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Abstract

Over the last two decades labour market flexibitias gained recognition as
an important factor for good economic performar@eer the same period, the UK
has followed a significant labour market deregolagprogramme, achieving probably
the most flexible labour market in Europe.

The main purpose of this study is to offer a cotecemalysis of labour market
flexibility and measure the impact that changefiaribility in the UK have had on
its regional economic performance. The thesisstaith a review of the forces that
have created the conditions for enhanced laboukehdlexibility. This includes a
discussion of the elements of flexibility, identifg its different forms, types, sources
and targets. Through a systematic literature reuigsvrelationship between labour
market flexibility and economic performance is exasd. Some original
international empirical evidence is also offeredsdd on a panel of data from the
OECD.

| then proceed to develop a technical economic medamining the effects
of labour standards deregulation on economic ouésoamd inequalities in economic
opportunities. This is followed by a theoreticasalission of regional dynamics in
relation to labour market flexibility, where issued spatial dependence are
considered. In the main body of the empirical asialya large number of flexibility
measures are developed and their evolution ovex éind across space is thoroughly
discussed. Then, the economic effects of labourketaflexibility are formally
examined.

The conclusion of this empirical analysis is that, balance, labour market
flexibility seems to have improved economic perfance in the UK regions,
although efficiency gains have coincided with largmequalities in labour
compensation and economic opportunities. The varielements of flexibility,
however, are found to have variable, often opposiifects, suggesting that the issue
of flexibility and improved economic performance nst purely quantitative, but
mostly related to the specific combination of labmarket arrangements which can
lead to better or worse social and economic outsothéollows that this issue cannot
be studied in isolation from its socio-economiciemvment, as the economic benefits

of flexibility are not universal but rather placad context-specific.
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Labour Market Flexibility and Regional Economic Performance

CHAPTER ONE

SETTING UP THE CONTEXT OF THE STUDY

1.1. Introduction

Presented in this thesis is an in-depth investgadf labour market flexibility
and its impact on national and regional economitopmance. We start by considering
the conditions under which labour market flexigilias become a critical issue for the
economy and society at large. The nature and deaistcs of the flexible arrangements
observed in contemporary labour markets is analjyidiscussed. We then turn to the
economic effects of labour market flexibility, whi@re examined through a review of
the relevant literature, an enquiry into economieory and a set of empirical
investigations at the national and regional levels.

The study falls into the broader area of econaanilysis and, although in many
respects social considerations are explicitly masjes of social behaviour and social
organisation are often put aside. Although the nragearch question is of a labour
economics nature, the analytical perspective enaplois largely macro-economic.
Furthermore, despite the fact that the study ackedyes the importance of space (and
place), and actually does investigate the relationsbipmterest at the regional scale, it
may seem to give this important spatial dimensiblaloour relations and their influence
on economic outcomes too little attention, espBcial its first part (chapters two to

five).
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Ch.1: The context of the study

There is, however, a very pragmatic reason forleyimg such an approach. The
main body of literature on which this study drawgeg no consideration to either the
space or the place at which the investigated phenanoccur. As an extreme -but
factual- example of the literature, trends in umation rates and wage inequalities are
often compared across countries and inferencegdonomic theory are often drawn,
with scant attention paid to historical cross-coyrdifferences in unionisation rates,
social security systems and traditions. Arguabty, examine the determinants and
economic consequences of labour market flexibdttgny level, one needs a concrete but
admittedly difficult to construct analytical framevk. Hence, rather than introducing the
topic of investigation in isolation to the relevditerature, we follow a gradual approach.
We start with an a-spatial analysis and introdue= riotion of space only when the
analysis reaches a certain point of clarity regaydhe relationships under investigation
(chapter six).

The spatial analysis of the later chapters is rgkess far from being a
comprehensive enquiry into the spatial dimensionlaifour market flexibility. A
thorough investigation is conducted at the regiosehle, where space is treated
rigorously with the use of spatial econometrics.widwer, the notion ofplace is
effectively neglected here. Local-specific socior@amic conditions and the influence of
the local environments in which they are formed @asciously ignored. Attending to
these conditions would understandably require esktentheoretical and empirical
research, which is not possible to integrate iheogresent endeavour.

Nevertheless, this study makes a significant daution, as a unique attempt to

place the issue of the economic impact of labourketaflexibility onto solid spatial-
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Labour Market Flexibility and Regional Economic Performance

economics foundations. A large number of regiora&l labour market flexibility
indicators directly related to theory and the mgemeral discussions on the topic, are
presented. Such a set of indicators is effectiveilgsing on an annual time-series basis
not only at the regional, but also at the nati@ral international levels. Furthermore, we
analyse in significant detail the cross-regionapetelencies in the determination of
labour market flexibility and their regional (antbss-regional) economic impacts. It is
hoped that these contributions will be followedd®stailed case studies that will pursue
the investigation of the research questions sgetliere at a more micro-level, by taking
explicit account of the local specificities of lalsonarkets and identifying the factors and
contexts which make some flexible arrangements wamk some not. To put it
differently, in the present study we take the tdpoen the national to the regional level
and use the regional-level information to asseesetonomic impact of labour market
flexibility. Further research is needed to identiyy local-specific effects and attribute
them to local-specific structures.

Such a reading of the present study and its darttans implies an assumption,
which is not disproved by the results obtained fittven empirical analyses. We view the
(flexible or rigid) institutions and regulations \@ning local labour markets as
representing a local-specific set of assets (amsnidr disamenities) that help shape
economic outcomes. Under such a perspective, fgengithe direct but aggregate effects
of labour market flexibility (even at the regiorialel) is only a first step towards the
investigation of the impact that labour market iftetity has on the economy. Further
steps require the investigation of the effectslexibility on the relationships between

economic conditions and economic outcomes (e.gv,dmunemployment benefits affect

13



Ch.1: The context of the study

the way in which unemployment impacts on produtt®) and the investigation of the
appropriate mixes of labour market flexibility inder to achieve specific outcomes (e.g.,
how much -and in which direction- does numericaxitbility have to change, if
functional flexibility increases by 1%, for emplogmt growth to remain stable?). Only
the first step is pursued in the present studylenthie other questions are left for future
research.

In the remainder of this chapter we turn to thec#ir economic, social,
ideological and technological conditions that héweught the issue of labour market
flexibility to the position that it occupies todayhe discussion stands apart from the
analysis in successive chapters, but this was deresi necessary in order to shape the
context of this study. In the last section of tbiepter we introduce the contents of the

chapters that follow and explicitly specify oureasch questions.

1.2. Economics and the economic context

The study of economics is historically inter-rethtwith the question about the
role of government intervention in the economy.irrthe “invisible hand” of Adam
Smith, which pointed to the separation of goverednam the economic sphere, through
the Keynesian interventionist legacy which followbe Great Depression of the 1930s,
to the dominance of neoclassical economics afeepthshocks of the 70s, the debate on
the role of policy intervention has always beertt@agenda of economic enquiry.

In the last fifteen years or so, significant depshents in the fields of Growth
Theory and Economic Geography (including the “Newomomic Geography”, but

mainly the literature on Local Economic Developmérave led to important changes in
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Labour Market Flexibility and Regional Economic Performance

the way the role of policy intervention is interfg@ and appreciated. Development in
endogenous growth theory led to the recognitiorthef impacts that fiscal policy can
have on the growth rates of an economy (for exapfptemer 1990, Barro 1990, King
and Rebelo 1990, Greiner 1996). Specifically, bpd@genising growth”, economists
began to point at government intervention as anpiaiesource of mobilising economic
growth. Equivalently, the recognition by regionabromists and economic geographers
of the importance of local-specific factors in singpthe “growth potential” of a region,
gave new insights into the role (central or loagyernments can play by providing
infrastructure, education, and the like.

Under these developments, the neoclassical viewnegative (or at best,
negligible) effects of government intervention aiowth and economic performance is
being questioned, assisted by the growing acadertgpest in inequality, both between
states or regions (the convergence debate) andhveithtes and regions (among people).
Of course, this latest readdressing of governmastvention policy is in many respects
different from the Keynesian-type interventionispacy of the post-War period. The
focus is more on the supply-side of the economgn tbn the demand-side. This trend
applies in both economics and economic geograpdlicyRintervention is regarded more
as a means of enhancing market efficiency (lafancial, or product markets) and the
quality of intangible economic assets (human anblipiwcapital: vocational training,
education and infrastructure) in order to increaggregate welfare, than as a tool for
achieving social goals, such as income redistidiouéind social security, and increasing

aggregate demand. The focus, in other words, ig morefficiency and less on equality.
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Ch.1: The context of the study

Despite that, recent research on income inequsitioovs how related these two
policy intervention approaches actually are. Fansaesearchers, the two approaches
can be characterised as competitive or even caatoagl Economic efficiency is not
necessarily compatible with equality and the elemion of income inequality does not
seem to promote economic growth (Benabou, 1996)r Bther researchers
complementarity is more likely. Income inequaligatls to under-investment and other
sub-optimal outcomes, with detrimental effects tor®mic growth (see for example
Hongyi et al., 1998). Under this assumption, redgdncome dispersions can, under
certain conditions, even be seen as a tool for ptiog economic growth. Unfortunately,
the trade-off between equality and growth has rettbeen fully explored, despite its
profound importance for both social and policy desieasons.

Despite the growing interest in the role of gowveent intervention and fiscal
policy for (national or local/regional) economicvéépment, the main focus is relatively
narrow, on topics like education (or human capitaimation —Lucas, 1988; Romer,
1990), infrastructure (Nijkamp, 1994), politicabbility (Alesina and Perotti, 1996) and
taxation (King and Rebelo, 1990; Greiner, 1996 hulnber of important facets of policy
intervention, which might be equally important fbe growth and inequality debates, are
consequently ignored. Among them, labour marke¢rugntion is perhaps the most
important. Nevertheless, with efficiency wage thesand the literature on the economic
impact of trade unionism as possible exceptionswtir models have failed thus far to
structurally include aspects related to the orgdima of labour relations, labour
standards and, in general, labour market regulaffenthe extent that labour market

institutions matter in the determination of economiitcomes, it should be realised that
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Labour Market Flexibility and Regional Economic Performance

both growth and local economic development thestesild account for labour market
intervention in a more direct and explicit way (Boy1994).

The issue of labour market deregulation and fiérhwas of high priority in the
agenda of the EU economic (and social) policy dutimee 1980s and 1990s and is still
very important today. It is moreover one of the trmmntroversial issues debated inside
and outside academia (Rodgers, 1994), as the peddXibility appears to be real rather
than rhetorical, following the big changes that énavsccurred in the international
economy and its organisational structure during thst two decades. These
developments and their connection with the issuth@forganisation of labour relations

are synoptically presented in the following sedsiofthis chaptér

1.3. Globalisation, localisation and flexible accumulation

It is widely acknowledged in both economics ancb(e@mic) geography that the
internationalisation of the economic system after $econd World War, the dominance
of large transnational corporations (TNCs), theenécentrance of former communist
countries into the international -capitalist- ecomo system and the revolutions in
information technology and telecommunication systeled to the appearance of a new
phase of capitalist development, the “global ecoyiorihe establishment and gradual
domination of a number of international and suptianal organisations (such as the
IMF, the World Bank and the G7) increased the degffeopenness and interdependence

of national economies and fostered their integnatldamilton, 1991). Amin and Thrift

! See also the more detailed discussion of sped#fielopments in the regulation of labour market$ an
their causes in the second chapter.
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Ch.1: The context of the study

(1994) identify seven characteristics that are ected -either as driving forces or as
results- to the globalisation of the economic systie increasing power of the financial
structure over the sphere of production, the irgirga importance and
internationalisation of knowledge, the acceleratiand diffusion of technological
progress, the rise of global oligopolies, the “glidation of state power” (i.e., the
emergence of a number of supranational organisgtidghe increase of global cultural
flows (“fusion of different narratives and local maaculars”) and the rise of a “new
geography” that is “globally local”.

The globalisation of the economic system is tleeefassociated with increased
volatility, openness, competitive pressures and eramty (ILO, 1997). These
characteristics cannot be compromised with theécstagid and inflexible organisation of
the socio-economic sphere that prevailed for tiheetldecades after World War 1l, under
the so-called Fordist mode of accumulatidirom the late 70s Fordist capitalism, based
on mass production, economies of scale, taylorigidyrction processes (moving
assembly line), growth of waged labour and expantionew markets, and “regulated”
by a Keynesian-statist method of regulation (une@yplent benefits, the “welfare state”,

increased trade union power and high wages to Etmuemand and, hence, growth),

2 The term “mode of accumulation”, together with tieems “method of regulation” and “hegemonic
structure” were developed by the “school of redatdt (see for example Aglietta, 1979; Boyer 1988;
Lipietz, 1987), as an alternative to the Marxistéar” theory of capitalist development (and crjsesd its
set of analytical tools. Regulation theory conssdeapitalist development as a “non-linear” prodbss “is
characterised by a sequence of specific socialdtioms, which differ from each other greatly, basadcn
unvarying basic structure in their forms of prodaictand exploitation, conditions of socializationda
class, as well as in the character of the state thadpolitical rule” (Esser and Hirsch, 1994, p.73)
Throughout this work we refer to the regulatioragiproach in a wider sense, to included effectiaily
non-marxist structuralist approaches.
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entered a period of crisis and reconfigurafiofo respond to these new developments,
many authors assert that a new mode of accumulatidna consequent new method of
socio-economic regulation, the so-called “post-iircera” is being formulated.
However, this new regime is not yet dominant inthi facets of economic activity.
Rather, “in a national and international contexte tsituation is characterised by a
complex mixture of alternative strategies for owening the crisis” (Esser and Hirsch,
1994, p.76).

More orthodox approaches view these changes fronkess structuralist
perspective but equally recognise that globalisatiand technological progress
necessitate increases in the flexibility of prodactd labour markets. Besides the
methodological and epistemological differencesrdrgeems to be common agreement
that the new era is described by the increased riaapee of technology and a turn
towards flexible specialisation (Piore and Sabed84) and a flexible mode of
accumulation (Harvey, 1987). These elements incltide geographical diffusion of
production, the increased importance of SMEs, netiwg, “competition through co-
operation” and quality-based competition, inforroatiand technology diffusion,
subcontracting, and the reorientation of produciomaccordance with a changing and
differentiated (heterogeneous) demand. But they imlslude another factor, namely the

re-organisation of labour relations, as we diséuder in later chapters.

% For an analytical discussion of the transformatiérthe Fordist regime, see Dunford (1995, esphcial
pages 127-140) and the references presented there.

