies. If the multiplier for public expenditure is still fairly high in
relatively closed economies such as that of the United States, it becomes very low. and
even less, for small, open economies. Reflation of the economy, if practised in a single
country, risks engendering an external deficit which may soon become unsustainable
and give rise to heavy financial market speculations on a devaluation of the exchange
rate. France had this unfortunate experience in 1982-83.

On the other hand, coordinated recovery is a way of breaking these constraints.
It offers many advantages:

it limits the effects of displacement by foreign trade (since imports and exports
are stimulated to the same degree and loss of competitiveness is reduced since
all the commercial partners are subject to more or less the same inflationary
pressures) and national external deficits, particularly when coordination
takes place between a group of countries trading intensively with each other
and less with the exterior. Such a group comes close to being a relatively
closed economy; one naturall Iiinks of Europe and particularly of the
European Union;

it reinforces the initial expansionary effect, since each country stimulates the
growth of its trading partners.

Owing to the free circulation of capital. the flexibility of exchange rates and
the integration of international financial markets, long-term interest rates and, to a
lesser extent, exchange rates have run out of control. It is difficult to determine the
factors accounting for trends in long-term interest rates. The latter may depend on
the world supply and demand of capital. They may also depend on anticipated
growth. inflation and public deficits on international markets. Thus, an expansionary
budgetary policy practised without opposition from the Central Bank i.e. using
fixed short-term real interest rates may have unfavourable effects on long-term
interest rates: if financial markets anticipate, rightly or wrongly, that the medium-
term consequences of budgetary stimulation of the economy will take the form of
inflationary pressures causing the Central Bank to react by raising the short-term
interest rates, or that there will be an increase in the budget deficit that will be
difficult for the markets to finance without pressures on the supply of capital. any
reflation of the economy by budgetary means will risk being thwarted by a rise in
interest rates.

The fear that an increase in the budget deficit may result in an increase in
long-term interest rates is linked with a particular interpretation of the operation of
financial markets and macroeconomic equilibrium. If an increase in public sm ings
is to draw off available capital at the world level to such an extent that it results in a
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rise in its price, firstly. this phenomenon must be sufficiently broad in scope (which
is not necessarily the case given the size of international financial markets integrated
at world level); secondly, the economy must be in a position where there is a deficit
in savings accompanied by dynamic investment. If this wele the case, there would be
excess demand on the market ibr goods, which would appear unlikely in a situation
of underemployment and in the absence of inflationary pressures and pressures on
production capacity. On the contrary, the present period of low inflation and large
excess of production capacity would appear to indicate that industrialized countries
are sufferina rather from insufficiency of demand. There is therefore no reason why
an increase in public savings should result in pressures on capital markets, except in
the absence of irrational and self-validating behaviour of financial markets. It would
thus be necessary, in any recovery resulting from an increase in the budget deficit, to
explain to financial markets the temporary and marginal nature of this increase in
public savings and to convince them that the drop in short-term interest rates will be

lasting.
The introduction of an expansionary monetary and budgetary policy faces

a number of obstacles which would appear to set major limitations on the latitude
for manoeuvre in most industrialized countries today: large public debts and fiscal
deficits, accentuated by the 1992-93 recession, which lead to fears that public
finances will get out of control and that there will be long-term problems of servicinQ
public debts: the particular set of problems linked with the fixed exchanue rate
system in Europe. which has lost its status as an instrument of economic policy and
is complicating the coordination of economic policies owing to the independence of
the Bundesbank; and, more generally, the Maastricht objectives of convergence for

Europe with a view to adopting a single currency, seem to leave budgetary policy

little freedom, either in the States of the European Union or in the States which are
candidates fbr entry in the near future. On the other hand, monetary policies would

appear to enjoy considerable freedom of manoeuvre, given the hid level of real
interest rates, at least in continental Europe. while inflation remains generally under

control.

1-, tiy; cocgdination of ecu':ornIc. possible, or /east in Europe?

Having noted these shared constraints, we must now examine some country-
specific factors that stand in the way of a coordinated expansionary policy. Certain

countries may consider that they have already done much in the way of budgetary
stimulation: the United Kingdom. whose deficit today amounts to 8 per cent of'

GDP, whereas public accounts were still balanced before the recession; certain

smaller European countries like Denmark, which have introduced a certain form
of budgetary stimulation: even Germany. for which the high budgetary cost of re-

unification since I 989 can be likened to stimulation by means of public expenditure.
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Figure 15
Rate of production capacity utilization, 1994 (percentage)
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In other countries the macroeconomic situation is still unbalanced: this is
the case particularly in Italy, which has only recently succeeded in reducing inflation
and balancing its external accounts within the context of a still galloping public
debt. Prices are still rising sharply in ccrtain countries of the south such as Greece.
Portugal and Spain. The United Kingdom also shows a trend towards accelerated
wage rises as soon as sustained growth is achieved, the present virtual stability of
prices being in this respect exceptional. In other countries, however, inflation is no
longer a constraint.

It is, moreover, somewhat unlikely that recovery in Europe or the United
States will be checked by supply constraints in the short run: the level of utilization
of production capacity is low (see figure 15). Moreover, most countries have un-
employment rates markedly above the NAIRU.

A coordinated expansionary strategy might, for example. adopt the following
means of act ion:

a coordinated reduction of short-term interest rates, which would immediately
bring about a lasting devaluation of European currencies:

a reduction of the social contributions ofemployers. which would. by reducing
labour costs, make it possible to avoid the inflationary pressures caused by
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devaluation and the resumption of growth and would also have a favourable
impact on the demand for labour;

a direct budgetary stimulation, for example by reducing the taxes paid by
households or increasing public investment.

A policy of this kind has been simulated by OFCE with the aid of a multi-

national macroeconomic model. Short-term interest rates have been reduced to

zero in real terms; the resulting devaluation of European currencies is 15 per cent
for the first year. Employers' social contributions have been reduced by 2 percentage
points of GDP; taxes affecting households have been reduced by 1 percentage point

of GDP (this measure has been preferred to an increase in public investment, since

high levels of public expenditure and compulsory deductions prevail in most countries

today; the present trend is thus more towards a reduction of compulsory deductions

than a further increase in expenditure).

Box 2. Budgetary stimulation and sustainability of the public debt

The pubhc debt is today N'ery high in indus-
trialized countries, with the notable exception of
Japan, and the primary balance required in order to
stabilize the process of indebtedness has markedly
increased. This being so, many observers conclude
that public budgets have no freedom of manoeuvre
at all.

Account should be taken of two l'actors which
moditY this pessimistic view. The problem of sus-
tainability of the public debt is to a large extent
linked with the excessis ely high les el of real in-
terest rates in a context of slow growth."' This
indicates first of all that recovery should begin w ith
a drop in the rates of interest: in addition. temporary
public deficits in periods of low activity do nc :. lead
to the point where the public debt is unsustainable:
an increase in the fiscal deficit results in a rise in

household incomes, and hence consumption. which
is in the long run theoretically likely to bring about
a sufficient increase in activity to wipe out the rise in

the indebtedness ratio. Thus, lower rates of interest
and reflation of activity combine to slacken the
momentum of public indebtedness. Only when
demand reaches a satisfactory level should the
stabilization of the public debt be soutzht by means
of a budgetary policy of rebalancing public accounts.

In addition, in certain countries, the level of the
public debt does not appear to be a problem in itself:
when macroeconomic equilibrium is satisfactory .
i.e. when external accounts are balanced, external
indebtedness is low and there are no major infla-
tionary pressures, a high level of public debt merely
corresponds to a kccn desire for private savings, to
the extent to which the debt is financed essentially
by internal agents. In an unemployment situation.
diminishing the public debt is unjustified, since,
given an excessively high level of private savings.
it would he necessary to support demand in order
to improve the employment situation, as indeed
macroeconomic conditions permit.

The result is a reflation of activity of about 5 percentage points over a three-

year horizon, without major inflationary tendencies and without impairing the fiscal

balance or the foreign trade balance. Nevertheless, given the improvement in produc-

tivity and the eff:cts of a higher activity rate noted earlier, the reduction in unemploy-

ment amounts to only 2.5 percentage points throughout the European Union. Although

the effect is pronounced, it is still inadequate for a return to full employment.



Industrialized countries 165

4,Japt,n9 to the global economy

While all avenues for raising growth rates through changes in macroeconomic
policy should be explored, attention also needs to be paid to the growth-augmenting

. benefits of successful adjustment to changes in the global economy.
In a free trade framework, dynamic adjustment should lead each region to

specialize in activities where it has a comparative advantage. The industrialized
countries should therefore concentrate their production in high-technology.
high value-added and capital-intensive industries. International markets for such
products are already expanding, and should expand further N.,ith the rapid de-
velopment of the NICs and the transitional economies. In ts definition of a
conwetitive strategy for Europe, the European Commission White Paper (1993)
on growth, competitiveness and employment underlines t'r e. importance of "office
automation, computing, electronics, optical instrument,: and surgical material".
More generally, markets linked to environmental pirducts and services the
demand for which is likely to increase rapidly in developed as well as in rapidly
developing economies to health care and to culture appear very promising for
the industrial world. According to the White Paper, the development of such
activities should have a net positive effect on employment, even when the losses
due to the abandonment of low-skilled and labour-intensive activities are taken into
account.