* Tickell and Peck (1992), Peck (1994) and othensehzorrectly mentioned that, although in the post-
Fordist era flexible accumulation and its charasties have been well identified, the method okifhe
regulation is still neither apparent nor well stdli The juxtapositions of the new regime complidate
identification of the new forms of socio-econorregulation.
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These developments, the so-called “global cha#i&nbave significant spatial
effects. The dominance of the nation as the basimamic entity is under scrutiny,
mainly because of two trends. On the one handnteenationalisation (globalisation) of
the economy, the integration of national market$ @nsequent emergence of a number
of supra-national institutions, weaken the powdrsasional states (“hollowing-out” of
nation state power) in designing and implementirggrtown economic policies (Bennett,
1991). On the other hand, the diffusion and difiéegion of production increases the
importance of local (or regional) economies (Grarza@abezas, 1992). Moreover, “the
compression and transgression of time and spaceisafi.e., globalisation) ascribes a
greater salience to place, since firms, governmantsthe public come to identify the
specificity of localities as an element for dertyioompetitive advantage” (Amin and
Thrift, 1994, p.6). In this sense, there is a n@&le remerging, not simply for local
economies, but for local economic development (LBBJ its governance as well. The
implication is that localities can control their moveconomic performance by exploiting

their growth potential and integrating into the kb economy. In other words,

® Within this context a number of scholars stressithportance of the “institutional thickness” ofemion

in promoting its integration to the global economyd fostering its economic development (see for
example Hodgson, 1993; Hudson, 1994). Of courdealhecholars are optimistic about the abilityadal
economies (and local economic governance) to piaacéve role in the global economy. Such authseg (
for example Harvey, 1987; Ohmae, 1990; Hirst ahdriipson, 1996) emphasise the role of transnational
corporations (TNCs) in “running” the global econorapd determining the fate of local economies.
Additionally, they question the analytical validityf the notion of “glocalization” (the simultaneous
existence of two opposite tendencies: globalisatiod localisation), arguing that localisation is a0
autonomous tendency of the economic system. Insiemdthe globalization of the economy that, tigh

the hollowing out of national states, exaggeratesmportance of local economies. Sabel (1994)paljh
listing five developments that contribute to the@consolidation of the region as an integrated ahit
production”, advocating the idea of the regionaisa(localization) of the world economy, appedissic
about the degree of independence and autonomyn@nweord, the power) that regions can have in a
globalised economy. For related arguments, seefatsp and Robins (1990).
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globalisation has led to (or is accompanied by.edémng on one’s theoretical view) a
simultaneous “localisation” of the world economy.

Together with the increased importance of regams their local economies, the
trends discussed here have also enhanced “thecemyoof the enterprise” (ILO, 1997,
p.82). In an era of increased volatility and uraietly the firm has to adapt by changing
its strategies and objectives. Flexible, differaet@d products, with small stock holdings
and just-in-time production methods (Koshiro, 1988 unquestionable requirements for
enterprise success. Flexible methods of labouramk new management methods to
enhance the flexibility and adjustability of a fisrpolicies are seen as preconditions for
a firm’s survival and expansion.

Evidently, then, the need for change in product Efour markets and in their
social relationships (between workers and employssveen employers and the State),
affects the behaviour of all the parties involvéte area where this need for change has
been more urgent and the effects of the consequamges more evident is the labour
market. In the next section we look at the strugdisir debate on the relationship between
the aforementioned preconditions for change and #ffects on the regulation of labour

markets.

1.4. Flexible accumulation and flexibility in labour markets

As noted above, the forces related to the new neb@decumulation and the new
method of regulation, affect all facets of governinatervention and economic activity:
regional and national development policies, incodistribution and redistribution

measures, provision of infrastructure and educat(pablic and human capital
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formation), trade policies, taxation, housing pielicand labour market interventidn.
Labour market deregulation in particular has gaimedeasing importance in the last two
decades and claims a special position in the debatdhe changing international
economic order.

The labour market is the area where the presdoreshange have been most
severe, since the evaporation of Keynesianismrasthod of socio-economic policy has
re-defined the social and economic role of wageédua Moreover, the labour market is
where the impact of “globalisation” and “post-Fami’ has been felt more strongly, as
the re-configuration of the economic system diseetffects labour incomes, labour
relations and employment opportunities. The reddgiypoor labour market performance
of the 1980s and early 1990s internationally, Immany respects made the position of
labour in the economy less favourable. Althoughnypleyment is more recently less of a
problem, wage inequalities, employability and skillepreciation (with low-skilled
workers becoming increasingly more vulnerable tegpty and social exclusion) are real
problems that the re-configuration of the econosystem has yet to solve. Furthermore,
employment growth (full-time employment growth irarficular) has not yet fully
recovered from previous declines. These labour atarklevelopments have
contemporaneously been followed by a tendency wsvlower labour standards that is
supported by the neo-liberal search for increagbdur market flexibility (deregulation),

both in the political sphere (“Thatcherism”) ande academia.

® At a first glance, it may seem contradictory t@us on governmental intervention policies when we
simultaneously talk about the “hollowing-out of ioat states” (and authority). Nevertheless, nati@tes
(and their governments) are still the main actdrsazio-economic regulation. Furthermore, governmen
intervention is a term wide enough to include peBcimplemented by supra-national organisations and
institutions as well as by local authorities.
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Of course, the mere fact that changing labour etacknditions have coincided
with (i) the emergence of the “post-Fordist modaodumulation” on a notable scale and
(i) the generalisation of the tendency towardsglsation, is not a sufficient condition
for one to claim a causal relationship betweenlékels and quality of labour standards
and the new economic order. Many authors (Wilkinsb®83; Peck, 1989; Hudson,
1989) advocate that “there is no straightforwarchnaztion between flexibility in
production and flexibility in labour markets” (Ped992, p.329).

Despite such critics, the recognition of the imtpoce of labour market flexibility
in the new era of capitalism, for the competitiwesition of an economy or for its growth
rates, is apparent in documents and policies eragldyy supra-national organisations,
such as the EU and the WTO, or in internationadagrents, such as GATT and NAFTA
(see Hufbauer and Schott, 1993 and Krugman, 1906 fwitical discussion of relevant
references). Apart from the importance of allemgtunemployment and wage inequality
for economic stability and social justice, the wayswhich governments intervene to
regulate their labour markets can have differefgcé$ on relative factor prices, the size
of the active labour force, labour demand, sectstraictures and, consequently, rates of
economic growth. Mainstream economic analysispalgih using a different terminology
than the one used here, finds labour market dexgnl (higher flexibility) not only
justifiable but even necessary (as we will disausse extensively later) exactly because
of “globalisation” and the changes in the regimaafumulation (increased volatility and
uncertainty of the world economy). The differentat of demand and shortening of
products’ life-cycles, what in neo-Schumpeterianm® has been labelled “creative

destruction” (Aghion and Howitt, 1992; Caballerodadaffee, 1993), have increased
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uncertainty in production and created “the needdionanced flexibility in production
systems” (Scott and Cooke, 1988, p.241). This hasnbpartially achieved through
automation and partially through the functionabrganisation of the production process
and the externalisation of some of its parts (sobeesting, casual and temporary
employment, R&D co-operation networks, etc.). Thaés necessarily led, not simply to
the re-organisation of labour relations but, aseascholars have argued, even to a new
social and spatial division of labolr.

The main benefit of labour market flexibility atite consequent re-organisation
of labour relations is that it constitutes a sowteompetitive advantage (Ozaki, 1999).
The use of alternative forms of non-standard emptay, the benefits from wage
flexibility and the advantages of production methakat enhance functional flexibility,
as will be explained in the following chapters, fhéhcrease productivity and reduce
production costs. More importantly, they allow fiven to enhance its ability to adjust to
changing demand and wider economic conditions. Agredhbenefits this is considered
to be the most important. In an era of high unasiteand volatility, the merits of high
profitability and lower costs may possibly be lesgnificant than the achievement of

sustainable production.

" We do not discuss further the issue of the newigsand spatial) divisions of labour under the mad
flexible accumulation. This is because this is®lates to the emergence of a new geography of ptiodu
(“new industrial spaces”, “sub-urbanisation” of tHsecondary labour market”, new forms of
agglomeration) and to the restructuring of gendkss and ethnic (racial) relations, in both theneenic
and social spheres. For a discussion of thesesissae Massey, 1984; Scott and Storper, 1986; &adtt
Cooke, 1988; Scott, 1988a, 1988b, 1988c; Nielsga1l
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The re-organisation of labour relations (to inseeéabour market flexibility) has
taken place at three levels: first, at the level vehge determination, with the
individualisation of employment relations and theakening of workers’ bargaining
power; second, at an intra-firm level, through tm@motion of group-work, multi-
skilling and intra-firm mobility of labour (intermdlexibility); and third, at an inter-firm
(market) level, through part-time and temporary Eyment, subcontracting, and other
forms of “quantitative adjustments in the labousake” (external flexibility) (Storper and
Scott, 1990, p.575). These distinctions, among \theous forms and sources of
flexibility, regulation and deregulation, will bevestigated in greater detail in the next

chapter.

1.5. Thelimits of flexibility?

The direction in which the re-organisation of labeelations is heading raises
two questions. First, are these developments sitrito the new regime, or are they
ephemeral, residuals of earlier (pre-Fordist) pwast capitalist accumulation; and
second, do they constitute sustainable (reprodejcddonomic structures.

Regarding the first question, one strand of therdiure suggests that the new
flexible labour relations are not specific to thegent. As Peck (1992, p.329) puts it,
“many of the so-called flexibility strategies argtablished means of deepening control
over the labour process in ways of which F. Tayhdght have been proud”. Moreover,
“far from being a recent phenomenon flexible labowarkets have a long history”
(p-330). Nevertheless, one has to acknowledgettieaspecific forms of labour market

deregulation in post-Fordism seem to be charatitea§ (and historically specific to) the
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new regime, despite lack of homogeneity in themtsgic implementatiohFor example,
the pre-Fordist “sweatshops” have been replacettheénpost-Fordist era by production
units characterised by the increased use of highmtdogy (e.g., computers) and an
“emphasis upon skill and quality” (Piore, 1990,4),4at least in the developed world. As
a consequence, the labour force is not so easyntoot (in that it is relatively specialised
in non-firm-specific skills and is therefore potaflly mobile). Although many of the
labour market flexibilities existing today seemctosely resemble the flexibilities of the
early 20" century, there are both qualitative and quantiatdifferences in their
inspiration and their enforcement. As a results idifficult to sustain the argument that
contemporary flexible labour arrangements are uadgdof the pre-Fordist period.

With respect to the second question, a numbeowtradictions have been noted
in the literature that lead one to question thditgbof flexible labour markets to
reproduce themselves. Internal flexibility increadbe importance of workers to the
production process (due to the increased numbiasks undertaken by each worker, and
greater responsibility and participation in theigeSnanagement of production), while
multi-skilling increases their attractiveness arndadability” in the external labour
market. Hence, both their bargaining power anduiheover rates increase, with adverse
effects on the degree of internal flexibility obgsat in the labour market. In addition, as

Mahon (1987) among others has stressed, the diffation of products across firms also

8 Deregulation is not necessarily seen from a fonetist point of view. It is not only dependent thre
variations in the form of “flexibilities” that emge with the re-organisation of labour markets (k®e
example the discussion about the “competitive” werstructured” flexibilities, by Leborgne and Lapz,
1988), but also on variations that accrue fromdifierent “logics” that different places (localisig have,
according to the locally-specific regulatory andiabmilieux (Peck, 1992). We return to this issugarts
of chapters two and six.
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makes the latter depend on their internal labourkets, thus increasing job-security.
According to Streeck (1985, as quoted by Mahon/),98teady employment may in fact
be required by a flexible production strategy”. é&xtl flexibility, with the segmentation
of the labour market and the externalisation ofipmtion reduces the firms’ control over
the workers (Michon, 1987) and hinders on-the-foim-specific skill formation (Peck,
1992). The importance of firm-specific skills cammany cases act against labour market
flexibility. We provide a treatment of this issuethe dual labour demand model set out
in chapter five.

These endemic contradictions in the process ofstoamation from Fordism to
flexible accumulation, it has been argued, mayaactlestabilising factors for the new
regime. Industrial disintegration and labour madegimentation, that can be the result of
unregulated labour market flexibility, can potelyialead to “under-investment in
technology innovation and skill formation [and] enchine the nascent growth model of
flexible accumulation itself” (Peck, 1992, p.33&abour market segmentation can also
hinder local economic growth by widening socio-emoit inequalities and political
(class or ethnic) tensions (Saxenian, 1983). Italao lead -together with the absence of
labour market regulation, job security and guamdhteninimum wages- to reduced
worker effort and, hence, productivity (Piore, 1280Finally, productivity slow-downs

can also occur from the management side. Flexpg#eialisation and accumulation foster

° We do not provide definitions for the various farof labour market flexibility here, as this wik lslone
thoroughly in chapter two.

19 This rationale, advocated by the neo-institutimaliterature of labour economics, is in complete
accordance with the “efficiency-wage hypothesisi. the context of the neo-institutionalist approach,
however, effort is not simply a function of wages for example in Yellen, 1984) but, more broadly,
function of the overall labour standards (Herzeghetral., 1990).
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the emergence of small firms and promote home-wgtkbasically because of the need
to reduce as much as possible all the fixed cdstiseofirm (Piore and Sabel, 1984). At
an extreme, when “all costs are variable costsidmjtare borne by the worker, [then] no
one has an incentive to worry about productivifgiofe, 1990, p.39). Although it can be
argued that workers still have an incentive to beremproductive, to receive higher
wages, such productivity gains are limited by thHesemce of economies of scale,
investment in physical capital and new technolggigsSich can also be attributed to
enhanced labour market flexibility under the cestuction strategies assumption.

To state this argument in a more general way, itlegpe fact that higher
flexibility in production (i.e., output adjustmengnd product differentiation) and the
labour market is a response to greater uncertaimtlyvolatility in the economic system,
higher levels of flexibility induce fewer risks Wwitrespect to costs and greater risks with
respect to investment in physical capital and sfolimation. In other words, the
externalisation of production and the increase@res flexibility in the labour market
constitute externalities that lead to under-investmin both physical (promotion of
labour-intensive technologies) and human (reduaedhe-job training) capital. In the
words of Streeck (1989, p.91), “firms acting ‘ratadly’ are only in exceptional cases
able to [proceed to] human resource investmeneim and higher skills. It appears that
the skills needed for industrial modernisation hagepeculiar collective [(i.e.: public)]
goods properties that they can not even be geeogtanilateral state provision”.

Although this argument is somewhat extreme, itlgsealy related to what the
recent literature on endogenous growth (human aagitcumulation, learning-by-doing)

identifies as non-linearities in the aggregate pobidn function, that create increasing
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returns to scale at an aggregate level (“exterc@h@mies of scale”, for the economy as a
whole) but constant returns for each individuamfirleading to Pareto sub-optimal

equilibria (under-investment) and hindering ecororgrowth (Romer, 1987; Barro,

1990; King and Rebelo, 1990; Barro and Sala-i-Martt992; Greiner, 1996; and

others)**

We take a closer look at this in chapter threeewkve present an analytical
discussion of the different approaches to labourketdlexibility and deregulation. For
now, our conclusion based on the discussion coedutius far is the following. Labour
market flexibility is a profit-maximisation respady firms to changing economic
conditions and structures. Despite that, howewer deregulation of labour relations can
potentially create as many problems as it can Hgtsalve. For this reason, a careful re-
configuration of labour relations, rather than theomplete deregulation, seems to

emerge as the best policy response.