The "high-road" adjustment in industrial countries should focus on different,
although closely linked, strategies. Developing comparative advantages is one
fundamental direction. Another focus should be on improving non-price corn-
petitiveness. Comparative advantages, represented by initial production-factor
endowments, should more and more come to be replaced by competitive advantages
linked to qualitative factors capable of improving th r,! global efficiency of the pro-
duction system (White Paper): quality of education, investment in human capital,
investment in research and development, high quality of infrastructure and services,
all of which enhance initial production-factor endowments. More generally, the
emergin theory of endogenous growth underlines the importance of qualitative
factors as main determinants of long-term productivity and growth. Beyond all
fundamental issues raised in earlier parts of this Report, long-term solutions to
persistent unemployment also rely on increasing the potential rate of growth of indus-
trial economies. Supply-side improvements associated with the accumulation of
physical and human capital andior knowledge, or with technology, education and
infrastructure, are very likely to be the essential driving force behind long-term
sustainable growth.

Delaying the -positive" adjustment measures outlined above by adopting
the "low road" of protectionism would only impede thc process of globalization.
postpone thc development of the less industrialized world and in the end deprive
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OECD countries of one of the most promising solutions to persistent unemployment
and/or insufficient growth: the huge markets in the South and East.

Instead of complaining of "social or monetary dumping- from low-wage
countries, the industrialized world could decide to take the "high road- of high
technology and high value-added industries. But in order to avoid the temptation of
resolving employment problems through protectionism, industrial countries would
need to implement a whole set of policies aimed at re-establishing satisfactory growth
and employment in the North. Active and coordinated economic policies to sustain
growth, reforms of systems of financing social benefits, transfers aimed at re-
distributing the gains from free trade to directly affected activities or workers, public
investment in physical and human capital, are the indispensable tools that should be
used on the way towards successful globalization.

The industrialized world could benefit significantly t-rom a generalized increase

in international trade and demand. Simulations with macroeconomic models
carried out by the Obserratoire .franyais des c(mionctures ("xonomiques (OFCE)
estimate the overall positive effect on world growth of a strategy of broad and
successful integsation of developing and transition economies into the global econ-
omy. It is too often forgotten that. if Northern countries have a major role to play in the

development process of the South and East, huge positive feedbacks are also likely
to occur from this adjustment and to have very positive impacts on the North. These

are what sometimes have been known as "trade reverse linkages-. In the simulation
quoted below, the integration policy is twofold:

substantial financing is accorded to the South and the 7.,ast: loans and direct
investments, increasing to a magnitude of 1 per cent of OECD GDP after
eight years (the equivalent of the American Marshall Plan for Europe after
the Second World War), would he received by the South and East;

Northern markets would be widely opened to developing and transitional
countries- exports.

Although this scenario remains quite utopian in some of its assumptions (the
transition process is assumed to succeed rapidly in Eastern Europe and attract large
direct investment, developing countries are assumed to be able to absorb additional
capital transfers efficiently, a real political and social consensus is assumed to allow
for a rapid opening of Western markets), it shows to what extent this strategy could
solve some of the actual problems of the industrial world In OECD countries GDP
could be 5 per cent higher after eight years, and the unemployment rate could fall by

1 to 3 percentage points depending on the country.
This kind of simulation nevertheless only projects the induced effixts on

employment of higher trade between the industrialized countries and the developing
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and transitional economies. It does not take account of the problem of increasing
unemployment of low-skilled workers or of growing social inequalities between
different categories of workers. These issues will be taken up in a following section.

In determining their trade policies the industrialized countries should recov.--
nize that they have a major role to play in the evolution of the global economy. The
future of world trade and development depends largely upon their behaviour, e.g.
whether they follow a pattern of integration or move towards more protectionist
policies. Imports from low-wage countries are likely to destroy a large number of
unskilled jobs in the North, thus increasing unemployment and social inequalities.
This could lead industrialized countries to adopt protectionist attitudes which
would definitely hamper the whole process of globalization. But it needs to be re-
membered that free trade is likely to increase global productivity and the welfare
of all countries participating in international trade. Under certain conditions, indus-
trialized countries could profit massively from an increase in world trade. Although
developing countries and the former centrally planned economies may indeed
endanger some sectoral activities in the industrialized world, they are also a huge
potential market for Northern exports. In addition, if poor growth records in indus-
trialized countries during the last two decades are connected with the saturation of
demand in rich countries, the expansion of new markets could even be the solution.
This follows from the argument of some economists76 who view the fundamental force
behind the shift from full employment to unemployment in industrialized countries
as residing in the saturation of demand for many consumer durables industries that
traditionally accounted for large shares of employment. Historically, there had been
a positive correlation between productivity growth and employment in these basic
industries because productivity increases resulted in declining consumer prices and
thus expanded demand. Hioh rates of cs,rowth in demand in turn allowed for rapid
growth in output and net employment growth in spite of rising labour productivity. It
is argued that the demand for these goods is now saturated with the result that although
continued productivity increases (required by stiffer competition) may still result in
lower consumer prices, this no longer leads to expanding output and employment.
In short, countries that have not been successful in shifting employment from
higher productivity growth goods-producing industries to lower productivity growth
service activities have generally experienced little employment growth. Appropriate
policies short-term subsidies to damaged sectors, adequate measures to all..Av for
balanced growth in the North, development of high-technology activities could
lower, if not totally offset, the costs of free trade and competition. In purely economic
terms, the gains could overcome the losses. Industrialized countries may not at
present be willing to implement the necessary effort of redistribution and reform.
But in ethical terms, as stressed by Sterdyniak and Mathieu, "do they have the
right to force developing and transitional countries to pay for the richest countries'
incapacity to adapt to the new world cconomy?'"-
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Lapour market regulation

As foreshadowed in the discussion of the causes of unemployment in the
previous section, this report is of the view that the underlying causes of poor
employment performance such as slow growth and product market distortions may
be more important than diffi:rences in labour market regulation. This subsection
will begin with a discussion of the limitations of labour market deregulation as a
proposed solution to the employment problem. It will then present some alternative
proposals which appear to provide ways of reducing unemployment without aggrav-
ating inequality and poverty.

The pure neo-liberal position is that the competitive market is the most
efficient and effective form of economic organization; that any form of government
regulation and control is an artificial constraint upon the market and distorts its
operation: and that if such artificial restraints are removed, a more efficient market
organization will emerge naturally of its own accord. In this framework the economy
is composed solely of self-interested individuals, sometimes acting as workers and
consumers, sometimes as business firms, relating to each other through the market-
place. The framework does not naturally recognize the social actors and has no
organic place for labour market regulation. Of course, in all countries, real-world
policy environments are more complicated than in theoretical models and no-one
has really advocated totally deregulated labour markets. But it is also true that neo-
liberal theory on unemployment and its solution. and on how labour markets work,
have influenced policy. In such cases. the policy that is advocated is a very thorough,
albeit still less than complete, deregulation of labour markets. It is important, there-
fore, to consider the implications of very extensive labour market deregulation as one
polar extreme of a continuum of proposals for the reform of labour market regulation.

When theory is matched with the evidence reviewed earlier, the relationship
of labour market regulation to labour market performance does not emerge as one
of a simple negative correlation; in other words, the absence of rules does not
automatically and unambiguously improve performance, nor does the presence of
regulation unambiguously impede adjustment and worsen performance. The relation-
ship between rules and performance would appear far more to be in the nature of
trade-offs. Thus, as Krugman observes:' "There is a well-understood way to reduce
OECD unemployment, but it involves creating more jobs at the expense of more
extensive and more severe poverty.- In a world of slow growth, hesitant demand,
macroeconomic policy austerity. and pervasive technological chatme. policy choices
may for the most part he in the nature of dilemmas or trade-offs, rathcr than un-
ambi Quously "plus-sum- options.
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There are. of course, no "natural experiments" upon which to base conclu-
sions on the impact of deregulation. Of course, if modern theories of the labour
market are correct, i.e. that the labour market functions in ways that are qualitatively
different from other markets, then there can be no purely deregulated setting anyway.
The closest one can come to r aural experiments in labour market deregulation
may be the United Kingdom. and, perhaps even more dramatically and more recently.
New Zealand. In both countries a variety of institutional rigidities in the labour
market did indeed hamper employment adjustment once economic conditions
deteriorated. In neither country, however, has deregulation resulted unambiguously
in improved labour market performance:9 Experience in New Zealand is still too
reeem to evaluate; while one can point to a number of different outcomes on the
labour market, it would be difficult to assign the causes of those outcomes. v..hether
positive or negative, to the impact of deregulation per se or to the economic cycle.'"
But neither is the longer term effect of deregulation as seen in the United Kingdom
anything but mixed: Recent research results "conclude that the Thatcher reforms
succeeded in reducing union power and increasing the incentive to work and may
have increased the responsiveness of wages and employment at the micro level. But
they did not improve the responsiveness of real wages to unemployment nor the
transition for men out of unemployment, and were accompanied by rising wage
inequalities that do not seem to reflect the working of an ideal market system. While
there are glimmers of improved market adjustments and responsiveness that may
do the British economy well in a prolonged boom. there is no strong evidence that
the British labour market experienced a deep microeconomic change"."' In short.
to date, deregulation has solved some problems while creating others the very
definition of a trade-ofti This suggests that the most meaningful debate is not that
between deregulation versus regulation, but on the sort of regulatory reforms in
the labour market that changes in the economic landscape will require. Discu.sion
of such reforms may find fault with some existing laws and practices but must also
acknowledge the benefits of labour market regulation.