1.6. Thestructure of the present study

So far we have quite briefly discussed the widenges that have altered the
conditions governing economic relationships, tmeiation to the organisation of labour
relations and the prospects of the new forms aflegipn and accumulation (production).
This discussion was necessary in order to seteipdhtext of the analysis. The relevance
of the issues considered here is that they infosmalbout the social, economic and

political climate that generates the need for enédrilexibility in the labour market and

1 Monastiriotis (2001) presents a direct empiriesit tfor the existence of such non-linearities i th
regions.
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elsewhere. Throughout the reminder of the anatyéssclimate is taken for granted. Our
focus switches from the wider to the more specHis,we examine in detail the nature
and forms of labour market flexibility and their pact on national and regional
economic performance.

There are four specific research questions thatdfiudy addresses and attempts
to answer, either at a theoretical or at an engditievel, each with multiple offshoots.
Our first question is what is labour market flektg? Which are its types, forms and
manifestations? But, further, what are the origamsl determinants of labour market
flexibility and -more importantly- of the changes labour market regulation? After
pursuing this question, the second issue clearlgrgimg refers to the economic impact
of flexibility. How does labour market flexibilityaffect the economy? How do the
different elements of flexibility impact on the emmmy and to what extent does this
impact differ for different elements? Which are #eonomic indicators that are affected
most? Moreover, how can one conceptualise (andilgpsmnodel) the labour market
outcomes related to changes in labour market régnjaboth at an a-spatial and at a
regional level?

For the next two general research questions thesfaans to the case of the UK
and becomes explicitly regional. Hence, our thitgesiion is how has labour market
flexibility evolved in the UK and its regions ovéire last two decades? Have the regional
labour markets converged in terms of the labowticais prevailing in each of them? Has
flexibility advanced faster in the most backwardioas? Has it instead advanced faster

in regions more exposed to the international ecaso@®r has the deregulation of labour
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markets, that was followed during most of the pkrimder consideration, produced
spatially even changes in labour market flexibdity

Finally, the fourth and most significant questiom \wvestigate refers to the
specific regional economic impact of enhanced labuoarket flexibility. We examine
empirically how changes in labour market flexilyilitn the UK changed regional
economic performance. Further, we examine whethdrta what extent the regional
economic balance and the cross-regional dependehae changed due to enhanced
labour market flexibility.

The structure of the present study essentiallyovadl the order in which these
guestions were asked. In chapter two we analyseatierthpt to explain labour market
flexibility. In chapters three and four we dealtwihe economic impact of labour market
flexibility. Chapters five and six focus on the ceptualisation of the regional and labour
market effects of labour market flexibility. Theawination of the evolution of labour
market flexibility in the UK is undertaken in chaptseven and in chapter eight we
perform a number of detailed econometric invesigat to locate and measure the
specific effects of labour market flexibility ongienal economic performance in the UK
over the last two decades. The final chapter sumsesthe analysis, outlines a number
of implications and concludes. In more detail:

» In the next chapter we define “labour market flékyd and identify its

constituent elements. Specifically, we first exaenithe definitions of, and
differences between, the terms flexibility, regidat deregulation and
flexibilisation. We then present a number of decosifons of these terms to

identify what is meant in reality by the notionftexibility. We further consider
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different theoretical approaches under which theasttuent elements of
flexibility can be integrated into an analytical deb of the evolution and change
of labour market institutions. Finally, we analythe labour market flexibility
and deregulation experience of the OECD countrnes the last two decades in
an attempt to relate the theoretical discussidhécstylised facts.

» Chapter three outlines various theoretical conattlans and empirical
evidence relating to the economic and labour mas{étcts of regulation,
deregulation and flexibility. With regard to thesdussion of the previous
section, we first review the main points of the classical analysis of labour
market flexibility before turning to less orthoddpost-Keynesian) and even
heterodox (neo-institutionalist and neo-Ricardiapjproaches. The discussion in
this chapter is not conclusive, as the main puro$e account for the multitude
of different effects and mechanisms identifiedha titerature. This procedure is
meant to enhance our theoretical understandingndfiaform our empirical
investigation on the issue.

= A first part of the empirical investigation is peeged in chapter four. We
investigate the effects of the various degreesegtilation in the OECD labour
markets on their economic performance, as wellnatheir performance in terms
of wage inequalities. Following the discussion &ie tthird chapter, this
investigation is split into two parts, one relatittgthe wage inequality effects
and the second relating to the wider effects omeegoc performance. Results
from these empirical investigations seem to verihe views taken in

contemporary research that the impact of labourketdiexibility differs both
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qualitatively and quantitatively across its differeelements. This further
supports the theoretical discussion of chapter two.

= Chapter five is dedicated to the development dietetical model for the
economic analysis of labour standards. Startingh vabme considerations
regarding the nature of labour standards as aneeleldfecting productivity,
production costs and worker utility, we build a rmbdwhich explicitly
incorporates labour standards in the analysis dbuamarket and wider
economic outcomes. Most of the discussion in chiapte is based on a
diagrammatical analysis, which allows us to spedeulan the wage and
employment effects of labour market deregulatioriroducing trade unionism
(as well as unemployment benefits and minimum wagethe diagrammatical
analysis enables us to explain the trends in inggpsathat have been identified
in the world economy, both with respect to waged waith respect to labour
standards.

» In chapter six we expand this analysis and transfaer the regional level.
With a particular focus on the UK, we discuss thgpartance of the regional
dimension of the issue under investigation. Weftifieregional mechanisms and
dynamics, which are not clear in an a-spatial aslyand we discuss the ways in
which they can be incorporated into the empiricadlgsis. We then outline the
context for the regional empirical investigationabfapter eight. In doing so, we
also discuss the issue of scale and our selecficheoregion as our unit of

analysis.
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= The regional empirical analysis begins in chap&rea. We present the
evolution of the main indicators of regional ecomomperformance in the UK
and discuss the differences and similarities ofett@nomic structures of the UK
regions. We also present a large number of labarken flexibility indicators
that we have constructed for the UK regions, fag pgeriod 1979-1998. As
already mentioned, these indicators representguarattempt to measure labour
market flexibility (and its changes over time) imetUK and are in complete
reference to the theoretical discussions of chapteo and three. Together with
the presentation of these indicators, some empirgslts, mainly referring to
the evolution of regional labour market flexibilignd its determinants, are also
presented in chapter seven.

» The main body of the empirical analysis is actupligsented in chapter eight.
The chapter introduces the empirical investigatiith some theoretical and
technical considerations, before the presentatidheomain empirical findings.
We also provide a number of alternative estimasea eheck for robustness and
examine in detail the issue of spatial dependehice.empirical findings offer a
large amount of information, the wider implicatiooswhich are related to our
earlier theoretical discussion in the concludingtisas of the chapter.

= With chapter eight we conclude our investigatiortled regional economic
effects of labour market flexibility. The last chiepis a summary of the
theoretical discussion and an assessment of theirieahpevidence. The
empirical findings are related to the theoretidalcdssion, suggesting a refined

view of the entire issue of labour market regulatand flexibility, both for a-
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spatial and space-specific analysis. An organisecudsion of the implications
of the obtained findings deepens our understandiripe social and economic
role of labour market regulation and flexibility. aVclose the chapter by
identifying directions for further empirical andettretical research on the issue,

especially at the regional and local levels.
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CHAPTER TWO
LABOUR MARKET (DE)REGULATION

AND LABOUR MARKET FLEXIBILITY

2.1. Introduction: regulation, deregulation and fleibility

This chapter looks at the issues of labour mafleibility, regulation and
deregulation, with our main focus being to defineatvis meant (and understood) by
these terms, what forms do they take, and whdies telationship with each other.
Specifically, in this chapter we provide broad dgfons for these terms before
narrowing down to relate them to the contemporargdamic and policy debates.
Further, we look at the various types of flexilgilirom a functionalist perspective,
identifying the elements that make a labour matlegible. Next, we scrutinise from
a more practical perspective the forms that thkesable labour market arrangements
assume. We then attempt to relate the forms arestgp flexibility to one another,
suggesting ways in which they can be integrated atvider model, to facilitate a
greater understanding of their interactions. Weelwith a review of the changes in
(de)regulation and flexibility as experienced byfetent OECD countries, with a
special focus on the UK. To put it succinctly, weoqeed by investigating the
following questions: (i) what is flexibility and €lregulation? (ii) what are their
ingredients, from both a functional and a practjpatspective? (iii)) how are these
ingredients integrated? and (iv) what are the aguetperiences of all this? To put it
differently, the first step (pursued here) is todte (define) these terms; the second is

to decompose them into their constituent elemehis;third step is to provide an
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organic re-integration of these elements; anditagt relate this theoretical exercise
to the stylised facts. Hence, we next discuss thamimg and history of these terms

and provide some definitions.

2.1.1. Labour market flexibility

A very simple and rather convincing definitionlabour market flexibility is
that labour market flexibility is the extent to which the labour market is allowed to
operate under the influence of market forces. In other words, labour market flexibility
Is the extent to which labour market forces deteamiabour market outcomes.
Hence, a totally flexible labour market is the ameere no financial, institutional,
linguistic, political and cultural impediments (andeed any impediments) are
present? In this respect, any factor entering the labourkeiaother than the forces
of demand and supply -themselves determined bytbft and utility maximising
economic agents and their preferences-, potentiaifyose rigidities in the labour
market and lead to labour market inflexibilities.

The latter are naturally producing inferior economoutcomes, as in their
absence optimality would emerge. Under this definjtthere are many factors that
can be related to labour market rigidities. By tfa@ most important, however, (or at
least the most deeply discussed and analysed fectbe context of labour market
analysis) is government labour market interventonin other words, labour market
regulation. A more detailed definition of labour niet flexibility would then be the

state of a labour market in which there are no ypieyment benefits, no legislation

2 Housing market inflexibilities and the friction epace are two other important factors creating (or
sustaining) labour market inflexibilities. Howevech factors are not directly related to the desig
and implementation of labour market policies. lis trespect it is difficult to define the limits beten
flexibility in the labour markets and flexibilitynithe housing markets or geographical flexibility.
should be clear, however, that absolute labour etdté&xibility cannot be achieved in the absence of
total market flexibility.
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on work-schedules, working time and fire-and-hiregedures, no trade unions to
bargain on wages, working conditions and redund@snand so on. This is probably
the most common definition of flexibility, althoughis rather technical and non-
exhaustive?

This is because labour market regulations are wideknowledged as the
main sources of labour market inflexibilities (ddies), for two apparent reasons.
The first is practical. Labour market regulatioms particularly binding, as they are
normally enforced by law and (when monitored appetely) cover the whole of the
labour market. They are, moreover, insensitive abour market and general
economic conditions. A regulation covering a speakpect of labour relations can
be in force for years (if not decades), while labmarket conditions (in terms of
demand and supply and of labour market equililn@a) change much faster.

The second reason is rather ideological. Labouketaegulations represent
and constitute a form of government interventiomspite the recognition even in
some strands of neoclassical economic analysis (eeffare economics and versions
of the endogenous growth theory) that governmetetrvention can correct certain
“market failures”, mainstream economic analysisll sidentifies government
intervention as the main source of economic inifficies in broad areas of economic
activity. With respect to labour market analysisl @ahe analysis of labour market
flexibility in particular, government interventioand trade unionism are the most
widely acknowledged sources of economic inefficigenmore so than any other
economic or non-economic externality. But what e other externalities that can

also constitute labour market rigidities?

13 The phrasing presented here is extreme, as isatethat it describes: the case of total flexjbdr
total absence of any form of regulation in the labmarket.
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One main factor of labour market inflexibilitieshigh occupies, nevertheless,
a peripheral position, especially in the non-acadestnand of the debate about labour
market flexibility, is labour market power from trede of firms or individual
employees. Specifically, although much of the labmarket flexibility literature
focuses on workers’ market power, which is attioutto trade unionism and
legislation on collective worker rights, less dission is directed towards the impacts
of monopsony (or oligopsony) power, or of monopabyver of some segments of the
workforce (e.g., highly skilled IT specialists, fimancial analysts and executives). It
is common knowledge in economics (but effectivelytsade the labour market
flexibility debate) that monopsony power in the dab market produces inferior
economic outcomes in all respects: lower levelsewmiployment, lower levels of
production (output), higher prices and lower wagdse same may be true for some
types of labour monopoly power, as has been shawrexample in the insider-
outsider literature (Lindbeck and Snower, 1988xIfiactors are therefore important
barriers to labour market flexibility and are pgyhaas important as labour market
regulation itself:*

This returns us to the question of what is laboarkat flexibility, as it must
be something more than simply the absence of gavemirimposed regulations in
the labour market. Indeed, that was explicitly dgsed by Prof. R. Solow in his 1997
Keynes Lecture in Economics for the British AcaderaAg alternative definition of
labour market flexibility would then be that “[aggectly flexible labour market [is
the] one that interposes no obstacle to the fiddi®s matching of an unfilled job and

an unemployed worker with the appropriate skillo [¢hat] vacancies and

*n this respect it is quite ironic that labour ketrderegulation seeks the removal of the instinai
arrangements in place precisely to counterbalaheset externalities. This observation illustrates
clearly the ideological element in the search &wolur market flexibility and deregulation.
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unemployment [can] never coexist” (Solow, 1998) p>Despite the fact that such a
definition may seem rather narrow, interestinglyadcounts for a large number of
other labour market externalities and rigiditiesacRl or gender discrimination,
labour market segmentation, linguistic, geogragharad legal barriers to labour
mobility, trade unionism, high reservation wagesnopsony power and restrictions
imposed by the housing and financial markets, actofs that can all potentially
increase the mis-match between job vacancies aremployed persons, thus

allowing for vacancies and unemployment to co-exist

2.1.2. Labour market regulation

With this definition of labour market flexibility @ depart from the rather
short-sighted view of the latter being effectivdlye opposite of labour market
regulation. Although many of the labour marketdiges relate to the regulation of
labour markets, a large number of them do not. &ample, attitudes towards
minorities (discrimination), non-legal barriersladbour mobility (linguistic, cultural,
geographical and other), imperfections in the fmanand housing markets and so
forth, are strictly beyond the reach of labour netrintervention. This perspective
allows one to consider labour market regulationsioig the narrow and restrictive
issue of labour market flexibility. Labour marketgulation is the sum of the
regulations, restrictions and laws governing therapon of labour markets and the
relations between the workers and their employeis given time and place. Such

restrictions and regulations serve a totally urieelao theperformance of a labour

!5 with such a definition, a very appealing practisagestion as to how to measure labour market
flexibility is by using the distance of the BevegeCurve from the unemployment and vacancies axes
(see Cheshire, 1973, for an early elaboration enutiemployment/vacancies relation). On the other
hand, as Solow (1998) acknowledges, there aredliimits to the appropriateness of the Beveridge
Curve as a measure of thus defined labour marégibflity, mainly due to the endogeneity of both
unemployment and vacancy rates.
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market purpose. Indeed, most labour laws are iotred to protect the workers from
firms’ power. Trade unions were formed to allow therkforce to organise and
negotiate with the employers on a more equal b&agulations regarding working
hours per year, week or day were introduced toecefthe socially acceptable
standards with respect to work intensity, workingnet and health and safety.
Minimum wages were introduced to set minimum levets“acceptable” labour
compensations (the minimum value the society giwes person’s hour of work) and
unemployment benefits were introduced to provid®imes for those temporarily out
of employment. In the same way, employment secuinigurance contributions and
redundancy payments were introduced to maximiséntiee-temporal security of the
workforce which, as opposed to employers, is comeachito one job and cannot
diversify its “human capital portfolio” in order tminimise risk. Overall, labour
market regulations were largely introduced to oigmrthe operation of the labour
markets in a systematic way, to achieve continaitgt establish commonly accepted
“rules of the game”. This, of course, should beradth employees and employers.
Following these considerationsbour market regulation is the set of binding
arrangements imposed by a government on labour relations in order to achieve a
number of economic and non-economic outcomes, not necessarily related to the
labour market itself. Such regulations, howeven, adversely affect the operation of
labour markets and produce greater inefficienches tthose they are supposed to
prevent. Because of that danger -and under thefigpeanditions that were created
after the slowdown of economic growth in the 197@dour market deregulation
became an issue with many advocates and few opfnémbour market
deregulation therefore refers to the removal of tdehnically imposed institutional

obstacles in the free operation of a labour marébstacles that are imposed and
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controlled by governments. It is under this perfipecthat such issues as Active
Labour Market Policies (ALMPs: vocational and sdised on-the-job training, job-
brokering, etc; see Calmfors, 1994), the flexibiisn of the housing and financial
markets and the reduction of barriers to geographnobility relate directly to labour
market deregulation. More importantly, of courssgdur market deregulation refers
to the relaxation of policies that keep minimum esghiring and firing costs, costs
related to overtime and non-wage compensationsefmat leave, paid holidays, sick
leave, etc) and unemployment benefits at high $evEhe objective of labour market
deregulation is not, however, the complete rema¥any form of regulation from
the labour market and should not be consideredaslyna quantitative reduction in
“rigidities”. As was discussed in the previous deaplabour market deregulation
constitutes effectively a re-regulation of labouarkets under more flexible and
(mainly) cost-effective rules. It is thus concepiwalifferent from labour market

flexibility and not at all symmetrically opposite labour market regulation.

2.1.3. Regulation, deregulation, flexibility andekibilisation

Labour market deregulation is however often cordua&h what could be
called “labour market flexibilisation® Nevertheless, the case here is again not
symmetric. As will be further discussed in the daling chapters (and explicitly
shown in chapter five), labour market deregulatisnneither a sufficient nor a
necessary condition for flexibilisation to occuirsk flexibility in a labour market
can increase without a change in regulation if otla@our market rigidities are

removed. For example, a reduction in the degresegfmentation (either vertical or

16 Although we recognise that the term “flexibilisat! is a neologism that is not aesthetically
appealing, we use it extensively to describe “iases in labour market flexibility”.
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horizontal) in labour markets would increase setfonccupational and (possibly)
geographic mobility. The result would be a flexgaltion of the labour market.

Second, labour market deregulation can occur withau subsequent
flexibilisation of the labour market (Brosnan andih, 1996; Ozaki, 1999). Imagine
for example that, despite regulations, the extémant-time employment in a labour
market is (close to) optimal. Further, imagine thae restrictions are withdrawn so
that the part-time employment becomes easier teewaeh Naturally, the effect of
deregulation on employment arrangements and labmanket relations in such a
(hypothetical) case would be negligible.

A different and perhaps more plausible exampléesfollowing. Imagine that
certain rules regulating fringe benefits were witlvdh (deregulation). Firms would
have the option to reduce their fringe benefiterder to reduce their (labour) costs.
If, however, such a reduction led to lower laboup@y and a probable reduction in
workers’ effort, it is possible that this would eftively increase wages and reduce
output. So, it is possible to assume that a proéikimising firm would find it more
profitable to keep the fringe benefits it offerstlagir pre-deregulation levels, rather
than reduce therfi. This rationale can probably explain the findingAafdison and
Hirsch (1997) that the introduction of mandatoryatte notices (regulation) in the
USA in 1989 did not raise the proportion of redumdaorkers receiving a dismissal
notice of over than a month in advance (inflexijli As their estimates suggest,
8.6% of dismissed workers received a one-month-arenmotice in the six-year

period prior to regulation, while in the next thrgears following regulation this

" Such an outcome can be formally derived from aid&r-outsider or an efficiency wage model. We
derive a condition for such an outcome under aegerEompetition framework in the model we
develop in chapter five.
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percentage even dropped slightly to 8.2%. This edanpoints to the fact that

deregulation proxies flexibility only to the extdhat it is used by firms.

Figure 2.1: Labour market regulation, deregulation,flexibility and flexibilisation
The Labour Market
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Finally, labour market deregulation can result e tremoval of some
“rigidities” that actually cancel other importantflexibilities. Although this refers
more to labour market outcomes than to labour mdheibility as such, imagine a
case where the decentralisation of wage bargaleadp to its restructuring in such a
way so that an increased number of parties beconwvied. Prolonged periods of
bargaining and a potential increase in wage-stedsncan result, especially if the
centralised bargaining system was characteriseudby co-ordination (Calmfors and

Driffil, 1988; Nickell, 1997a; Traxler and Kittel,997).
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Indeed, for the last two cases one can argue leabilisation has in fact
occurred with the withdrawal of the restrictive uwégions, and that flexibility is
higher, although not directly observed. Such apesmtve would, however, create
further problems for the definition and measurenadriabour market flexibility. We
prefer to think of flexibility more as an outcomather than a potentiality, in order to
simplify the analysis, both theoretically and engailly. This is the perspective we
employ in the theoretical discussions and empiroadstigations that follow.

To better illustrate this perspective, we summaase discussion so far, in
Figure 2.1. Labour market regulation interacts we&bonomic conditions and,
although both are reshaped by each other, detesntivee degree of flexibility that
prevails in the labour market. Labour market candg can of course trigger changes
in labour market regulation (deregulation). The olab market response to
deregulation (flexibilisation) will generate someinor feedback effects to
deregulation (dotted line) and affect directly tbeerall degree of flexibility.
Flexibility, deregulation and flexibilisation wileshape labour market conditions, so
that a new “equilibrium” of labour market regulatjdabour market outcomes and
labour market flexibility will emerge.

Before closing this section, it is important to exdhat such a perspective
suggests that labour market flexibility is endogento labour market conditions. In
other words, it is not the potentiality of flexibéenployment arrangements to occur
that is important, but rather the extent to whiceltls flexible arrangements are
identifiable in a labour market. The latter willggand on the degree of regulation and
the specific economic conditions prevailing in thbour market and will affect the

extent to which regulations are used.
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2.2. An analytical decomposition of labour market exibility

Having rather extensively discussed the issuellmfur market regulation,
deregulation and flexibility, we now turn to therrfts and types of flexibility, to
reproduce the typologies existing in the literatanel discuss the particular elements
of flexibility. Our examination of the ingredientd flexibility is conducted on three
levels: first, at a functional level, which provglan investigation of the different
types of flexibility; second, at a technical levefich facilitates the analysis of the
various forms of flexibility; and, third, at a ptaal level, which facilitates the
discussion of the ways in which flexibility manitestself in the labour market. A
detailed table with all the decompositions discddsere is presented in the Appendix

(Table A.2.1).

2.2.1. Functional decomposition

From a functional perspective labour market fleiipican be classified as
numerical and functional, with each of these tyfugther divided into internal and
external’® The term “numerical flexibility” refers to a coridin where firms can
easily find the necessary quantities and qualgfelsbour to adjust to any business
cycle shifts. “Internal numerical” flexibility refe to the workforce already employed
by the firm and to the adjustability of their wanki hours (short shifts, overtime)
working time (weekly hours, variable shifts), leavand holidays. “External
numerical” flexibility refers to the ease with whia firm can adjust its labour input,

presumably by temporarily employing additional wenk Conversely, “internal

8 This classification resembles the distinctionsdpied by the Institute of Manpower Studies
(Atkinson (1984; Meager, 1985; Atkinson and Meaded86). In their model, however, functional
flexibility was mostly identified as internal, whilnumerical flexibility was considered external. A
third type of financial flexibility, which here weonsider external to the labour market and do not
discuss, was also identified.
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functional” flexibility refers to the “ability of ampanies to improve their operating
efficiency by reorganising the methods of produtti@and labour content
(multiskilling, decreases in job demarcations, @ased employee involvement) in
order to keep pace with changing [demand conditioristechnological needs”
(Koshiro, 1992, p.14). “External functional” flexiity refers to the ability of firms to
externalise some parts of their production (vertidsintegration) and possibly

diversify their production, mainly through sub-c@muting.

2.2.2. Technical decomposition

While such a classification of the various funotibtypes of flexibility is
useful, further analysis is needed to obtain aretepicture of what labour market
flexibility actually refers to. Such an analysis facilitated by the technical
decomposition of labour market flexibility. Fromtechnical (or “economic-theory”)
perspective, labour market flexibility can be ursieod as the extent to which market
forces are allowed to operate freely in three brdachains. These domains can be
labelled as “production function flexibility”, “ladur costs flexibility” and “supply-
side flexibility”. Alternatively, one can regarddbe three domains as “institutional
flexibility”, “wage flexibility” and “individual flexibility”, respectively (Dawes,
1993). Each of these domains consists of smalleidsunains, as illustrated in Figure
2.2.

Production-function flexibility can be divided intdlexibility in the labour
input” (adjustability of labour input to changingaomic conditions) and “flexibility

in the work content™® Labour-costs flexibility can be divided into “flésility in non-

19 Note that these two categories closely resemlgedtstinction between numerical and functional
flexibility, respectively. However, this is a difent classification. For example, although sub-
contracting would be classified as (external) fior@l flexibility from a functional perspectiveoim a
technical perspective it would fall into the “lalvanput” category.
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wage costs” and “pay flexibility”. The latter care further decomposed into
“flexibility in the determination of the reservatiowage” and “(average) wage
flexibility”. Finally, supply-side flexibility canbe split into “labour mobility” and

“flexibility in skills acquisition”.

Figure 2.2: Technical decomposition of labour markeflexibility

17 Labour Market Flexibility j
Production-function Labour-costs Supply-side
Wage costs
(pay)

Flexibi- | Flexibi- | Determi- | Determi- | Flex. in Flex. in
lity in lity in nation of | nation of non- Labour skills
labour work reserv. average wage | moblity acqui-
input content wages wages costs sition

We will return to these categories after a prattamount of the different
elements constituting labour market flexibility hbsen made. At present, three
points are noteworthy. First, these seven “bottore*l categories identified in
technical terms include elements that are not siadly attached to any particular
category. For example, deregulation in hiring-ainiekg legislation can increase both
flexibility in non-wage costs and flexibility in ¢éhlabour input, by reducing (non-
wage) labour costs and increasing labour turnawespectively. Second, categories
identified from a technical perspective do not élyacorrespond to a specific
category from the functional decomposition. Songgnants of supply-side flexibility
can thus be better viewed as functional (e.g., patonal mobility), while others

refer to numerical flexibility (e.g., sectoral mbty). Third, this technical
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decomposition allows us to scrutinise the spetdigets that each category of labour
market flexibility is supposed to reach. Some @f ¢htegories presented in Figure 2.2
refer mainly topure labour market flexibility (defined as the degree of adjustability to
changing economic conditions). Such categories dvbel what we defined above as
pay and supply-side flexibility as well as mostneémts of production-function
flexibility. Most of the latter would also be relavt in aproductivity-enhancement
context, as would be (a few) elements of flexipilit non-wage costs, although these
fit almost entirely to a third target, that obst-reduction. These three targets of
labour market flexibility will be further discussdater, together with our practical

decomposition of flexibility and re illustrated Trable 2.1.

Table 2.1: Elements of flexibility, by target and échnical category

Flexibility
targets “Pure” flexibility Enhancement of Reduction of
Technical labour productivity labour costs
Categories
Labour input Irregular hours, Shift (Negative effects) Alternative, Part-time
work, Working time, and Home-work,
Weekends, Temping, Irregular hours, Temps
Dismissal protection Dismissal protection
Work content Multi-tasking, Within- | Multi-tasking, Within- Multi-tasking, Job
job occ/tional mobility, job occupational demarcations
Job demarcations mobility
Reservation wage Duration of benefits, | (Duration of benefits, Minimum wages,
Minimum wages, Replacement rate) Replacement rate
Replacement rate
Wage flexibility Co-ordination (unions- Union power Co-ordination (unions
firms), Structure of wage firms), Structure of
bargaining, Union wage bargaining
(coverage, density,
power), Wage flexibility
Non-wage costs Dismissal and empl. Employment Dismissal and empl.
protection, Employees| protection, Labour protection, Labour
representation rights, standards standards
Labour standards
Labour mobility Housing flexibility, Job | Regional and Sectora] Job mobility / Tenure,
mobility / Tenure, mobility Occupational mobility
Occupational, Regiona
and Sectoral mobility
Skills acquisition ALMPs, Educational | ALMPs, Educational Training
attainment, Training attainment, Training

Note: In parenthesis are listed elements that are matgstforwardly expected to be related to a
target, but for which there is debate in the litera about their potential connection.

49



Ch.2: Labour market deregulation and flexibility

Before turning to the specific elements that cduti labour market
flexibility, we must mention the distinction amotige varioussources of flexibility.
Labour market flexibility can be the outcome of govment legislation (labour
market regulation and deregulation), collectivegla@ring (trade unions), changes in
firm behaviour, or changes in the behaviour of wwekforce (Ozaki, 1999). While
the second source of flexibility is rather commansbme countries (Denmark and
Holland, usually with the consultation of -and sdimes the pressure from-
government), the most common sources of flexibaitg labour market deregulation
and unilateral changes in firms behaviour. Chamgéise behaviour of the workforce
(for example, workers investing in multi-skillingh@ becoming more mobile) are
more of a theoretical possibility than an idenbfeareality, at least outside the area of
self-employment. The fact that flexibility and fibrisation are dominated almost
entirely by the acts of the firms and the statgetber with the fact that much of what
is perceived as flexibilisation is in effect protiuty-enhancing and cost-reduction
strategies, has led to the identification of tharcle for flexibility with “the idea of
labour being flexible in the interests of capitgktkinson, 1987, p.98). As one strong
critic of labour market flexibility puts it, “[tjhenotion of flexibility, then, becomes
something of an ideological fetish” (Hyman, 1991281). We will talk about these
issues in detail in the next section. We now tura tdetailed presentation of the list

of elements that constitute labour market flexiili

2.2.3. Practical decomposition
From a practical perspective, there are many el&srtéat fit into the notion
of labour market flexibility. The discussion of $héub-section cannot be exhaustive,

as a full account of all possible elements of labmarket flexibility would require
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much more space than we can actually devote &ré&. iHowever, we will cover most
areas at least briefly.