aro af7 tirrie

The doubts raised in the foregoing discussion do not imply that one should
flavour a myopic def'ence of the regulatory status quo. To do so would ignore the very
real demands for labour market flexibility that both the problems of employment
creation and the evolution of production systems would seem to require and some
existing regulations on the labour market may impede. There is no better example of
such impediments and how they can be overcome through legislated or negotiated
change than those relating to the length and organization of working time. While the
present report has dv. elt on other critical areas of labour market regulation. the main
elements of chang.: in working time organization deserve a brief highlight.
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If workers were fre .4 able to choose their own hours of work, and firms
were able to adjust the organization of their work to accommodate these choices, it
is likely that employment would benefit. There are, of course, many reasons behind
the standardization of working time schedules, but regulatory constraints are among
these. Three examples may be given. First, constraints or ceilings on maximum work-
ing time as measured over discrete time periods often apply. Work beyond a certain
time threshold may be proscribed, whereas hours worked in excess of lower thresholds

may be considered overtime hours and compensated either through premium pay,
paid time off, or both. The 1980s witnessed a trend in many countries toward the

averaging of maximum hours over a longer period: indeed, in the United Kingdom, by
1990, one in 16 employees had "annualized" working time schedules.'2 For the firm,

such scheduling allows a better matching of production needs with working time, while

minimizing nvertirne pay costs. For the worker, greater latitude in scheduling work
and leisure is a major benefit, particularly when greater flexibility in working time

organization is coupled with overall reductions in individual working time.
Second, law and agreement have often limited the scheduling of work per-

formed outside normal time periods, e.g. shiftwork, nightwork, Saturday or Sunday
work. A major trend has been the linking of reductions in individual working time with

the greater use of capital equipment through the expansion of shift work. For the firm.
responding to the peaks and troughs of demand is one advantage, and the more rapid

amortization of capital equipment another. Additional jobs are often created, and,
provided that workers are able to select their schedules voluntarily, they may benefit

from a better division of their time between work, additional training, and leisure.
Third, the pronounced growth of "non-standard" forms of employment ((

part-time and temporary employment) suggests that there are powerful reasons for

opting for other than regular full-time employment on both the supply and demand

sides of the labour market. Where regulation stringently applies only to regular full-

time jobs, some evidence suggests both that employment opportunities arising
from non-standard work are forgone, and, that where non-standard work exists, it is

more likely to be involuntary." Moreover, constraints on the uptake of part-time
opportunities may also be embedded in benefit systems. The Confederation of
British Industry, for example, finds that many of the long-term unemployed are
dissuaded from part-time opportunities because their earnings do not offset the
abrupt decline in the benefits to which they were entitled while unemployed. It

notes that benefit reform policies in the United Kingdom have begun to address
this "poverty trap" by recognizing part-time work as "a legitimate longer term
option".84 There would seem, in short, to be scope for job creation through the

continued reform of regulatory and purely organizational constraints on the
organization of working time. The balance to be struck in expanding such oppor-
tunities is to provide the protection required to ensure that the choice of new
distributions between market work and non-market activities is voluntary.
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The bulk of empirical research on labour market regulation has explored
only the cost side of the equation. The main risk in such an approach is that costs, if
not balanced by benefits, may be magnified. Costs of individual labour market rules
are exaggerated if no allowance is made for the fact that they may also be offset by
benefits arising from them. As Blank and Freeman observe: "The standard 1980s
economists' study of unemployment insurance or income support is an exercise in
estimating distortionary labour supply or related costs".8' There is an extraordinary
absence of empirical findings on the link between on the one hand unemployment
benefits and, on the other, efficient job search or on its relation to consumption
stabilization, or whether the existence of unemployment insurance encourages
industrial restructui-ing by mitigating the risks involved. The absence of empirical
evidence on the benefit side of labour market regulation seems pervasive. Admittedly,
the benefits of regulation are often intractable or unwieldy to quantify. Measurable
costs incurred by the firm may register benefits elsewhere in the economy or with
various time lags: that is, costs imposed at the micro level may reap longer-term
benefits for the economy as a whole. What, for example, is the net cost, i.e. outlays
and savings, of occupational safety and health regulations?

A major economic 1,enefit from regulation derives from the fact that it often
responds to market failures. fhis implies that the presence of regulation improves
market functioning in economic terms, i.e. that intervention can produce better
econcrnic outcomes than free markets: "many social insurance programmes provide
'goods' that competitive markets intrinsically cannot provide because of the presence
of moral hazards, externalities, or other forms of market failure, which means these
programmes cannot be criticized for crowding out market alternatives".86 For example,
individual firms that voluntarily offered ,,ickness benefits might suffer the risk of
adverse selection in attracting illness-prone workers. In the absence of regulation, they
would not rationally offer such benefits. They would, instead, face a strong incentive
to hire only young, healthy workers.

Table 22 reconstructs the economics of labour market regulation from the
standpoint of the benefit side of the equation. Again the empirics of trie argument are
largely (although not entirely) undeveloped in the literature. but this is merely a meth-
odological matter. If many labour market rules are designed to remedy market failure,
their remol, al will, of course, imply a resurgence of efficiency losses. For example,
employment security has been associated with both the propensity of firms to train
and the willingness of workers to invest in human capital:s' the dismantling of employ-
ment security may result in an economy-wide underinvestment in training. Since labour
market regulation conveys economic benefits, economic flexibility may crucially rely
on the presence rather than the absence of labour market regulation. ln this .vense, the
economic culvantages of competitive freedom in pmduct markets ought not to 1)e con-



172 World employment 1995
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fluted with the deregulation of labour markets. Marsden," for example, argues that the
exigencie.; of modern productive efficiency rely on trust relations in the firm and the
construction of "cooperative exchange". The latter, he argues, is facilitated by greater
equality of treatment, e.g. firm-wide employment security, and greater wage com-
pression. On the macro side. Persson and Tabellinin" present evidence for 56 countries
finding a strong negative correlation between income inequality and growth in per
capita GDP. Finally, rules that protect the income and employment security of workers
may create incentives for competition to occur more through product market innova-
tion and product market strategy. Labour market "rigidities" may therefore promote
"productive efficiency". In the case of Germany, for example, it has been found
that, as labour is a relatively greater fixed fac:or of production in industry, sy.,ternic
stability depends upon the long-term focus of firms relative to their product markets
and shareholders, and on a broad regulatory pattern that supports that stabil ity.'°

The persistence of unemployment has frequently been ascribed to the pre-
valence of excessively high wage costs caused by labour market rigidity. Proponents
of labour market deregulation therefore argue that the struggle against unemployment
should take the form of a reduction of wage costs. Four reservations should be
inade as regards a strategy of this kind. First, the share of wages in v alue added, which
had sharply increased following the fi st oil shock, has been reduced to a level
comparable to that prevailing before 1974 (see figure 16); indeed, the policies of

bLi tAJP Y AVAILABLE
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Figure 16
Share of the wages in the value added, 1973-93
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wage moderation or even austerity of the 1980s brought down wage rises to below

the rate of growth of productivity. To the extent to which this situation persists in the
face of a high level of unemployment, it would hardly appear necessary to encourage
this trend beyond the level it has reached today.

Second, the effects of substitution between capital and labour irtually
vanished during the 1980s: although the enormous rise in interest rates, combined
with moderate advances in real wages. has made the cost of capital relatively stable
compared with that of labour, growth has still remained fairly capital-intensive. The
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substitution mechanism is slow, since it operates only through the renewal of capital:
for every period substitution operates only for the fraction of capital newly acquired.
A change in the relative costs of capital and labour through a wage cut would thus have
only a very slight impact on employment since factor substitution is limited.

Third, a strategy to reduce wage costs will increase competitiveness only if
;t is applied in a single country. If all European countries resort to it with the aim of
reducing unemployment (in other words, exporting it to their trading partners), gains
in productivity will no longer be achieved, or will be achieved only at the level of tracie
outside the Union. This will markedly reduce the positive effect on growth given the
relatively closed nature of the economy of the European Union. Since the effects
of competition from low-wage countries appear on the whole moderate in European
countries, increasing competitiveness by comparison with low-wage areas will have
only a marginal effect on employment.

Box 3. The empirical findings on the influence of
labour costs on employment

Estimates of the labour cost elasticity of em-
ployment have given rise to copious literature. and
7articularly problematically to findings differing
widely divendiniz on the methods used.

The main studies made on the long-term ratios
in the rnanufas:turing sector arrive at three conclu.
si on s :4'

estima:ed elasticities a ry between 0 and -0.8
for most countries, a range which gi% es no
satisfactor> answer: elasticities are usually of
the order of -0.1 to -0.5:

the case of Fance is characterized by elasti-
cities which are ahva, below 0.3 and often
nil:

a major result stressed by Hamermesh"2 is that
the employment-wage elasticity is less import-
ant for killed workers than for unskilled work-
ers, which pleads in favour of a reduction of the
cost of unskilled work.

This being so, if we, say, adopt an elasticity of
-0.3, which is a high value compared with available
estimates, this means that labour costs must be
reduced by 3.33 per cent in order to obtain a 1 per
cent increase in employment. If the initial un-
employment rate is 10 per cent, and the effect of
the higher activity rate is 0.5, employment must
be increased by 11.8 per cent in order to reduce
unemployment by 5 points. Labour costs must
therefore be reduced by 39.3 per cent, even if one
only takes into account the partial equilibrium of
the labour market and ignores the induced effects
on wages (hence on incomes :Ind consumption),
on profits of enterprises (hence on investment and
growth), and on public finances if contributions
affectintz labour costs are to be reduced. Moreover,
given the fact that employers' social contributions
represent between 0 and 50 per cent of gross wages
in Europe. if the share is 50 per cent, contributions
must bc reduced by at least 80 per cent: this would
he difficult for social security systems and public
finances in general to support.