Our technical decomposition illustrated the maenents that labour market
flexibility is conventionally thought to include. &/present a fairly extensive list of
these elements in Table A.2.1, with reference wtdrgets that such elements are
primarily meant to meet. One group of elementsudes non-standard employment
arrangements that allow a firm to employ workerslevBimultaneously avoiding a
permanent commitment and the non-wage costs tichtasgommitment might entail.
Elements included in this category of “flexible doyment” are part-time work
temporary placements (fixed-term contracts or @mtér over a fixed task), seasonal
work, sub-contracting and casual employment (irl@gor occasional work).

These non-standard employment arrangements alsnecbrio elements
related to the “casualisation of employment”, witie deregulation of dismissal
protection (job security). Such elements make thenpnency of a job less secure
and dismissals less costly. Consequently, the labugaut becomes cheaper (lower
non-wage costs) and therefore more responsive itoadg and general economic
conditions.

Another group includes what we could attach tolét®ur-input and internal
numerical flexibility categories. This group, chaexised by the ILO as “working-
time flexibility” (Osaki, 1999), includes flexibtly in overtime, working hours and
working time, shift-work and work on weekends. Suelements of flexibility
represent the ability of firms to adjust their labonputs upwards or downwards

without any additional costs.

% To the extent that part-time work is contractedamnopen-ended (permanent) basis, it could be
included in the next group as well.
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Hence, relaxation of the regulations covering (paertimes, maximum
working hours per week and per day, maximum daysmeek, the continuity of the
working day (shift-work) and of the working weekdgkend-working) allow firms to
adjust internally their labour inputs and distrbglhem more evenly, so as to achieve
continuity of production and respond immediatelylemnand changes. An example of
such an arrangement would be the annualisation @king time, with which
overtime is no longer calculated on a weekly basigd weekly hours can vary
substantially, sometimes including a week’s holigay month in return for weekend
work or longer workdays.

Multi-tasking, which often includes team-working dan within-job
occupational mobility, is also a means of intemaldljusting labour inputs, although
it mainly refers to the content of work. As an exéden imagine a firm with a number
of secretaries, which needs occasional book-keegpangces. The firm could either
sub-contract this service, hire an occasional, teany or part-time employee, or re-
train one of its secretarial employees to occadlippeovide this service (overcoming
occupational demarcations through skill enhancenenhe last option would
additionally reduce costs (and increase produgivéspecially if the secretarial staff
was not fully utilised (labour hoarding). Additidrelements of flexibility that could
also facilitate multi-skilling and occupational niily are increased training
provision (on-the-job and government-provided jelated training) and higher
educational attainment. This group of “supply-sidlexibility elements allows firms
to use more fully (the skills of) their workforcadgprobably more flexibly organise
their production process. But to the extent thanging demand conditions do not
require that, this only serves a cost-reductiorppse. A special category within this

group is Active Labour Market Policies (ALMPs). ®upolicies can increase the
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employability of the unemployed (especially the dagerm unemployed), increase
job-matching (hence, productivity) and help firmsaome skill-shortages that can
increase labour costs (wages) and hinder produefifariency.

Related to the above is a group of elements thlatiider the general title of
labour mobility. This list includes occupationaécsoral, regional and job mobility, as
well as flexibility in the housing market. All thesare pretty much supply-side
elements, although both firms and governments dér ancentives to enhance
labour mobility. These elements mainly guarantee timrestricted operation of
“market forces” that compel the labour market o equilibrium any time a
deviation occurs. Flexibility in the housing mark@nd, hence, housing market
deregulation) is included here as it removes barte mobility (in space and,
consequently, across jobs) for the workforce. F#iky in labour standards includes
a wide range of elements, of which employee reptasen rights, working
conditions, health and safety regulations, thetrighorganise (unionism), regulated
breaks, paid leave (sickness or maternity) anddhagd, are the most significant. All
these elements largely represent extra productstscThey also include, however,
aspects related to the adjustability of the laboput (breaks, working hours) and of
labour costs (working conditions, holidays) andirttderegulation, therefore, is a
source of flexibility. As we shall see in the moded develop in chapter five, labour
standards (non-wage costs) can be adjusted depgeadimarket conditions, despite
the degree of regulation (which, however, providéswer floor).

For theory, however, the most important elementdlefibility are those
related to the determination of (minimum and avejagages. First among them is
wage flexibility, or the elasticity of wages witkspect to unemployment. This is a

much less institutional element, as it depends ptetnora of factors that affect the
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operation of the (labour) market. It is relatedwewer, to the reservation wage and
the system of wage determination. Wage determinaitivolves at least three
elements: decentralisation (or individualisatioi)wage bargaining, reduced trade
union power (as well as densities and coverages)atnd co-ordination among
unions and among employers in the bargaining psocEsde unions apply upward
wage pressures (with potential negative employmeffiects) and make wages
stickier, thus reducing their (downward) adjustiépivith respect to unemployment.
Co-ordination in wage bargaining can unify the othise sectorally and regionally
segmented labour markets and help regional andra¢édpecificities be accounted
for in the wage bargaining process, especially wtten latter is decentralised.
Decentralised wage bargaining recognises the egislifferences in profitability and
final demand for different sectors and firms arldva$ the equal growth of all sectors
in the economy by producing sector-specific wagalexjia.

Flexibility in the determination of reservation vesgis directly related to a
lowering of minimum wages and the levels and dambf unemployment benefits.
Hence, this group of flexibility elements is efieely a (labour) cost-reduction
policy, although it also helps reduce reservati@yes, increase labour supply and,
more importantly, increase the unemployment elégtof wages. A final cost-related
element of flexibility is (reductions in) payrolbtes. This is sometimes a large
component of the so-called “wedge” (the differenicetween production and
consumption wages}. Reducing the wedge can increase labour demand gy,
thus stimulating economic activity and impellingpdair market outcomes (wages and
employment) to be increasingly responsive to (anaremreflective of) general

economic conditions.
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With this discussion of the various constituentredats of labour market
flexibility we conclude this section on the decorspion of flexibility into its
discrete parts. In the next section we attempt @aroc synthesis by placing the

relevant elements into a more structural framework.

2.3. The *“flexible firm”? the relationship between the different
elements of flexibility

In the previous section we saw what constitutbsua market flexibility. We
decomposed flexibility into its descriptive elenmgand provided further aggregations
based on functional, technical and other clasgitina (i.e., targets and sources).
Here we explore how and whether all these elenmarisbe integrated into a model
of labour market behaviour and managerial strasegiée literature does not offer
many insights on the issue, as this is too comigdcéo be convincingly described by
one single model. Thus, our present inquiry is nesqgoratory than conclusive.

In general, one can identify three theoretical pectives in which to fit the
stylised facts of the patterns and forms of flditipidiscussed so f& The most
thorough and analytical attempt dates from the H880s, to the work of the -then-
Institute of Manpower Studies (now Institute for Eoyment Studies). In a series of
studies (Atkinson, 1984 and 1985; Meager, 1985;imsttn and Meager, 1986) a
model of a “flexible firm” was developed and relavaevidence was provided to
explain the changing patterns of labour use anduaarket flexibility. A divergent
second perspective considers such changing patsrtiee outcomes of fundamental
socio-economic changes: a number of causal factwts,necessarily organically

integrated, rather than the implementation of dmesirategies by “flexible firms”

I There are enormous differences in the payrolta@s among countries, varying for example (for the
1989-1994 period) from 0.6% in Denmark to 40.2%afy.
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are what drive these changes. Such a perspectogaripatible with the view of firms
as having “a distinctively non-strategic approacHhatour use” (Hunter et al, 1993,
p.401).

A third approach considers such changes (laboukehdlexibilisation) as a
wider “strategy” outside the firm. This categoryutm include non-economic
approaches (political theory and sociology) as wadl non-orthodox economic
approaches (flexible specialisation, regulationisharxist, neo-institutional).
According to such approaches, a specific strategstse for changing patterns of
labour exploitation, organisation of production arefjulation of socio-economic
relations. This strategy, however, is beyond thepecof the firm. In other words,
these changes occur at the level of the firm baiirsgpired at and instigated from the
wider social and economic arena. We present aneflyrdiscuss each of these

approaches below.

2.3.1. The “flexible firm”

The model of the “flexible firm” (Atkinson, 1985Atkinson and Meager,
1986) suggests that firms consciously move frorditi@al labour use strategies to
more flexible ones. Under the pressure of incregagiconomic uncertainty, higher
competition and technological change, firms tendaeour a division between a
“core” of permanent employees who enjoy (relatjed) security and probably higher
wages and a “periphery” of temporary employees Wil labour standards (and
wages). Firms deploy such a strategy in order t@mece their ability to adjust their
labour use, responding quickly and with little co&t changes in demand or in the

organisation of production. This strategy generatelchotomy between an internal

22 pollert (1991) offers a similar classification (bfee theoretical perspectives) to ours.
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labour market of core workers and an external lalmoarket of peripheral workers.
Firm strategies go further to apply new measurelsinétional flexibility to the core
workforce, while using the external labour marlesatisfy their need for numerical

flexibility.

Figure 2.3: The Flexible Firm Model

Sub-contractors

First Peripheral Group
Part-timers
(internal numerical)

Core Group

(internal functional)

Second Peripheral Group
Temporary employment
(external numerical)

Agency temps/trainees
palkojdwa-jas

Third Peripheral Group
(external functional)

As Figure 2.2 shows, outside the core group theee taree peripheral
categorie$® The first includes all workers employed on a piane basis or under
job-sharing arrangements. This part of semi-corekers normally works irregular
hours in order for the firm to meet its numeridakibility goals. The second group
includes workers on fixed-term and task-relatedtramts and constitutes the typical
external workforce, which has no options for proimotor any further involvement
within the firm. In the periphery of these two gpsuis a third group consisting of

sub-contractors, agency temps, trainees and tHeersployed. This group is an
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external labour market, which is not specific te tim and to which the firm has no
commitment other than that deriving from the specifroduction arrangement
(contracted task).

To summarise, the flexible firm model predicts austural trend of firms
consciously developing a strategy where varioum$oof flexibility are technically
constructed. Internal functional flexibility is delied by the technical construction of
the core workforce; (semi-)internal numerical flakty is offered by the first
peripheral group (part-timers); external numeritatibility is offered by the second
peripheral group (temporary employees); and extefoactional flexibility is
achieved by the utilisation of the external perialhgroup (sub-contractors). Further,
with this segmentation of the workforce, the fldgidirm can also achieve pay-
flexibility and non-wage costs flexibility, simplyy altering the shares of each of the
groups of workers in its total workforce. Union regentation and power will also

decline, sometimes by more than the extent to witietcore workforce is reducéd.

2.3.2. The “non-strategic” approach

It is no exaggeration to say that the main critgjoéthe flexible firm model
are data-oriented. A number of empirical studiezehadeed found that the pay and
labour standard conditions within the differentgye of peripheral workers are not
so homogenous as to support a core-periphery ntbldeter et al, 1993; Gallie et al.,
1998; Pollert, 1988). Survey evidence also strosglygests that the increased use of

temporary and contingent forms of employment iselated to any shifts from

% The model actually presented here is based omdfon and Gasson (1996) and is a modified
version of Atkinson’s (1985) original model, in thiaexplicitly takes into account the heterogeneit

the various forms of peripheral employment.

* This is expected, as it is assumed that only samkers can in the long run be union members. As
their numbers decline, so will union density. Asampower increases geometrically with union
density, the decline in unionisation rates willdga a stronger decline in union power.
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traditional firm strategies to newer, flexible on@sunter et al., 1993; Wood and
Smith, 1989; Casey, 1988 and 1991; Walsh, 1991pragmatic, random and non-
strategic approach is what seems to drive firm bielua

If there is no firm-specific strategy to explairetincreasing labour market
flexibility, then one might have to look at the nars economic and non-economic
forces for a coherent explanation (Hakim, 1987)From this perspective, firms
respond to changing economic and technological itond and to increased
uncertainty by changing what can be called theggfagate flexibility” (Gallie et al.,
1998). Simultaneously, the same forces that leadsfito enhance their aggregate
flexibility also create the conditions for specifrms of flexibility to emerge. This
would include “institutional” flexibility (labour rarket deregulation) and “supply-
side” flexibility. As an example of the latter, agh probability of someone
experiencing long-term unemployment would makerhere willing to accept a part-
time or temporary job. Firms exploit that opportynin order to increase their
aggregate flexibility, but flexibility at the indidual level is not altered. For the
individual part-timer, stability rather than flexiby is the norm.

Gallie et al. (1998), using information from the Eoyment in Britain
Survey, provide the most recent evidence revedhatjworkers normally perceived
as the “peripheral workforce” do not experienceesely different levels of job-
insecurity, pay, task, or even working-time flekilgi This, despite the fact that pay

(especially non-wage compensations) is on aveagerlfor this group of workers.

% We do not discuss here this part of the literagxtensively, as it does not help us perform the
“organic synthesis of the various forms and type&bour market flexibility”, which is in fact the
purpose of this section. A very good presentatiothe market and institutional forces that necessit
and hinder the flexibilisation of the labour mask&bm a (new) political economy perspective, can b
found in Saint-Paul (1996).
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Such an analysis therefore suggests that firmsogegirategies merely to
reduce their (labour) costs (the “cost-reductioge#l that we discussed earlier) and
increase their production flexibility on aggregat®wever, the implementation of
these strategies does not imply the existence sifadegic approach to labour use
methods or to production organisation.

The same results were obtained by Hunter et al)1@otheir analysis of the
Employers’ Labour Use Strategies and Workplace dtrtal Relations surveys.
Moreover, their analysis suggested that, rathen tt@mplying with a “horizontal
segmentation” (within-firms) scenario as dictatgdthe flexible firm model, to the
extent that firms had a strategic approach to tladour use, this was more of a
vertical segmentation (between firms). This in tsupports the argument about the
aggregate-versus-individual flexibility made abovEirms might be making
increasing use of “flexible” forms of employmenn¢athis might be enhancing their
internal, external, numerical, functional and pbexibility on aggregate), but this is
not occurring under a specific and organised mamelgdrategy. Rather, it seems as
an opportunistic response to changes in compeiigs® technology and even
ideology. Hence, the conclusion based on this ambresuggests that the existence of
a clear trend -not to mention strategy- of withimnf “flexibilisation of labour use”

cannot be sustained.

2.3.3. Structuralist approaches
Although equally critical of the flexible firm medl the third approach
examined here does not support the view of a pragniait non-strategic firm

behaviour. As noted earlier, this approach is léssnogenous and includes
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perspectives as diverse as the marxist “labouroggpion” and the (post-modernist)
“flexible specialisation” theses.

For the latter and largely for the post-Fordisgulation approachée$,
flexibility is conceptualised as the outcome of texline of the “Fordist” firms and
spatial production systems (large industrial c)ties the erosion of Fordism as a
mode of accumulation and method of regulation ($4®88b; Scott and Cook, 1988;
Storper and Scott, 1990; Vazquez-Barquero, 199an&tos-Cabezas, 1992; Amin,
1994). With this decline and erosion, alternative@dpiction systems begin to
gradually dominate. Such systems are flexibly spseid and spatially unique.
Storper and Scott (1990) identify six new completagnorganisational structures of
production, which facilitate various forms of flexity: labour-intensive flexible
specialisation; technology-intensive flexible spdisation; semi-continuous serial
production; systems house manufacturing; de-skilkstvice production; and
professional and managerial team-work. To avoiggiiag with unnecessary details,
the main argument states that (previously dominange trans-national corporations
(TNCs) encounter the limits of Fordism and react rneglucing their (internal)
employment and externalising their production. Dejieg on “local responsiveness”,
small businesses will grow, thus creating a netwofkself-employment, sub-
contracting, part-timing, temping and home-workiAgnew production system (of a
small “core” workforce and a larger more dynamieripheral” flexible workforce)

will emerge, leading us to observe on aggregakexibfilisation of the labour market.

% There are important differences between theseamoaches. We overlook them, however, quite
arbitrarily for ease of presentation. Observabféedinces exist also within each of these perspesti
Although the examination of these differences i®riesting, we avoid considering them here and
restrict ourselves to the relevant discussionshapter one. Interested readers can refer to therizdi

of Amin (1994) and the critical discussion of Breniand Glick (1991).
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With the decline in core employment, “new formswairk and of conditions
of employment” prevail, manifesting themselves asltrskilling (reduced job-
demarcations), work-intensification (overtime), eetralised wage bargaining and
union de-recognition (Hudson, 1989, p.8). Hence, global-local interplay gives
birth to a new dualism: core workers in TNCs andigberal workers in “local”
enterprises, with a consequent erosion of uniorésm labour standardé.In the
words of one of the flexible specialisation anaysproductive adjustment would
appear through new forms of capital accumulati@h thake the production processes
and the functioning of the labour markets moreillkxX (Vazquez-Barquero, 1992,
p.33). We do not want to further expand on the glbbcal and flexible
specialisation debates here. Here, we merely vognbint out the relevance of certain
aspects of these debates to the organic undermstpiodi(the various elements of)
labour market flexibility.

Turning to the marxist approaches to labour matleibility -and avoiding
other perspectives, such as the German analysisewf production concepts” (see
Hyman, 1991)- the main question addressed is tgeedeof novelty and indeed the
analytical validity of the notion of flexibility. & such approaches, labour market
flexibility was always present (for a non-marxitheoration on that, see Peck, 1992).
Prior to keynesianism, the almost complete lackegilation in labour relations had
allowed maximum degrees of “flexibility”. Such fiéxity, of course, is for marxists
nothing more than pure labour exploitation for tmeation of surplus value. In the
keynesian period, this exploitation took the forrh ao vast utilisation of cheap
immigrant labour and native female and agricultueddour, assisted by the pre-

conditions for growth that emerged after the Sec@vatld War (Mandel, 1972).

" This is also consistent with the “between” segragon thesis discussed earlier.
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These factors allowed for the stabilisation (an@mfexpansion) of the rate of profit
and simultaneously of employment, work arrangemantslabour standards.

With the new crises of the 1970s, the increasee oty of the 1980s and
the consequent decline in the rates of profit, tehgiought new ways of increasing
labour exploitatiorf® In this respect, all the forms and types of fldiip reviewed
above are alternatives in a continuous searchnimeased labour exploitation. The
re-emergence of labour market flexibility simplyefiresents the re-imposition of old
‘hire and fire’ strategies as the position of labau the market becomes seriously
weakened” (Hudson, 1989, p.15). This shift has bleegely assisted by the re-
emergence of neo-liberal ideology and the changteyof the state, from a mediator
and advocate of worker rights, to a facilitator tbé interests of capital (Hyman,
1998). The emerging “new” forms of flexibility, the are random outcomes of a
“strategic” and organised attempt to increase lategloitation. They are random
because there is not an underlying managerial nmfdabour use or a governmental
plan of the configuration of social relations behithem. And they are strategic
because these changes are endogenous (histospaltyfic) to the present phase of

capitalist development.

2.4. Labour market (de)regulation in the UK and theOECD

In this section we proceed to a synoptic overvigwhe main labour market
reforms and evolutions in the OECD and the UK irtipalar. We do not intend to

make a full account of the changing conditions e tabour markets of these

% From such a perspective, the contemporary antiigration policies (both proactive and reactive),
especially in the USA and the EU, can be viewedaasaction to the re-emergence of a once
welcomed socio-economic phenomenon, which has meawhed its limits (played its historical role).
To sustain peace and balance in contemporary addasacieties, while simultaneously ensuring its
own sustainability and reproducibility, capitalisequires new forms of labour exploitation to replac
older ones. Such forms of exploitation can be foumithe “flexibilisation of the labour markets”.
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countries. Rather, the purpose is to present a aumibgeneral trends and specific
country experiences relating to the issues discussethis chapter. Despite the
distinctions drawn in the previous sections, in whalows we use the terms
flexibility and deregulation somewhat arbitrarilfzurthermore, and in complete
analogy, the term regulation will be occasionakgd to represent both regulation as
such and inflexibility. This is done only to simfgliour discussion here. The basic
distinctions between the terms should however b& o mind at all times. In
complement with the discussion here, in the thedtisn of chapter four we review
the OECD labour market experiences. Furthermorehapter seven we provide a
rather detailed list of labour market reforms (deitation) in the UK and analytically
present the evolution of labour market flexibility the UK regions, based on the
flexibility indexes we constructed.

Consistent with its wider political tradition, th& has never had a vast set of
rules and regulations governing its labour mar&eteast not in the forms of hiring-
and-firing, working-time, employment-contracts orage-bargaining regulations
(Nickell, 1997b). This is unlike the experience ather OECD countries (for
example, the Scandinavian countries, Spain, Framzk the Netherlands), where
labour relations were traditionally much more untier control of the state. Most of
these countries have introduced in the last twoades various measures in their
labour markets to achieve enhanced flexibility. ldger, the UK -together with the
USA and, to a minor extent, Canada, Australia aed Mealand- is thought to have
introduced the most severe deregulation measurdst@arhave one of the more
flexible labour markets. Deterioration in the treant of the unemployed, with
reductions in the levels and duration of unemplayhieenefits, is clearly identifiable

(although to different extents and with additiormplalitative differences) for all

64



Labour Market Flexibility and Regional Economic Performance

OECD countries. In many countries, a concurrenteiase in spending on Active
Labour Market Policies (training, job-brokeringcgthas accompanied the reduced
spending on traditional (passive) labour marketicped (OECD, 1994; Jackman,
1995; Matrtin, 1998).

The UK does indeed stand among the more flexildleua markets, together
with the USA, New Zealand, Canada and Denmark (OEL®94 and 1997). These
countries have the most flexible arrangements coigg temporary employment
(broadly defined), parental leave, labour standamdsl employment protection
legislation (Nickell and Layard, 1998). Conversefinland, Norway, France, Italy,
Germany and Belgium have rather strict laws regardioth labour standards and
employment arrangements (OECD, 2000). There arell siflerences in these
classifications regarding the treatment of unemgdpyminimum wages and union
recognition and power. But if we look at rates békge in labour market flexibility
(flexibilisation), a quite different picture is realed. The Netherlands, Italy, Belgium
and Spain have introduced a number of measuregit@e the real level of minimum
wages and facilitate alternative forms of employt{(&@ECD, 1998). In contrast, the
UK -while embarking in a strong deregulation patiridg the 1980s- has recently
(re)introduced a minimum wage and restrictions asrking hours?® In 1994 the
government expanded employment protection to cpegt-time employees (Saint-
Paul, 1996). Norway, Sweden, Denmark and the Neth#s are gradually moving
towards more flexible and decentralised wage-banggisystems and —although with
major differences in the way changes occur- so o WSA, the UK, Canada,
Australia and New Zealand (OECD, 1997). Only a tewopean countries remain

relatively rigid in this respect (Spain, Italy).

65



Ch.2: Labour market deregulation and flexibility

Of course, looking at changes in regulation id as informative as
examining actual changes in the patterns of lalmmmnmitment and employment
relations, as was indicated by our previous digonssf the conceptual and practical
differences between flexibilisation and deregulati©hanges in labour relations are,
however, much more difficult to identify and measuhan institutional changes,
despite the latter's qualitative nature. Informatiabout functional flexibility, in
particular (and especially its internal flexibiligspects), is difficult to obtain even
with the most detailed survey data. Some evidendeates that job-demarcations
have declined and multi-tasking and multi-skillingve increased, although in many
cases these trends are industry-specific. Ozal9)1Suggests that these trends have
been slower in the Anglo-Saxon countries, whereupational segmentation is
traditionally stronger. New Zealand managed to sssfully overcome its rigidities
and has seen in the 1990s a substantial reductiojpb-demarcations and an
equivalent increase in multi-skilling (NZIER, 1996julti-skilling has also advanced
relatively fast in France, Germany and Norway. fher UK, Evans (1999) found that
occupational upgrading and downgrading does ndovola clear time-trend, but
depends on the business cycle. Finally, a cleadtoé increasing work intensification
is reported by Burchell et al (1999), for the cakthe UK in the 1990s.

A clear increasing trend can also be identifieddart-time employment, sub-
contracting and self-employment (these are mamdycators of numerical flexibility,
with self-employment also potentially proxying fexternal functional flexibility),
both in the UK and the OECD in general (Casey, 188i, 1997; OECD, 2000).

Using data from the OECD and the European Commms§iaaki (1999) has shown

% The UK had up to 1992 a form of sector-specifinimum wages based on the Wage Councils (see
Dickens et al., 1995).
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that -with the exception of the USA, Sweden, Sgad Norway- the incidence of
part-time employment increased in all OECD coustfietween 1985 and 1945.
The incidence of temporary employment, contraryidely held notions, was fairly
constant in many OECD countries (Belgium, Germdapan, Sweden), at least until
the early 1990s. In the UK the share of temporanpleyment to total employment
was around six percentage points throughout th@d48asey 1991). But in the
1990s temporary employment exhibited an increasengd (Watson, 1994; Gallie et
al. 1998). Hunter et al (1993) suggest a smallease in temporary employment
(around 0.6% per year). In Australia and New Zedlaroadly defined non-standard
forms of employment have increased sharply, acaogifity 1995 for around 30% of
total employment, while temporary employment in tigatar also increased in
France, Spain and the Netherlands (Ozaki, 1999).

Although data on changes in flexible work practiaes especially difficult to
obtain, evidence suggests that countries with heghls of shift-work and weekend-
work (UK, USA, Spain) tend to also have the fagtgnansion of these arrangements
(Grubb and Wells, 1993). Generally, however, thewgih of non-standard working
times is rather slow. The incidence of working gukar hours (as measured by the
extent of annualised hours contracts, weekend wgrand the like) increased sharply
in the 1990s in the Oceania countries, Francey Hatl the Netherlands. Regarding
wage flexibility, as measured by the unemploymdasteeity of (log) wages, the
evidence is limited. Some evidence for the UK sgtgy¢hat the responsiveness of
wages with respect to unemployment has increasadgdthe 1980s (Jackman and

Savouri, 1991; Blanchflower and Oswald, 1994a; Arorsy and Blackaby, 1998).

%0 Some authors attribute this increase to the risifpur force participation of married women.
However, even to the extent that this is truesidifficult to establish which of the two trends is
endogenous, that is, whether the increase in jpairtg is supply- or demand-driven.
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An increasing responsiveness of wages to unemploymlso seemed to describe
Germany in the 1990s, although German wages in1880s were rather rigid.
Compared to other EU countries the unemploymerstieley of wages is in general
higher in France, Italy and probably the Nethertandayard et al., 1991).
Blanchflower and Oswald (1995) have also found tigteally) significant
unemployment elasticities of wages for the USA, &) Switzerland, Australia and
Norway. Performance-related pay, another form ofjevlexibility, is increasingly
common across firms in Italy, France, New Zealdhd,USA and the UK, but is less
important in Norway, Canada and the Netherlands.

In retrospect, there has been a relatively cleandtrof labour market
deregulation across all OECD countries during tet two decades and especially
during the late 1980s and early 1990s. The AngbmB8acountries have in general
more flexible labour markets than continental Ee@p countries, although
significant differences do exist among differentutries in their experiences with
respect to specific elements of flexibility. Thersais true for the trends towards
labour market flexibilisation. Flexibility has iresised in many respects in all OECD
countries, especially flexibility referring to theternal and external adjustment of
firms’ labour inputs. Conclusions regarding thentte in functional flexibility are
more difficult to draw as are conclusions regardpay flexibility. The reduction,
however, in employment security, minimum wages andmployment benefits can

actually be identified as a common OECD trend.
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2.5. Concluding remarks

This chapter has explored in detail the naturen$ types and patterns of
labour market regulation, deregulation, flexibilapd flexibilisation. Despite the fact
that a large literature encompassing these issusts ¢oday, a detailed and coherent
analysis from a perspective as wide as that wis@mployed here is hardly found in
any of the relevant works. As noted in the intrddut the structure of this chapter
was developed around four questions: what is labmanket flexibility; which are its
constituent elements; how are they organised aegnated into a wider paradigm of
socio-economic behaviour; and how do the facts teelto the theoretical
considerations. We now summarise our discussioa fAuand draw some general
conclusions.

Because of the numerous and rather diverse elentbat are naturally
thought to constitute the concepts of (de)regutatad flexibility, it is difficult to
give a widely accepted definition of these termsiedy broad definition of flexibility
is that flexibility refers to a high degree of respiveness by the economy to
exogenous economic and technological factors. Alogly, deregulation can be
defined as the withdrawal of institutional and poél arrangements from the
determination of economic outcomes. As we have,demmever, many of the aspects
of flexibility are related to increased labour metrintervention by the state, in that
new institutional arrangements are introduced amdreed in the organisation of
employment and production. In this respect, labmarket deregulation is nothing
more than a change in regulation and effectivalg-eegulation of the labour markets
(Streeck, 1989). Accordingly, labour market flektgiand flexibilisation are chiefly
a new set of arrangements prevailing in the laboarkets and governing labour

relations, which help reduce labour costs and sifgtabour use.
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The classification of the various elements of labmarket flexibility is no
less problematic, because one can organise afagen of these elements from
many perspectives. Classifications can often ccnfine another. For example, it is
widely believed that increased flexibility is comted to a higher incidence of
temporary employment and sub-contracting. But @ls® often argued that many of
these forms of non-standard employment have bessept for many decades and are
not at all “new” forms of employment arrangementse appealing functionalist
categorisation of flexibility becomes quite probktio when attempting to attach
specific elements of flexibility (e.g., temping apdrt-timing) to specific theoretical
categories (e.g., internal and external functi@mal numerical flexibility).