Finally, and more basically, a policy of reducing wage costs can be effective
only to the extent to which the demand of enterprises for labour is sensitive to its cost,
which remains a moot point (see box 3). It seems that, empirically speaking, labour
costs arc only very marginal in determining hiring decisions, which depend mainly
on anticipated production, i.c. demand.

As /Ear,
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priori, lowering direct wages has an uncertain macroeconomic effect on
employment. The drop in wage costs will bring about a fall in the unit costs of
production and hence an improvement of competitiveness and/or profit for under-
takings. which will enable them to increase their investments; these two factors
support growth and hence employment. lf, morem cr. the choice of production
technology depends on the relative cost of the factors of production, a drop in
wages can have a beneficial effect on employment by substituting labour for capital.
Nevertheless, the drop in incomes of households has a stroniz,ly negative effect on
their consumption, which, depending on the degree of openness of the economy,
may more or less offset the positive effects of investment and foreign trade.

It should be noted that the effects of a reduction in wages depend essentially
on the characteristics of unemployment: if it is genuinely due to inability to hire
because labour costs are too high, then a reduction in wages may well result in
the hiring of large numbers of workers. If, on the other hand, unemployment is due
essentially to a deficiency in demand, then enterprises will not hire if they have no
sales prospects. even if costs are drastically reduced. In this case reduced wages will
have the opposite effect to that intended since, if the economy is not open enough,
the reduction of consumption will more than offset the reflation by exports and growth
will slow down.

Simulations made with the aid of the MIMOSA macroeconomic model,"' in
which enterprises do not. a priori, suffer from the constraints of excessively high
labour costs since their level of self-financing was entirely satisfactory in 1994, show
that the employment effect of lowerin wages throughout the European Union is
virtually nil. The positive effects of a strategy of this kind are a slow-down in infla-
tion and an improvement in the foreign trade balance, two objectives which today have
become secondary in a community which already enjoys a favourable external balance
)nd whose level of inflation is under control.

In addition to the doubts expressed earlier over the employment creation
effects of wage cuts. the strong negative distributional impact of such a strategy
needs to be recognized. This is particularly serious in a context where there is growing
concern over the related problems of growing wage inequality between unskilled
and skilled workers and reduced .job opportunities for the unskilled. As discussed in
Part 1 of this report, opinion remains divided over the main underlying cause or this
phenomenon, the main differences revolving around the relative magnitudes of the

roles of technical change and import competition from low-wage economies. Be this
as it may, a serious economic and social problem exists, and solutions need to be
found. Indeed, the importance of finding viable solutions extends beyond the national
boundaries of individual industrialized countries. It should be recalled from the
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discussion in Part 1 that the sustainability of global trade expansion under the
Uruguay Round depends to a large extent on the effectiveness of positive adjustment
measures in the industrialized countries. A major part of the adjustment problem
resides precisely in the need to manage the redeployment of low-skilled workers to
higher-skilled jobs, or at least to generate adequate employment opportunities in non-
tradeable sectors of the economy.

The best solution would, of course, he the expansion of tradeable production in
the context of expanding world trade and higher rates of investment and growth in the
global economy. In such a context the problem of low-skilled workers needs to be
tackled through education and training policies designed as part of overall efforts to
shift employment towards higher-productivity activities. But this will require a
supportive institutional framework and not a deregulation of the labour market. This is
a particularly important issue in view of the rise of new production systems which
require both a more skilled and a more versatile workforce as well as extensive
cooperation between managers and workers. These developments pose important
challenges in terms othe r _form of existing labour market institutions. These issue,;
viIl be discussed below, mainly in connection with the question of education and

training.
It is unlikely, however, that pos;tive adjustment measures in the context of ex-

panding trade and higher growth will provide a complete solution. Other institu-
tional reforms are necessary to remove disincentives to the hiring oflow-skilled workers
and to job search by such workers. Some interesting recent proposals for such reforms
will therefore also be reviewed below. A basic attraction of these proposals is that they
seek to prevent the rise in inequality and poverty that the deregulation path would create
while reducing some of the disincentive problems arising from existing labour market
institutions. They all involve some measure of redistribution but not necessarily
higher than current levels. They promise strong gains in equity and other social
benefits as well as some improvements in economic efficiency. We begin with a
discussion of the challenges posed to labour market institutions by the rise of new
production systems before considering proposals for dealing with the problem of low-
ski lied workers.

,

Labour market regulation does affect overall labour market adjustment, but
the most important issue is to know the kitul of culjustmcnt most appropriate to future
demands. If jobs and workers' skill bases will obsolesce more rapidly in the future,
either institutional support for the firm as both the agent and the locus of long-term
adjustment is required, or firms may be len free in their employment security
decisions and institutional support would then focus on the sort of extra-firm training
infrastructure that would improve the functioning of thc external labour market.
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The heterogeneity of national institutions and experience faced by otherwise
common directions of changes in production suggests that there is no one path to
regulatory reform. But all environments, particularly those where coordination is
most lacking, will have to adjust to new prerogatives thai appear to ratify a profound
tendency toward decentralization in production, in decision-making, in quality and
control. The new systems of production narrow the distinction between labour and
management, placing a premium on close cooperative relations and blurring the older
division of labour and lines of authority.

Among the principal aims of labour market regulation will be to promote
cooperation and "employability security",94 where worker preparedness is at the very
least dissociated from "job security" traditionally understood, if not necessarily
employment tenure within a given firm. It stands to reason that regulatory solutions
cannot be defined by technicians and imposed by government. Solutions will require
the active participation oflower-level worker, and managers. and hence a commitment
and allegiance that will be obtained only if those who are to participate in the new
institutions and structures are active in the process through which they are created.
The role of government at national level is, it can be argued, just as likely to be
strengthene-1 as it is to be diminished but it will be changed, in the sense of not
imposing new gulations, but rather of fostering discussion and debate and estab-
lishing a procedural framework in which the new institutional structures can be
worked out.

These general propositions can be illustrated with reference to two key issues:
training and workplace industriai relations.

It is now almost accepted wisdom that training should develop flexibility in
workers. who are likely to change jobs several times in their working lives. The
ability to learn to do new jobs well in a short amount of time is a key factor in a
worker's long-term employability. Flexibility means having been brought to a
relatively high level of cognitive knowledge so that le:A-fling new tasks does not
seem at all formidable. Germany and Japan may direct the objective of training-
supported, rapid job change more toward intra-firm labour markets. Of course, this
does not necessarily preclude more frequent job changes by individuals in the future;
such a scenario could occur internally within the firm (or network of firms) and, in
fact, would probably (13 so.

The institutional requirements for this brand of flexibility are apparently
great. At the level of the firm, they are associated with radically different internal

labour market structures which, in the Japanese case, emphasize job rotation, "em-
ployment" rather than "job" security, narrow wage spreads and a flexible wage
component with low entry wages improved by experience and tenure with the firm,
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and the willingness of employees to be widely deployed both within the firm and
within an interfirm network. Such a system can only be maintained by an initial
education system that has as its objective to raise the attainment of the average
performer. Significantly, in both Germany and Japan, this bias towards long-term
flexibility also requires a close relationship at the macro level between the public
and private sector and financial institutions, and between workers and employers, a
broader system of "incentive structures"95 argued to convey "comparative institu-
tional advantage".96

The challenge is therefore to develop the tequired institutional framework.
Deregulation is not the answer, since more and better training cannot be ensured in
the context of deregulated labour markets. 1>regulation is likely to increase levels
of labour turnover, reduce the core workforce and increase numbers of temporary
and part-time workers; these developments will all erode the incentive to train. For
example, assuming the decline of firm-based employment security, "there will be a
greater need for 'market-makers', including indepei,dent career advisers, employment
agencies and so on. This is a social cost to set against the efficiency gains which may
result from the flexibility of employment from which firms will benefit",97 according
to the Director of the United Kingdom's National Institute of Economic and Social
Research. Moreover, sun market-making would only seem feasible in the presence
of a strong, extra-firm training component. Firms facing relatively few constraints
on employment security would be less willing to provide on-the-job training claiming
that governments should make workers "job-ready". Exceptionally, firms might
provide for highly firm-specific skills, that is for training which is the least useful to
workers should they be displaced or wish to move to other firms. In labour markets
characterized by this sort of flexibility, firms are also less likely to provide training
that would increase long-run productivity based on worker ianovation. since such
training is generally tied to employment security and worker participation. "Flex-
ibility- and "deregulation", in this view, are in fact separate concepts, more opposite
in meaning than synonymous.