Furthermore, conflicts also exist between differel@ments of flexibility as
such. For example, internal functional flexibilisyrelated to higher job-tenure (lower
labour mobility), training on job-specific skillsnd the construction of an internal
labour market. So, flexibility can occur with a comrent standardisation of
employment relationships, which stands in conttasthe view that flexibility is
related to the casualisation of the employmentticeiahip (Hunter et al., 1993). In
other words, labour market flexibilisation can umb® both an increase in non-
standard employment and an increase in job-tenure.

Moreover, conceptual complications also arise atlével of theory and the
attempt to identify the structural characterisnéghe hypothesised “new paradigm”
of flexible labour relations, as it is less evidémat a new paradigm actually exists.
Our discussion of the various theoretical approsctee the issue of flexibility,
presented in section 2.3 illustrated this situatibimere is little empirical evidence to
support the thesis of a “flexible firm”, even théughis model can explain the

simultaneous increase of job-tenure and firm-speaikills acquisition on the one
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hand, and non-standard forms of employment on tihero The concept of the
flexible firm is rather vulnerable to theoreticaltiues and the flexible firm model
has attracted such critiques from a wide rangepfa@aches.

Yet, it is far from clear which are the exact cdiuwis leading to specific
changes in the organisation of labour markets,dimhately manifesting themselves
as “labour market flexibility”. Although an almoabsolute consent exists about the
trends of labour market flexibility over the lasta decades being triggered by
changes in the international econothyapproaches to the specific processes and
mechanisms that are actually activated differ samigtlly. Among others, the
humanitarian approach of a pragmatic and reactba@our model of the firm and
the structuralist approaches of flexible accumatatnd specialisation and of labour
exploitation are the most popular and were disalsséhis chapter.

When the stylised facts of changes in labour markgulation and the
experience of flexibility across OECD countries areviewed, even more
complications arise. Countries exhibit a substamtigersity in the degree, quality
and mix of the specific arrangements they havendhiced to (or, withdrawn from)
their labour markets. Over-simplifying generalisa8 regarding the ideological
background and the evolutionary patterns of labowarket deregulation and
flexibility are not sufficient in explaining this iversity and can possibly be
misleading. The understanding of the causes ofatiscountry experiences is helpful
in order to distinguish among three different ajgfes to labour market flexibility.

One approach attempts to facilitate the re-org#énisaof production by

allowing the functional flexibilisation of the labo market. This approach can be

31 Such changes include the significant sectoral $bifards services, the increased importance of
information and communications, the higher uncetyain product and financial markets, the higher
volatility and differentiation of product demanddatie ever-accelerating technological progress.
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attributed to the Netherlands, Norway, Denmark @mimany. A second approach
focuses more on numerical flexibility, aiming printaat the amelioration of labour
market outcomes. Representatives of this approeehtay, Spain and the UK. A
third approach attempts a balanced use of bothgarhrflexibilisation as part of a
wider reconstruction of the social and economiatrehs of production. The USA,
Australia and New Zealand belong to this groupedpective, however, of which
approach is employed, a general conclusion is itnall countries measures of
deregulation and flexibility are selectively intrgmed as a means to improve labour
market and wider economic performance. Neverthetmsmtries differ also in their
means of introducing these measures (legislatidoregment, co-ordination between
economic agents, or unilateral enhancement of grapgbpower).

To summarise, there are many approaches to flayikihd flexibilisation as
well as many different approaches to the implentemtaf measures related to these
approaches. The discussion in this chapter hamntéel to highlight the diversity and
complexity of labour market flexibility, both inr@as of its conceptualisation and its
implementation. Despite the differences, the comm@mominator of all approaches
is that flexibility is introduced as a means to noye economic outcomes. The
remainder of the chapters in this study discuss iamdstigate the existence and
significance of such a relationship between flditjpiand economic outcomes.
Chapter three reviews the empirical and theorelisahture. The remaining chapters
are devoted to the empirical investigation and rhcal modelling of this

relationship, at the international, national angioral levels.
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APPENDIX A.2: Labour market flexibility decompositi ons

Table A.2.1: Analytical decomposition of labour maket flexibility

Listing Practical Technical | Functional | Target | Soure
Homework Homework LI, NwW EN FC FS
Part-time Part-time LI, NwW IN, IF FC FW, S
Casual Temping LI, NwW EN F,C F,S,U
Fixed-term Temping LI, NW EN F,C FS
Seasonal Temping LI, NW EN F.CP F.S
Sub-contracting Temping LI, NW EN, EF F,CP F, S
Task-contracting Temping LI, NwW EN, EF FCP JEIS
Job-sharing/overtime Working-time JC, U IN Fd W\F,
Irregular hours Working-time JC, U IN FC FS W
Weekend-work Working-time JC, L IN F.C FW,S
Working week Working-time JC, LI IN F,C S,FU
Shift-work Working-time JC, LI IN, IF F,C FW,S
Health/safety rules Labour standards NW IF F,C,PS,FU
Holidays Labour standards NW, LI IN FC FU
Lunch breaks Labour standards NW, LI IF, IN FC WF,
Paid leaves Labour standards NW, L IN, IF FC WF,
Representation rights Labour standards NW IF i F.IS
Right to organise Labour standards NW IF H S IF
Working conditions Labour standards$ NW IF FC F
In-job occ. mobility In-job occ. mobility JC IF, IN,EN F.P FU
Job demarcations In-job occ. mobility JC IFINEN FC FU
Multi-tasking In-job occ. mobility JC, U IF,EN F,CP F,wW,U
Dismissal protection Job security LI, NW IN F,C SF,
Empl. protection Job security NW IN FCP F, S
ALMPs Training SA EN, IF FP S,W
Educational levels Training SA EN, IF F P W, 9
Job-related training Training SA EN, IF FP,C F8
Housing flexibility Labour mobility LM EN F W, S
Job mobility Labour mobility LM EN F,C W, S
Occupational mobility Labour mobility LM EN F,C \®,F
Regional mobility Labour mobility LM EN F P W, S
Sectoral mobility Labour mobility LM EN FP WS,
Benefits duration Unemployment RwW EN FH S U4
Replacement ratio Unemployment RW EN F.PC S,U
Minimum wages Minimum wages RW EN F, G S
Coordination Wage determinatign AW EN FC FUS
Decentralisation Wage determinatipn AW EN FC SFU
Payroll taxes Wage determinatipn AW EN CF S
Wage elasticity Wage determination AW EN F.C FUS
Union coverage Unionism AW EN F FS
Union density Unionism AW EN F W
Union power Unionism AW EN, IF F,P,C S, FW

Notes: The following abbreviations are usetkchnical: LI — labour input; JC — job content; RW —
reservation wage; AW — average wage; NW — nonwaggsg LM — labour mobility; SA — skills
acquisition.Functional: IN — internal numerical; EN - external numerid&l;- internal functional; EF -
external functionalTargets: F — pure flexibility; P — productivity enhancemge@t — costs reduction.
Sources: F — firms; S — state; U — unions; W — workers.
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Ch.3: Regulation and economic performance

CHAPTER THREE
THEORY AND EVIDENCE ON THE ECONOMIC IMPACT

OF LABOUR MARKET REGULATION

3.1. Introduction

In the previous chapters we sketched a pictut@gsf economic uncertainty in a
changing economic environment, which brought abearmong other things- new
developments in the organisation of labour relaidn chapter one (especially section
1.3) we conducted a preliminary discussion abogitdifferent views on the desirability,
effectiveness, necessity, but also the sustaimyalbiithe new forms of labour regulation
(labour market flexibility). This discussion conigs here with a more detailed critical
presentation of the relevant schools of thoughttardretical and empirical studies, with
direct reference to the economic role of the neyulieory frameworks.

We discuss the different theoretical approachegevemalysing their predictions
about the impact that labour market regulation (awdegulation) has on certain
indicators of labour market and macroeconomic perémce (e.g.: unemployment and
wage inequality or output and productivity growtbspectively). We focus in the next
section on the “labour market performance” effexftéabour market (de)regulation and

flexibility, and draw on empirical as well as thetcal contributions. Likewise, section
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3.3 discusses the impact of labour market reguladio -more broadly defined- overall
economic performance. This analysis is conducteidlynat the national level, since the
vast majority of the relevant literature is con@strwith the effects of deregulation on
national economic performance. Some connectiorh¢orélevance of the analyses for
regional or local levels of economic activity wihpwever, also be made. But a more
thorough discussion of the regional dimension osthissues will be presented in chapter
SiX.

The views summarised in this chapter range fropraaches advocating the idea
of a regulation-free labour market, where “marketés” are free to determine economic
outcomes, to approaches that regard labour maggetation (“rigidities”) as potentially
beneficial. We label the latter group of approacles post-Keynesian or neo-
institutionalist, although they include a variety (@ften, complementary) theoretical
perspectives (from efficiency wages to neo-Ricardiznd Regulatioif theories).
Incorporated in the discussion of the economic hpd deregulation is a discussion of
the alternative explanations of recent trends imevdispersions (section 3.4). In the
concluding section we synthesise the various apgpemand make some considerations
to enhance our understanding of the social and cgsmnrole(s) of labour market

regulation and flexibility.

32 The term “Regulation” here refers to the FrenckH@®l of Regulation” (e.g., Aglietta, 1979, 1982;
Lipietz, 1979, 1984). It should, therefore, notdmmnected directly or confused with the debate abiwa
(de)regulation of labour -and other- markets.
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3.2. Labour market regulation and labour market performance

The literature on the impact of labour market ity and (de)regulation on
employment, unemployment and wage rates is largeanstantly growing. Moreover, it
encompasses a wide range of economic sub-disaplineluding industrial relations,
labour economics, international (trade) economg®wth theory and development
economics. There are numerous empirical studigdrthto quantify the impact of labour
market conditions (and especially institutions) labour market outcomes. Yet, the
results cannot be safely regarded as conclusivan Adl social sciences, the empirical
findings -not to mention their interpretations- ded to a noteworthy degree on the

theoretical perspective and the assumptions ahtieidual researcher.

3.2.1. The neoclassical framework

Using the “text-book” theoretical analysis as artitg point®® we can identify
how the main indicators of labour market perforneaace determined in a Walrasian
world. Under the assumptions of perfect competjtiational behaviour and perfect
information, wages are equal to the marginal reeeproduct of labour: to the market
value of the product that the least productive workmakes. Employment and
unemployment are determined by the demand and ysugplabour, both of which
depend on the (real) wage rate. Hence, in equilibyiunemployment can only be due to
the mobility of workers between jobs (frictionalamployment). Apart from this “natural
rate of unemployment”, there will be no involuntanyemployment in the long-run. And,

with perfect capital and labour mobility and a h@maoous labour force in terms of skills,
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there is no reason for any wage differentials t@mye>* Productivity increases lead to
higher wages and boost employment either via ise®a profits, investment and labour
demand, or via increases in workers’ demand fodgoo

Of course, in the real world things are differeAs we discussed earlier,
unemployment rates in many countries are far fremdpclose to a “natural” level, while
the incidence of long-run unemployment (people ymeged for more than 12 months)
is strikingly high. Wages are much more rigid thia@ simplistic outcome of neoclassical
theory sketched above assumes and substantial difégentials exist within countries,
as well as within regions and between regions. ualaobility (both occupational and
geographical) is constrained by a great numbemdtofs® The relatively poor labour
market performance, internationally, for much oé tlast twenty years has led to the
emergence of a strong critique of the regulatogyme of the labour markets. Although
numerous factors have been proposed to explaindéberioration of labour market
outcomes and especially the pattern of increasiagewnequality, the analysis of labour
market institutions is at the centre of the debate.

There is common agreement concerning earningedigm that institutional
factors (such as unions, employment legislatiomimim wages, etc.) tend to lower
wage inequality. However, this is effect is not ay& regarded as positive. Blau and
Kahn (1996, p.832) conclude in their empirical gttitht “to the extent that institutions

are important in [reducing] wage inequality, [théyave an] adverse impact on

33 See for example Smith (1994) or Ehrenberg andi5(h97), or any labour economics textbook.

3% In the case of heterogenous labour, wage diffetisnwill reflect differences in skills or preferess.

% Social and personal characteristics are the maimetconomic factors of labour immobility. Another
important barrier is home-ownership and housingketarigidities (see for example Ermisch, 1990, or
Henley, 1998). Uncertainty and job search-relatestare among the main economic factors.
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employment and productivity due to resource aliocateffects”. Hence, from a

neoclassical perspective, as far as wage diffaisnteflect the impact of market forces
(like the ones discussed in the section 3.4: siiftabour demand, technological change,
international trade, etc.), an institutional seftimhich tries to reduce these differentials
will notice distorting and negative employment efée More institutionalist-oriented

approaches, however, see labour market institutgena means of ensuring justice and
security for the labour force. Security and justéce regarded as productivity-enhancing,

either due to increased worker effort, or due tweased provision of training by firms.

3.2.2. Adverse regulation effects

Let us now consider more deeply the mainstreanclassical views concerning
the effects of labour market regulation and intins on wages, wage dispersions and
unemployment. One of the most thoroughly studietitintions is trade unions and their
impacts through wage bargaining. Unions can lowageavinequality by narrowing the
distribution of wages for the unionised workerst they can also increase inequality by
increasing the distance between the wages of w&dnand non-unionised workers
(Gottschalk and Smeeding, 1997). The positive effeeasier to rationalise in the case of
professional clubs. Trade unions acting individstadally (maximising the utility of their
members) tend to increase unemployment by the uppiassures they apply on wages
in the bargaining process. Unemployment will nopegr in the -protected- unionised
sector, but it will spill over into the non-unioeis workers (Oswald, 1982a; Lindbeck
and Snower, 1988; Ehrenberg and Smith, 1997). €kaltant downward pressure of

wages in the non-unionised sector, which could c#ffely eliminate the increased
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unemployment, may be cancelled out if employerghia sector offer higher wages to
their workforce to prevent them from getting unsmd (Rosen, 1969). To the extent that
unions raise wages, employment growth will be loweunionised firms (Blanchflower
and Oswald, 1994b).