Given the possibility of profound changes in production systems, and assum-
ing thai the implications of those changes are as outlined above for education and
training and employment security, one is confronted by yet another set of trade-offs.
The advantage of some highly institutionalized settings would appear to be the "head
start" that they have in adjusting education and training systems to the future or
longer-term demands of rapidly changing production systems. The advantage of
deregulated environments resides in relatively more rapid external labour market
adjustment, although, as noted, this may be increasingly at the risk of training
bottlenecks in the absence of regulatory reform that would shift the burden of ad-
justment costs borne disproportionately by individual firms and individual workers.
Another trade-off relates to labour-management cooperation. Deregulated settings
such as the United States appear rich in new, innovative forms of firm-level co-
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operation; but the benefits of some more regulated and coordinated environments,
such as Germany and Japan, lie in the widespread diffusion of a national model of
labour-management cooperation.

miostrial relations and ,Aorl\piace pe12forinance

New production systems require extensive cooperation between labour and
management and the participation of workers in business decisions from which
they were previously excluded. Despite a parallel trend toward the "decollectivization"
or "individualization" of labour-management relations, new production trends
also converge with benefits usually associated with workplace employee represen-
tation:

there will be an increasing premium on labour-management cooperation and
bottom-up participation, both vertically and laterally in the firm's organization.
The "voice mechanism" associated with workplace employee participation
has been associated with lowering firms' transaction costs by instilling
greater commitment and long-term continuity in relationships:"

"high-performance" workplaces" require an infrastructure of education and
training, and willingness to retrain, which calls upon the traditional training
function of trade unions. Moreover, the value of trade union participation in
training programmes may be to ensure a component of general training in
addition to firm-specific training. This would enhance the external labour
market mobility of the workforce and sug,gests a positive externality that unions
provide in decentralized systems;

the intensity of competition and rapid adjustment to technological change
requires continuous improvements in productivity. Such improvements cannot
be delivered in top-down fashion but require the "empowerment", problem-
solving and participation of workers involved at the planning rather than just
the implementation phase of organizational change. Evidence suggests that
workplace empl yce participation is associated with the more rapid and
efficient diffusion of new technologies;"'

while there are powerful trends towards the decentralization of operational
decision-making, modern production organization is also pushing towards
new forms of network organization, to the extent where overall "productivity-
of the firm my be less and less a single-firm matter.'"' The question will be
which institutional solutions can ensure ( ) the availability of qualified labour
in the external labour market, and (2) best prevent bottlenecks in production
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from occurrint_, as a iesult of the ,low diffusion of "best-practice- techniques.
Trade unions have traditionally played a role in such challenges of labour
market intermediation between the firm and its external environment.

.4. Tic; :.)7 joy: pa.,

As indicated earlier, a major social and labour market problem in indus-
trialized countries is the declining job prospects for low-skilled workers. This is
reflected either in a concentration of unemployment (particularly long-term un-
employment) among this category of workers or in low pay (in both a relative and
an absolute sense) for those in work. While the long-term solution clearly lies in
positive adjustment to the changing world economy and in education and training
policies, there is a serious immediate problem to be tackled. Findiu adequate
solutions is of strategic importance for maintaining freer trade and investment flows
in the global economy, since the persistence or aggravation of unemployment and
problems of low pay will fuel protectionist pressures. It is of course also a serious
problem of inequality in its own right in the industrialized countries. We discuss below
some proposals for dealing with the problem. These are of two varieties: subsidies
directed towards employers, which are especially relevant where existing institutions
prop up the wages of the low-skilled; and subsidies directed towards workers
themselves, of particular relevance where wage floors are weak.

Two broad policy routes encouragin2 the creation of low-productivity jobs.
especially in the non-tradable sector, can be envisaged. The OECD1": seems to

\ our labour market deregulation and warns against the alternative route of "tax
concessions or employment subsidies-. It is true that subsidies for low-paid jobs
would not be a viable policy nainst unemployment unless they had substantial
effects. But the same applies to labour market deregulation, whose effectiveness is
still much debated. In terms of efficiency, there may well be little to choose between
the two strategies.

The fundamental difference between allowing market forces to press down
wages and conditions of employment in private services on the one hand and sub-
sidizinu employ ment there on the other is distributional. The question is whether
private service workers as a whole should pay for increased employment by cuts in
relative pay, or whether the costs should be borne generally out of higher taxation.
1 here is no in-ima.fircie case in favour of deregulation (with its adverse distributional
effects) and against subsidies ( without such effects). It may be that the taxpayers

ould not accept the direct burden of reducing unemployment ( irrespective of indirect
benefits) and that. therefore. the costs would have to he borne by a section of society
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(low-paid workers) without the market power to refuse them. This, however, would
be a political judgement and could not be seriously justified on the grounds of the
allocative inefficiencies of subsidies.

The idea that jobs could be created by an expansion of tax-financed gov-
ernment expenditure can be extended beyond the realm of subsidies to low-skilled
private service activities. It is important to note that such a policy has different effects
from thosc resulting from traditional deficit spending.'"3 The compensating rise in
taxation chokes off the multiplier by redistributing spending power from existing
taxpayers to those who find jobs as a result (e.g. in the public sector itself or within
supplier sectors if the spending is on infrastructures). This limits the creation of
jobs and, by the same token, leads only to a small rise in the demand for tradables:
however, it prevents any substantial worsening of the balance of payments (the more
so as the redistribution of consumption from higher-income groups to the erstwhile
unemployed should typically reduce import demanj).'"4

The pattern of government spending can also be targeted to provirle work for
groups especially affected by the lack ofjobs. Thus, the concentration of unemploy-
ment (and non-employment) on the less educationally qualified, or on those living
in particular areas, can be taken into account in devising an appropriate pattern
of expenditure increases. Within the public sector (and public-sector contracts)
preference could be given to the long-term unemployed, with confidence that this
repres'ented net additional jobs rather than the displacement of other workers.
Obviously a balance has to be struck between the benefits of different spending
patterns and their opportunity costs, but within public spending programmes the

variation in social costs of employing different categories of people can be explicitly
taken into account.

In addition to transfers to businesses toward the objective of employment
creation, there remains the problem of the working poor, particularly in those
environments in which institutional forces do not prop up their wages. A proposal
for low-wage employment subsidies has been put forward by Edmund Phelpsth' to
deal wilh this problem. He argues that "since the earnings of the ver, disadvantaged

are so very low it would seem entirely feasible for society to introduce institutional
ehanges, involving the apparatus of government, to improve the earnings of the

very disadvantaged". He advocates a "system of subsidies (possibly in the form of
tax credits) to qualifying business enterprises for their employment of low-wage
workers". This would increase the incentive to enterprises to he-e such workers and
thereby increase both job opportunities and earnings for the low-paid. It has several
advantages over other possible mechanisms. For example. a scheme such as the
Earned Income Tax Credit in the United States suffers from the drawback that firms
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respond by offering lower wages to those eligible for the credit. Similarly, schemes
to "auction- employment subsidy funds to firms would be vulnerable to fraud.
Moreover, as commented on later, benefit transfer programmes would "privilege a
class of persons (the unemployed or welfare recipients) in the competition for jobs
at the expense of others with no less a moral claim".

There are several grounds for such subsidies. Firstly, there are clear moral
grounds for alleviating the hardship of the most disadvantaged. Secondly, there
will be social benefits from the reduction of social pathologies arising from high
unemployment and poverty. Indeed, the value of these social benefits constitutes a
basic justification for paying the wage subsidy. Thirdly, there will be gains from
increased mobilization of human resources and savings in welfare payments. Finally.
there may be gains in terms of allocative efficiency through the strengthening of the
motivation of the low-paid to retain a job and work diligently. This lowers the wage
necessary to motivate employees and helps to lower unemployment more generally.
The only drawback is the efficiency cost of higher taxes than may be necessary to fund
the subsidies. But the benefits are likely to outweigh this.

It is a very important, though often underappreciated. feature of the contem-
porary Welfare State that the net cost of the additional public spending to the tax-
payer is far less than the gross cost if the workers concerned would otherwise have
remained unemployed. If the gross "replacement ratio- is put at 50 per cent of the
average wage, a realistic figure in the light of available estimates,'" the government
recoups, in additional taxation and in reduced payments for benefits, roughly half of
its increased spending. In morA OECD countries for which estimates are available, net
"replacement ratios-, which take taxation into account. are higher and can reach
80 per cent or more.i`r This would imply a net cost of job creation by the public
sector of a mere 20 per cent (or even less) of the gross cost. Though in practice costs
would be somewhat higher, since some of those newly employed would have been
ineligible for benefits, these figures do suggest that in most cowitries the opportunity
cost of additional infrastructures or public services is likely to be quite low.

Against these various advantages must be set two possible costs. The first
is that such policies would lead to a rising share of government in the economy.
something that countries have generally opposed in the last decade or so. This cost.
however, is open to question. Ideology apart, there is no coherent economic reason
for aiming at a particular "optimal- size of the public sector.1"s And in the light of' the
virtual stagnation in government investment recorded over the last 20 years in the
industrialized countries of Western Europe. very strong arguments could he made in
favour of greater public ink rvention in the provision of badly needed infrastructure
and social overhead capital.
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The second cost is more serious. Whato, er the offsets mentioned above, there

nmst be smne additional element of taxation reflecting the fact that the unemployed
will have higher incomes and consumption when they find jobs. If total consumption

and the absorption of tradables are to be held constant, then this will have to be paid
for with lower consumption elsewhere in the economy. A crucial issue, therefore. is

the acceptability of such higher taxation for the purposes of financing spending

increases which will cut unemployment.
The NAIRU model provides a framework for analysing this issue.'"' If One

were to assume that the economy was already at the NAIRU (even though in a
number of Western Huropean countries it is likely that unemployment is at present

above the NA IRL: ), then a rise in employment. together with a decline in the post-tax

incomes of the employed. would seem to be a recipe for rising inflation. Measures to

deregulate the labour market and force down wages in private services appear much

more pronlising. They would raise the living standards of higher-paid workers through

a lowering of the price of the private serN ices which these workers typically use, and

so motk ate the better-off to show wage restraint. Though labour market deregulation

would tend to ha\ e the greatest impact on weaker sections of the labour force. it

could still help to secure bargaining moderation overall by its redistributk e effects in

lak our of the better-off. The deregulatory route, in other words. would seem to hold

out the possibility of simultaneously increasing employment and reducing the

Al RU precisely what is required.
Iigher taxation. by contrast, tends to increase the NA IRU. The only way of

preventing this would be by a determined effort to gain support for the (modest)
additional taxation required. This may not be impossible if it is borne in mind that the

benefits from improN ements in public ser\ ices and the infrastructure are widely

distributed among the population. And further widespread benefits would accrue from

reduced social tension and conflict consequent upon the reduction in unemplmment.

However. such policies have not only to gain electoral support, but. just as
important. to evoke the appropriate response in the wage bargaining piocess. If

people s ote tbr higher spending and taxation, but then pass on the extra tax by
securing compensatory wage increases, the whole process will be frustrated by

rising inflation. Sooner or later the go\ ernment will have to cut back on demand, and

the initial expansion of employment will he reversed. Thus. to make the higher
emplo) mem sustainable. powerful bargaining groups must not take advantage of

tighter labour markets. Some wage restraint is needed; there would seem to be few or

no alternatives if full employment is to be pursued in a relatively egalitarian fashion.
Cuts in working time -re seen by some as such an alternative. For a given i mput

on employment, a problematic question in the ease of work-sharing,"" the I,yo
proposals ha\ c similar implications for consumption since the employed have to

accept some reduction in lk ing standards as their hours of work fall (though not in

proportion since the cost ofsupporting the unemployed &clines). The main difference

t
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is that in the case of work-sharing thc L,..-mefits accrue in the form of increased leisure
time, while public spending yields improvements in public services. In distributional
terms the latter are probably more progressive since the benefits are likely to accrue
disproportionately to the poorer sections of the population most dependent on public
facilities (and the increased leisure may be perceived as of less value to low-paid
workers). More fundamentally, however, work-sharing carries the connotation that
there is an excess supply of labour in relation to social needs and that the available
work should, therefore, be shared more equally. This is surely implausible in the context
of the benefits that improvements in public services could deliver. While reducing
working time holds out great advantages, it would be wrong to think that it must have
the central role in any policy for reducing unemployment.

RE:foiin of ;nerrplevrnent benefit srstems

There is widespread agreement among economic policy makers that most
unemployment benefit systems operating in advanced industrialized countries are
in need of reform. As discussed earlier, the longer people are unemployed, the more
their skills erode, the mori.- discouraged they become in searching for jobs, and
the more wary employers become of hiring them. For these reasons, the long-term
unemployed are disadvantaged in the labour market. The appropriate policy response
to this problem may be to make it more profitable for firms to hire the long-term
unemployed and for these unemployed to find jobs; that is, to restore market
incentives while retaining protection. and to move from mere protection of the un-
employed to promotion of their re-employment.

A variety of benefit reform proposals have received serious attention in various
quarters. Some of the shortfalls of existing systems seem widespread. For example,
benefit administrations themselves could be improved through tightening. It is not
just the long-term unemployed who need to he enabled and motivated to seek work:
the civil servants distributing the unemployment benefits also need incentives, but
the latter are often absent in many European countries since it is common for un-
employment benefits to be financed at the national level, but administered and
distributed at the local level. Thus the national go7ernment reaps all the financial
reward when benefits are withdrawn from those ineligiule to receive them, but the
local authorities bear all the costs of doing so. If, instead, the national government gave
the local authorities fixed grants, and then left these authorities to incur both the costs
and benefits from their administration ofunemployment benefits, civil servants would
gain a greater incentive to target these unemployment benefits to those actually
entitled to reeek e them.

Methods of financing unemployment alsu oeserve attention. It is common to
linance unemployment benefits out of payroll taxes levied on employers. When
that happens, the unemployment benefit systems may discourage employment
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simultaneously in two separate ways: they not only lengthen job search and raise
jobseekers' expectations of wages, whose levels are high by comparison with in-
employment benefit, but also raise employers' labour costs by increasing their tax
bill, since it is unlikely that payroll taxes will be fully borne by employees through
their wages, at least in the short term. Financing unemployment benefits through
expenditure taxes (such as VAT) may generally be expected to have a smaller contrac-
tionary effect on labour demand: expenditure taxes lead to lower labour costs and
higher take-home pay than do payroll taxes. This raises firms' incentives to employ
and workers' incentives to seek work.

A related proposal is to lower the cost of unskilled labour through introducing
progressivity in the financing of unemployment benefits. Unemployment massively
affects the lowest-skilled categories, namely those whose level of education is the
lowest. Given the extent of the problem, certain writers have proposed to reduce
contributions in respect of low wages. This has already partially been implemented in
France as a solution to the problem of regressiveness of social contributions.

Two means of action have so far been discussed:

exempting from employers social contributions the fraction of the wae which
is below the minimum wage: this measure would have a strong impact on the
wage cost', of the least-skilled workers (the cost of labour would, for example,
drop by 28 per cent in France, to the level of the minimum inter-occupational
growth wage), but would be extremely costly (5.5 per cent of GDP in France);

to exempt only the wages of workers earning incomes in the region of the
minimum wage: this measure is less costly to the national budget but makes
wage increases very expensive for the undertaking when a worker moves from

an exempted level of remuneration to a non-exempted level.

Measures of this kind can be financed in two ways: either by increasing tax
deductions from households, which would have a dampening impact on consumption
and an uncertain impact on verall employment, or by increasing the cost of another
factor of production: energy or the highest salaries, which would produce a sub-
stitution effect in favour of the least skilled categories. This would either reduce
emissions of gases resulting in a greenhouse effect or relax the labour market for the
most skilled workers, while ensuring neutrality at the macroeconomic level. Never-

theless, the extent of the substitution effects involved remains highly uncertain.
Quite understandably, reform proposals have in particular targeted the phe-

nomenon of long-term unemployment in its relation to the duration of benefits.
Brief details of the major proposals, their rationales, and also their drawbacks, arc
presented in table 23. Another proposal would replace unemployment benefits by
employment vouchers."' If the money governments spend on unemployment benefit
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Table 23. Reforming unemployment benefits systems

I Retain generous payouts but reduce duration

of uneniplos ment benefits

1.qis,ved ses :ranee ga dt d substitute l'or
unemploy mem benefits

I I %faking unemplos ment benefits less

conditional on unemplos mem

Id I he conditional negans e income tax

flatmate

Generous benefits are required to gis e people the

opportunity to make judicious and productis c job

matches, but long-term unemployment w hich

generous benefit duration may encourage is a
waste of human resources.

Short-term unemployment helps to restrain
wages and inflation, whereas long-term

unemployment has no significant influence
in this respect.

Seserance pay w hich rises w ith job tenure

gis es a fixed and limited amount to the

unemployed persons pros iding an incenns e

to find work promptly.

[Mike unemployment insurance, the

unemployed receise a lump sum severance

payment and thus the flexibility of how the funds
are used is increased; since unemploy ment

insurance increases the length of unemployment.
ibis is a dismeentise to find work.

Unemployment benefits gis e firms incentis es

for higher turnos er, us hereas seserance pay has

the opposite incenns e effect of inducing longer-

term employment relationships and. with this.
the incentive to pros ide and acquire training

Unemployment benefits continue after the
unemployed base found work. The marginal

return to finding employment is loss er the more

that benefits are "classed back- with market
work.

If benefits are not withdraw n or only partially

ithdrawn for a limited penod. the return to

finding employment would rise and the

unemployed ssould try harder to become

sel I-sufficient.

eryone of lt orkung age files a tax return All
those Is ith incomes altos e a threshold les ei

would be required to pay income taxes For

those below this les el. people who are

demonstrably willing to w ork and retrain to find

ork. would Neel+ e "negatis e income taxes.

that is pay mons from the gosemment.-

This proposd would reduce tax fraud, pros ide

less disincentise to svork than existing

unemployment benefits systems, be less

demeaning than means-tested benefits and he

sunple to administer. It could better fulfil equity
objectis es of unemployment benefits systems

since it uses income rather than emplos ment as

die criterion for redistribution.

Do. pod:

Since benefit entit'-ment programmes may

influence behas iour with considerable lag effect. it

is possible that putting a cap on the upper duration

of unemployment benefits would still find many
long-term unemployed without jobs at the

expiration of the benefits.

If those remaining unemployed at the expiration

of benefits are gis en training, intensified job

counselling, or public-sector jobs. the effect may be

merely to shift the underlying problem into the
slightly more remote future.

If shorter benefit duration merely means earlier

eligibility for continued unemployment assistance.

the smaller is the incentis e of the short-term

unemployed to find jobs, regardless of how short

the duration of unemployment benefits is.

Severance pay and long-term employment

relationships work in Japan because employees are.

in return, occupationally mobile ss ith a broad range

of skills. 11 [Mout broad skills, the long-tenured

employee who loses a job may face re-employment

difficulties.

Seserance pay may be posaisely related to length

of unemployment spell smce firms are reluctant

to hire labour if uncertain of the strength and
stability of a business upturn Severance pay may

therefoie not improse uneniployment especially in
economies prone to long recessions.

There may be "deadweight costc arising from the

fact that some of those permitted to retain their

unemployment benefits would has e sought and

found work anyway.

"Displacement- may occur Mee this proposal

would allow the unemployed to accept louver wage

offers and w ho might then displace incumbent

employees who mas then be turned into unem-

ployed and be entit fed to retain some of their

unemployment benefits when re-employed.

In order to pros ide a socially acceptable hese! of

support to those Xs ith the loss est earned incomes,

the tax rate on those at the upper end of the income

distribution would has e to be increased.

The gains front the mcreased incentis es to work

among the unemployed must be set against the

losses from the decreased incentive to svork among

those in the middle and upper income ranges
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could be redirected so as to provide an incentive, rather than a disincentive, to create

employment, many countries and particularly those where uhemployment benefits

are comparatively generous might reap a large benefit. Such a benefit transfer
programme would seek to give the unemployed particularly the long-term un-

employed a new option: to use a portion of their unemployment benefits, if they so

wish, as vouchers for employers that hire them. In this way unemployment benefit

systems, which currently impose an implicit tax on work, could be the source of
employment subsidies for the people who need these subsidies most, namely, the long-

term unemployed.
A policy that eliminates the inefficiencies created by current unemployment

benefit systems clearly gives positive returns to the public. To the unemployed, the

amount the government spends on ttnemployment benefits may not appear very
substantial: but if these funds along with forgone tax revenues were offered to

employers as wage subsidies, they might have a very substantial effect on em-
ployment. The voluntary nature of the programme would appeal to both the supply

and demand sides of the labour market. Employees could end up receiving sub-

stantially more than their unemployment benefits, and many employers could end

up paying substantially less than the prevailing wages.
Since the least educated and lowest-skilled are disproportionately represented

among the long-term unemployed, lowering the cost of employing such persons
along the lines discussed above would seem a promising remedy. A variety of
institutionally reinforced wage floors may be pricing low-productivity workers out

of jobs, but reductions in the direct wages that such workers receive could be

dysfunctional, since reducing the earnings that the low-skilled can command on

the labour market would provide little incentive for them to seek market work while

increasing the incentive to engage in alternative, anti-social behaviour. This is one

reason why the reduction of the labour costs of the low-skilled could be achieved
through subsidizing their employment in the way discussed in the previous paragraph.

There would, however, be risks of incurring deadweight costs, of encouraging fraud,

or privileging only those currently in receipt of unemployment benefits. Simpler in

the view of some economists would be to exempt employers of those most disen-

franchised from the labour market of the whole or part of NWLCs associated

with their employment. This would increase the demand for these workers, while

augmenting their earnings. Shortfalls on the budget revenue side would in part be

made up by the fiscal gains of lower unemployment (in both higher tax revenue and

lower benefit expenditure). Other methods of recuperating budget revenue income

would also seem plausible, as highlighted in the previous section.

Of course, the ideas presented in the foregoing paragraphs do not in them-

selves constitute firm policy recommendations. However, they do offer a sample

of innovative thinking on how labour market policies may adjust to the changing

economic environment.
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5 PART FIVE

The challenge of global full employment

Introduction

The preceding parts of this report have shown how formidable is the chal-
lenge of restoring full employment in most parts of the world. Indeed, all recent
reports or studies of the employment problem have noted that there is no simple
and painless solution. National action is constrained both by internal obstacles to
reform and external economic forces. At the same time, international cooperation
has weakened in the face of overwhelming forces of global change and seems
extremely difficult to restore. The present report has confirmed as much, but there
are compelling reasons why the international community cannot afford to let matters
rest there.

First. however difficult this may be. it is imperative to find viable solutions
to the twin problems of mass unemployment in the industrialized countries and of
widespread underemployment and poverty in developing countries. The current
employment situation represents an enormous waste of resources and an unacceptable
level of human suffering. It has led to growing social exclusion, rising inequality
between and within nations. and a host of social ills. It is thus both morally un-
acceptable and economically irrational. In contrast, the benefits of achieving full
employment are clear: other things being equal, it will make for better social integ-
ration, a higher level of output and a greater degree of equity.

The second, and related, reason is that if most countries accept the defeatist
attitude that full employment is unattainable then this by itself is likely to contribute
to a worsening of the current situation. This is not only because national policies
will thereby fail to give the required priority to the employment objective; it is also
because such attitudes will make it more difficult to develop the cooperative inter-
national action that is essential for improving the global employment situation. The
reason Ibr this is that it is difficult to mobilize international action around an
objective many believe to be unattainable, so in this sense a defeatist attitude towards
full employment becomes a self-fulfilling prophecy.

Both the unacceptability of the current world employment situation and the
negative consequences of a defeatist attitude towards the possibility of improving it
constitute powerful arguments for a renewed commitment to the objective of full
employment at both the national and international levels. There is an international
labour Convention (the Employment Policy Convention, 1964 (No. 122)) which
calls for a commitment to full employment that has been ratified by over 80 member
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States. The formal provisions thus exist; it only remains to increase the efforts to trans-
late its objects into reality.

A third compelling reason is that there is scope for effective action at both the
national and international levels. There will in fact be vast benefits from a common
and serious commitment by all nations to achieving full employment. For example,
this will greatly facilitate the process of developing a new cooperative framework for
managing the global economy. Coordination of macroeconomic policies and ensur-
ing an orderly system of international exchange rates would be easier if all countries
attached high priority to full employment as an objective of domestic policy. "When one
government worries more about inflation than unemployment and the other takes the
opposite view, they can be expected to disagree about the costs of acting jointly."
Similarly, a common commitment to full employment will make it more likely that a
higher level of demand will prevail in the global economy. This will in turn provide a
more supportive international environment for countries undertaking economic reforms.
For example, trade liberalization will impose lower short-run costs and higher benefits
when there is sufficient effective demand in the world economy. More fundamentally,
high levels of effective demand in the industrialized countries, which still account for
79 per cent of world production, will invariably improve the growth prospects of
developing and transitional economies through improved demand for their exports and
increased foreign investment. In contrast, if countries seek isolationist solutions to the
employment problem and attempt to impede further progress towards integration of
the global economy, then world welfare will be impaired. This could lead to a more
divided, unequal and politically turbulent world. In particular, if the industrialized
countries succumb to protectionist pressures, the prospects of material betterment for
the vast majority of mankind will be blighted. It is apposite in this connection to recall
one of the fundamental principles contained in the Declaration of Philadelphia, to the

effect that "poverty anywhere constitutes a threat to prosperity everywhere".
Nevertheless, given the current widespread scepticism over the prospects

of achieving full employment, it is instructive to review the experience of the period
between 1950 and 1973, when full employment actually prevailed in the indus-
trialized countries and the employment situation improved in the developing
countries. An understanding of the factors which made this possible can provide
useful lessons for the actions that are necessary to find an escape route from the
current impasse of high unemployment. Current circumstances are admittedly very
different, but an analysis of the past can nevertheless provide important pointers to
key requirements for the restoration of full employment.

The era of fun employment

The current mass unemployment stands in striking contrast to the situation that
prevailed in the industrialized countries in the not too distant past. During the 1950s
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and the 1960s, leading industrial countries not only enjoyed full employment but
had over-full employment. In addition to being able to employ all their own people,
these countries provided jobs for labour from abroad. In countries such as France and
the Federal Republic of Germany nearly 10 per cent of the labour force came from
other nations. During the period from 1950 to 1973 the industrialized countries
experienced a historically unprecedented expansion of production and consumption
at a rate of nearly 5 per cent a year. This was accompanied by a huge increase in world
trade, particularly in manufactured products.

Most developing countries also participated in and benefited from this world-
wide prosperity. Many Asian and Latin American countries embarked on a veritable
industrial revolution in these post-war decades.

This period of simultaneous prosperity for the North and the South evidently
came to an end with the first oil shock of 1973. Since then, the rate of growth of
the OECD and the world GDP has nearly halved. It is therefore not surprising to find
the high rates of unemployment recently experienced by the OECD rates which were
unthinkable in the preceding period. It is for the same reason that for a large number
of countries in the South, in contrast to the greater employment opportunities and the
significant rises in the average standard of living that prevailed earlier, the last 15 years
have been marked by deindustrialization. considerable falls in per capita incomes and
much increased underemployment and open unemployment.

There were three key features of the system that ensured full employment.
First, the post-Second World War international economic system gave high priority
to the objective of full employment. It is a recurring theme in most official docu-
ments of the new post-war international economic order. Thus, for example, the
contracting parties to GATT in the very first clause of the Preamble declared
themselves as "Recognizing that their relations in the field of trade and economic
endeavour should be conducted with a view to raisin,g standards of living, ensuring
lid! employment and a large and steadily growing volume of real income and effect-
ive demand, developing the JUll uses of the resources of the world...- (emphasis
added). Thus, under GATT, free trade was not regarded as an end in itself', but
explicitly as a vehicle for promoting effective demand and full employment.
Similarly the ILO's Declaration of Philadelphia, adopted in 1944, calls for the
attainment of' full employment as a major objective of national policies. Second,
there was a social consensus in the industrialized countries over institutional
arrangements in respect of setting of wages and prices, the distribution between
wages and profits, and the state fiscal, credit and welfare policies that guaranteed
minimum living standards and maintained aggregate demand. In the sphere of
wage setting. for example, productivity wage bargaining which flourished during
this period played a key role both in keeping a rough balance between the share
of wages and profits in the national product and also in helping to provide an
adequate rate of growth of consumer demand. Third, at the international level,
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the global economic system functioned undcr stable monetary and trading
arrangements.

Towards the end of the period serious difficulties arose at both the national
and international levels: these began to interact with each other in a cumulatively
adverse way to the detriment of the system as a whole. The Bretton Woods monetary
system broke down in the late 1960s. By the early 1970s, the system was so fragile
that it disintegrated under the impact of the two oil shocks, thus pushing the world
economy into a period of prolonged slow growth which began in 1973. The social
consensus of this period which was crucial to the functioning of the economic system
as a whole broke down.

The breakdown of the Bretton Woods system and the international rules of
coordination meant that the balance of payments disequilibria between nations
arising from the first oil shock could not be resolved at a rate of growth of world
demand compatible with full employment and low inflation. Most economists at the
time believed that the introduction of floating exchange rates would make the system
more flexible and remove an important restraint on economic growth. In practice
this turned out to be an illusion, and the asymmetrical adjustment processes of the
international economic system soon reasserted themselves. Countries which followed
Keynesian expansionary policies in the wake of the oil price shock increasingly
became balance-of-payment-constrained and were faced with the prospect of currency
depreciations in inflationary conditions. The simultaneous breakdown of the internal
rules of coordination with respect to wages and prices made it more difficult to use
exchange rate movements as an equilibrating device in the international sphere.

In particular, it could be argued that two changes in the international financial
system that originated in the late 1970s have exacerbated problems of increased
global unemployment. The first is the increased international mobility of capital as
a result of relaxation of previous controls. The second is the dramatic increase in
trading in global markets for currencies, currency futures, and a wide variety of
"derivative" instruments. There has been not only an explosion of activity in foreign
exchange and capital markets but a change in the nature of the activity.

In 1971, just before the collapse of the Bretton Woods fixed exchange rate system, about 90 per cent
of all foreign exchange transactions were for the finance of trade and long-term investment, and only
about 10 per cent were speculative. Today those percentages are reversed, with well over 90 per cent
of alltransactions being speculative. Daily speculative flows now reuularly exceed the combined foreitm
exchange reserves of all the (1-7 governments.'

The most important of these flows are speculative investments in foreign
exchange markets and purchases of a wide variety of derivatives financial instru-
ments whose prices are linked to the behaviour of' some underlying asset. These
changes in the global financial system have contributed to long-term interest rates
that are high by post-Second World War standards. significant fraction of in-
vestors now have a real alternative to investing their money either long-term or short-
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term. When both short-term and long-term rates seem unattractively low, flows
of funds into these more speculative types of investment are likely to nicrease
dramatically. As a consequence, long-term investors as a group are now able to
extract an inflation premium that was not available before the explosive growth of
these speculative markets, and this has created a permanent tendency towards hig-h
long-term interest rates across the entire world economy, rates which lead directly to
higher rates of unemployment and slow, ltes of global growth.

But the new reality is not just that real interest rates are high but that the
elimination of capital controls has deprived nearly all countries of the ability to
insulate themselves from them.

In short, when large economies such as Germany and the United States raise
interest rates, other countries must follow or suffer very large outflows of capital.
In theory, countries have another choice: they can simply let their currency float
downward relative to the currency of the high-interest-rate country. But devaluations
are a problematic instrument for stemming capital outflows, since they fuel specu-
lative pressures. High levels of capital mobility provide a strong bias towards
restrictive monetary policies in the world economy. Countries that fail to align their
interest rates with those of the large economy with the highest interest rate risk
substantial capital outflows and intense speculative pressures on their currencies.

What policy lessons do we learn from this experience with respect to the
requirements for obtaining sustainable full employment with low inflation? These
may be summarized as follows:

an extremely important lesson is that, in the present interdependent global
economy, it is necessary to have efficient and consistent rules for coordinating
mechanisms in both the internal and the external spheres. As we saw in the
preceding ana;ysis, mechanisms of both types have lost their efficacy and are
interacting with each other to generate ever more severe consequences for
the economy:

as far as the internal mechanism is concerned, what is required is a means of
restricting money wage demands in line with the country's changing macro-
economic potential, so as to avoid leap-frogging inflation. The alternative
would be the continued waste involved in keeping high unemployment (with
increasing NAIRU as unemployment grows) in onier to restrain inflation. It is
certainly sensible to seek cooperative arrangements between workers and
employers which can avoid this waste:

at the international level there is a need for symmetrical adjustment in the
balance of payments in order to raise the rate of growth of the world economy.
Under the present system this is not ensured, yet for full employment to be
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achieved it is important to have symmetrical adjustment between deficit
and surplus countries. It is worth noting that, even in a world of conflicting
national objectives and free capital movements, the task of international
coordination will be much easier if the domestic mechanisms for securing
non-inflationary growth are working adequately. This will enable countries to
use the exchange rate much more freely to attain external balance. There is
in fact a ck ;e interaction between the internal and external instruments of
coordination. The internal mechanisms, for example. will work more
effectively the smaller the fluctuations in the world economy and therefore
the smaller the required changes in the exchange rate.

Restoring full employment: iniernational act :In
It is clear from the foregoing that a fundamental requirement for restoring

full employment is the creation of an institutional framework for cooperative inter-
national action in finding optimal solutions to the pressing problems of unemploy-
ment and related social ills. This involves overcoming threats to the sustainability of
positive trends in the global economy as well as creating the basis for cooperative,
positive-sum policies. The need for this grows more pressing by the day. With the
extent of globalization that has occurred so far there has already been a reduction
of national policy autonomy in a number of areas. This has already bred significant
misgivings, uncertainty and insecurity. If globalization is to proceed benignly then
it is clear that the loss of national policy autonomy has to be compensated by the
development of an international policy. For example, the increased liberalization
of capital flows has led to reduced national autc only as regards macroeconomic
policy, and the difficulties created by this need to be resolved by viable mechanisms
for international coordination of macroeconomic policies as well as reforms to the
international monetary system. In particular, problems arising from the large increase
of speculative financial flows in the foreign exchange and financial derivative
markets need to be adequately resolved. The objective should be to reduce desta-
bilizing effects on exchange and interest rates, to channel a greater proportion of
world savings to productive real investments, and to lower real long-term interest
rates. The last-mentioned is a vital determinant of levels of investment and job
creation. Proposals for the reform of the international monetary system such as a
transaction tax on financial flows and target zones for exchange rates accordingly
deserve serious consideration. not least from the slandpoint of their potential con-
tribution to attaining higher levels of employment.

Another important area for greater international cooperation is that of labour
standards. As noted in an earlier section of the report. thc growth of transnational
production has undermined the effectiveness of traditional instruments of labour
policy and of collective bargaining. Competition for foreign investment and the
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increasing footlooseness of production tend to lead to the debasement of labour
standards. This clearly needs to be countered by giving a fresh impetus to inter-
national cooperation to enforce basic labour standards. There are clear mutual
benefits for all groups of countries in the continued progress of trade liberalization
and in increasing flows of foreign direct investment. There are also short-run
transitional problems which need to be managed. These problems, whether in indus-
trialized, transitional or developing countries, are mainly social in nature. They include
job losses, the need to change jobs and acquire new skills more frequently, and the
threat of growing inequality and social exclusion. At the heart of these concerns are
jobs and the income, social recognition and participation that they provide. These
problems understandably generate deep social and political anxieties and provide
fertile breeding grounds for protectionist and even xenophobic responses. Since
protectionist sentiment is in turn often aggravated by perceptions that some countries
are obtaining an unfair competitive edge by violating basic labour standards. progress
in the universal enforcement of these standards is important for preserving an open
global economic system.

The common challenge of adjustment to a rapidly changing global economy
that is faced by all countries should also be recognized as an important area for co-
operative international action. The development of common principles with respect
to how the process should be designed and implemented would help in promoting
orderly adjustment. High social costs are likely to generate social tensions that can
abort adjustment efforts in individual countries. This in turn will slow progress towards
a more open and productive economy. It is therefore important for the international
community to make adequate provisions for adjustment assistance to countries facing
the largest problems in this respect. such as the least developed and most severely
indebted countries. Such assistance could include the stronger implementation of
debt-relief measures for severely indebted countries as well as enhanced trade
preferences of the least-developed countries.

An important step towards achieving greater international cooperation would
be to bring current social problems and anxieties to the tore of the global agenda. Inter-
national attention has been focused for too long on political and economic issues to
the unfortunate exclusion of vital social ones. It is imperative to correct this at a moment
when social problems threaten to undermine progress towards exploiting opportun-
ities for greater material and social well-being. The World Summit for Social
Development which will be held in March 1995 is therefore a timely and welcome
event. But it is important that this summit does not end up reinforcing the artificial
separation of economic and social issues by dealing exclusively with the latter. If it
deals only with the minutiae of social problems and palliatives for these, without
confronting underlying economic causes. then a historic opportunity will be wasted.

Thc Summit has three issues on its agenda: social integration, the promotion
of productive employment., and the alleviation of poverty. The fundamental solution
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to these three interrelated problems lies in the creation of the conditions for uen-
erating hidier rates of growth of output and employment in the world economy.
This is the only viable long-run basis for solving the social ills that plague the world
today. Without growth and the creation of more productive jobs, no amount of
tinkerimi with social measures will offer lastimz solutions. Equally, however, without
resolving social problems the required levels of economic growth and job creation
cannot be sustained. This is why the summit should be the occasion for defining a
programme of action that exploits the synergies that will result from simultaneously
tackling the economic and social problems of the day.

Even more important than defining a plan of action, however, is the creation
of an institutional framework for ensuring that global economic and social prob-
lems are continuously dealt with on a unified basis. For example, with universal
commitment to achieving full employment as a primary objective of policy the
foundation will have been laid for this to happen. The coordination of economic
policies and the operation of global trade. financial and investment systems will then
need to be viewed from the standpoint of their impact on employment outcomes. These
outcomes would in turn be the primary determinant of social outcomes such as the
distribution of income, the degree of social integration, and levels of poverty.

A specific step in this direction would be to include ministers responsible
for employment and social affairs in deliberations on economic policy at both the
national and international levels. This could be reinforced by improved coordination
and closer collaboration between int .1-national agencies responsible for economic and
financial policies and those respom ible for employment and social policies.

These institutional changes to give greater weight to the social dimension
of economic policies will, of course, need to be backed up by the formulation of
feasible proposals for acdon on specific issues. Many of these issues are technically
complex and political consensus around proposals for action will be difficult to
achieve. But a start has to be made somewhere and more attention needs to be
devoted to these issues in the research work and policy analyses of international
agencies. The ILO. for its part. intends to promote this, both in its own work and in its
collaboration with other agencies. The outcome of' such work will provide the basis
for substantive consideration of proposals for action by policy-makers at both the
national and international levels.
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