Although higher wages could lead to higher prodifsti®® other trade union
policies (pressures for better working conditiorestrictions on work content, etc.) will
tend to reduce labour productivity and raise labmsts. To the extent that labour costs
increase more than labour productivity due to unpolicies, the profitability of
unionised firms will be lower. A number of empiriciudies seem to support this view
(e.g., Machin and Steward, 1990; see also Millwag93).

Of course, the trade union is not the only ingbtutthat is seen as imposing
labour market rigidities and affecting labour mar&aetcomes. Even though trade unions
are -together with minimum wages- the instituti@ppearing more often in the relevant
empirical literaturé! the importance of other institutions has not gongeoticed. Other
institutions include legislation on hiring and fig (employment legislation and dismissal
protection), legislation on fixed-term contractenfporary employment), legislations
regulating per-week working hours and per-year waykveeks, regulations on the level
at which wage-bargaining takes place (from the omali level -centralised wage
bargaining- to the firm or individual level -decmlised wage bargaining), and

regulations concerning “overtime” payment, condisoof work (health and safety

% This can be for a number of reasons. Increaselengarticipation, increased capital to labouraratiie
to less employment (higher capital intensivenassjeduced quit rates. Lower quit rates mean higter
tenure, more job-specific experience, but also nrwentives for firms to enhance their workersliskjvia
training).

3" This, of course, happens mainly for data-relagegons.
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standards) and worker representation rights. THey mclude what is often called
“passive” labour market policies, specifically tbaration and level of unemployment
benefits (replacement ratio) and other social (mepsupport.

All of these regulations are considered in necitas analysis as factors that -in
one way or another- increase labour costs. Cesgchlivage bargaining processes fail to
account for the specificities of each industry,teecegion or firm (in terms of costs,
profitability, etc.). In that sense, they may e\mncatastrophic for some firms or even
some (low-productivity) sectors of the economy. Whemployment and dismissal
protections are stricter, firms will tend to hirewler workers than otherwise during
periods of expansion in order to fire fewer workierslownturn periods (Blanchard et al.,
1986; OECD, 1996). This leads to lower levels otpati and employment (higher
unemployment) in the long-run, despite the “mectahipositive effect it has on labour
productivity (by raising the capital-labour and puttlabour ratios).

Millard (1995, as surveyed in OECD, 1996) has pres® empirical evidence
supporting the view that looser employment protectegislation (lower turnover costs)
is related to both higher incidence and lower darabf unemployment, thus leading to
an overall decline in unemployment rates. In theesananner, other regulations limiting
the ability of firms to adjust the size of their skforce to changes in product demand
(such as legislation on fixed-term contracts, omextpay and weekly working hours)
have the same negative impact on employment argibudigh unemployment benefits

make workers more selective, increasing “reservatiages™® Hence, unemployment

38 Reservation wage is the minimum wage a workethettypical worker) would be willing to work for.
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benefits apply upward pressures on wages, espemaldw-paid jobs, lowering in this
way the demand for labour and increasing unemployni8iebert, 1997). A study
utilising a more macroeconomic perspective (Koedijkl Kremers, 1996) has also found
a negative relationship between labour market eggud (“rigidities”) and labour market
outcomes. The study employs a cross-country asalged concludes that, overall,
regulation has a negative impact on employmentpaoductivity growth.

Recent studies in the field of labour economicsetigp a somewhat more
sophisticated approach, decomposing the differdraracteristics of labour market
deregulation/flexibility and empirically testing wh of the characteristics have positive
and which have negative (employment) effects. kamgple, Nickell (1997a) has tested
the impact of different labour market conditionglanstitutions on unemployment. His
results indicate that it is the incentives for tiremployed to seek a job (e.g., duration of
unemployment benefits, employment creation schejobdyrokering assistance) and not
the level of unemployment benefits that are resipbagor the relatively high European
levels of unemployment. In the same way, it is tiegree of co-ordination between
unions and employers that matters and not the degjranionisation or the protection of
employment and labour standards.

Although neoclassical analysis attributes a negatiole to labour market
regulation, this should not lead to the conclustbat any kind of labour market
intervention is dismissed out of hand. As discussartier, a number of so-called Active
Labour Market Policies (ALMPs) are considered int@ot in that they can promote
employment growth, productivity, wages and outpuitjle reducing wage dispersions.

The provision of vocational training and the acdige of advanced technology-related
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skills make workers more “attractive”, thus incriegstheir employment opportunities
and their potential wages. Job-brokering helps Hoths and the unemployed, by
increasing the “matching” between job-seekers awhncies. And when firms can easily
fill their vacancies with qualified workers, theyilwtend to create more new jobs
(especially if firing costs are kept low). Accordiy, the implementation of such policies
is expected to lead to higher production efficieaog productivity, and lower turnover

and unemployment rates.

3.2.3. Beneficial regulation effects

Although mainstream economic analysis attributesegative role to labour
market regulation, there are numerous studies mwithe neoclassical approach that
provide evidence in favour of a positive relatiopshetween labour market institutions
and labour market outcomes. Machin and ManningZ18fd Machin et al. (2000) offer
some empirical evidence (for the case of the UK}Hie argument that the overall impact
of minimum wages on employment is negligible if positive. The same conclusion was
reached by Card and Kruger (1995) and earlier bstoBe (1990), while theoretical
studies also support such findings (e.g., BoadwalyGuff, 2001). Bertola has shown for
the case of Europe that job security legislatioesdoot seem to reduce employment
when wages are rigid, nor is it connected with biglvages. He concludes that “job
security provisions alone cannot be blamed for hiflgh unemployment in European
countries” (p.851). Fraja (1996) offers a theowdtiframework for explaining this
“paradox”. In his model, minimum wages lead to @aged investment in physical and

human capital (training), with a positive effect cggregate (production and)
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employment. Regarding wage rigidities (caused agerunion power and the imposition
of minimum wages), Card et al. (1996) found evideti@at they do not seem to affect the
patterns of employment growth in their sample ofintdes®® A similar result was
reached by Nickell and Bell (1995) for a cross4isecof OECD countries.

The common wisdom about the adverse impact ofnisno on labour market
performance has most analytically been questioyettido much earlier work of Freeman
and Medoff (1984). The authors discriminate betwiben‘undesirable” wage-increasing
function of unions and their “desirable” collectiwmice-enhancing function. They
conclude (for the USA economy) that the collectnogce effect (unions improving
workplace conditions and altering the social relasi of production) dominates, thus
increasing economic efficiency and employment. He same line of argument, but
explicitly using a formal model, Booth and Chait€#j998) show that under realistic
assumptions unionism leads to lower quit rates inoctased job-stability (when wage
bargaining occurs at the firm level). Moreover ytisdow that this is sufficient to make
firms increase their human capital investment ¢@Hbb training), thus moving closer to
the social optimum level of training and “leadirggan improvement in social welfare”
(p-329). As they mention, the predictions of threwdel are consistent with the stylised
facts of the existing empirical literature (Freenaaxd Medoff, 1984; Booth, 1991; Miller
and Mulvey, 1993; Green et al., 1996). Relevantewte for the case of a developing
country has been offered by Standing (1991), whumdothat while unions have modest

wage effects and reduce employment growth, they edgluce turnover rates and are

% France, Canada and the USA. The authors alsottiimdnegative demand shocks lead to either lower
wages or to higher unemployment, depending onriiitutional setting regarding wage determination.
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associated with more training, increased fringeskienand higher productivit}f’

An interesting and controversial finding is offérby Freeman (1988). Using a
cross-country analysis he concludes that “bothlhigéntralised and highly decentralised
labour market arrangements [(as measured by unémsity and inter-industry wage
dispersion)] outperform intermediate cases” (p.T5)e well-known study of Bruno and
Sachs (1985) also found that regulated and relatokeregulated economies performed
about the same in terms of employment growth. Gaisn&nd Driffil (1988) reach the
same conclusions and offer supportive evidencenéowork of Fields (Fields, 1990;
Fields and Wan, 1989; OECD, 1995) who, by employang‘international economics
labour standards” perspective, argues that a laseir market regulation is inferior to a
strict policy (either strong regulation or no regidn) in terms of both labour market and
general economic outcomes (increased market eaftigie employment, output and
growth)

This last result is in sharp contrast with the wseadvocated by more
institutionalist-oriented researchers (Piore, 198@ngenberger and Campbell, 1994),
who suggest that an intermediate level of regutaisathe most efficient policy. We have
already mentioned that the “economics of labournddeds” employs a more
macroeconomic and dynamic analysis and focuseslyrainthe wider economic effects
of labour market regulation. In addition, this sttaof literature lacks the variety and vast

number of empirical studies that the neoclassipg@r@ach enjoys. As a result, it is

“0 The study of Standing (1991) for the role of tradéons in Malaysia is reviewed in Freeman (1993).

“1 As we shall see later, this stands in absoluterasnwith the neo-institutionalist approach, which
advocates that some regulation is better than golagon, even though a very tight regulation can b
harmful. Then again, the two approaches are setdifferent context and try to explain differenttpans,
so they define “tight”, “average” and “loose” regtibn differently.
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difficult to present the labour market performaedicts of labour market regulation as
predicted by this strand of literature, withoutadissing the wider economic relations and
effects. For this reason we leave the detailedemtation of this and related approaches
for the next section. For the moment, we shall adynment on the relevance of the
efficiency wage hypothesis to the issues discubsesl

In terms of the effects of labour market regulatom labour market performance,
it is the utilisation of the efficiency wage hypetlis that probably serves as the most
appropriate means of questioning the analyseswedeabove. Efficiency wage theories
were originally proposed to explain the existenéeunemployment rates above the
“natural” rate of (frictional) unemployment (e.¢ellen, 1984) and later to explain inter-
industry wage differentials (e.g., Dickens and Kd287; Blackaby and Murphy, 1991).
Nevertheless, it is easy to transfer the focusi@fanalysis to the impact of labour market
regulation using the same framework. In the efficie wage literature, output is a
function of workers’ effort, which in turn dependa the wage they receiV@lt is not
unreasonable to assume that the effort workersnpaitthe production process is also a
function of a number of labour market conditions$iat depend on a number of labour
market institutions. Hence, if health and safegndards, job and employment security
(legislation on dismissal protection and tempogmnployment), and minimum wages are
guaranteed by legislation, workers would be moréngito work harder for their firnt>

A formal presentation of a similar assumption islman chapter five.

“2|n this literature, efficiency wages are sourcehigher unemployment and wage dispersion, but afso
higher labour productivity and output.

3" This, nevertheless, holds only if the “outsidepogtunities” that the workers face -that is, their
alternative options in case they get fired- ardigehtly poor to suppress their incentive to shirk
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3.3. Labour market regulation and economic perfor mance

In the previous section we presented a short theteeview of the theoretical and
empirical literature on the effects of labour mark®nditions and institutions on
indicators oflabour market performance. In this section we broaden the discus®
include the analysis of the impact of labour manegulation on wider indicators of
economic performance. Although such a discussion would Igaaktlude all possible
channels through which economic outcomes can teeméed, we focus strictly on the
standard short- and long-run effects, not payinghmattention to more dynamic effects.
An example of such dynamic effects based on Kaufd&97) is nevertheless worth
mentioning. Imagine that regulations on maternggvies are relaxed, leading to a
reduction in both the duration and the incidencenafernity leaves. In the short-run, this
is going to reduce labour costs and possibly irsgaofits. In the long-run it will affect
female labour force participation (with a possibieall impact on wages). In the longer-
run, however, such a policy might lead to slowepwation growth, affect the gender
and household relationships and result in lowetityuéand quantity of) pre-school
education (human capital formation) and probablyldwer levels of educational
attainment for the new generation(s). In this regspéhe effects of labour market

deregulation are particularly difficult to conceglise and measure.

3.3.1. Orthodox analysis
As alternative -to the orthodox- approaches tmuabmarket regulation do not

focus much on the labour market performance effénotghe same way, mainstream
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analyses related to the wider economic effectshefregulation of labour markets are
limited. This is mainly a side-effect of the focas mainstream economic analysis on
microeconomic relations (the micro-foundations afanmeconomics). Hence, traditional
(neoclassical) theory concentrates mainly on theleyment effects of labour market
deregulation. Nevertheless, one can speculate ame sexpected income and wider
economic effects. As already stated, a simple massmal model would predict that
labour market rigidities increase unit labour castd harm employment. Consequently,
profits should be expected to shrink, with a negaimpact on investment (both in
physical and human capital). With less investmprdaductivity growth will be slower as

will economic (output) growth.

There have been comparatively few studies of tlaedieipated effects and, of
those, Koerdijk and Kremers (1996) is one of thenevewer empirical studies to
straightforwardly investigate the impact of labooarket regulation on macroeconomic
outcomes. The results (consistent with the neackssrientation of the authors but
subject to problems related to sample size, sarsgliection and model specification)
indicate that countries with more regulated (ridajour markets perform worse in terms
of output growth. The more in-depth investigatidrNackell and Layard (1998) reaches
the conclusion that output and employment growghreegatively related to unionism and
unemployment benefits specifically, but not to otfegulation factors, like employment
protection and minimum wages. In a micro-originaaggroach, Bertola (1994) examines
the effects of labour mobility costs that prevailder tight job-security provisions. He
concludes that “constraints on employment flexipiteduce production efficiency and

the value of firms, with adverse effects on privateentives to invest and, in
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equilibrium, on the level and rate of growth of guct demand... ... [T]he welfare of the
economy’s consumer-investors and workers is harmedyy lower profitability of
existing capital, reduced capital accumulation ataver growth of productivity and
wages” (p.217).

Further supportive evidence to these conclusiamghge context of developing
countries) is offered by Rama (1995). He finds lbust negative relationship between
economic growth and unionism or public sector emmplent for the Latin American and
Caribbean countries. Nevertheless, his study aseals an insignificant relationship
between minimum wages or unemployment benefitseaodomic growth for his sample
countries (see also Maclsaac and Rama, 1997). Blard993), in a study of Latin
America countries, also has found no relation betw@b-security and (manufacturing)
productivity. It must be stressed, however, tha tlesults of such studies are of
guestionable relevance to advanced economies, gieckabour market institutions and
general social and economic conditions in develpmiountries are often very different

from those of the developed world.

3.3.2. Non-orthodox approaches

A normative model in variance with the negativéatienship between job-
security and economic outcomes has been offerddallin (1996). Under the realistic
assumption of asymmetric information (monitoringts), he shows that the free-market
level of job-security is below the Pareto optimalbdahat lower job-security leads to
lower labour effort. Hence, (legislative) increasasjob-security (protection against

dismissals) will have the effect of increasing labeffort, profits and workers’ utility.
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Although Parkin’s (1996) work lacks any empiricari¥ication, some support for his
model is provided by the empirical findings of atlsudies (e.g., Hall, 1982; Carter,
1988; Levin and Parkin, 1994). A much less tecHratiady of LDCs and NICs concludes
that it is impossible to generalise about the i@abetween institutional structures and
growth patterns from the experience of such coestriRather than trying to force all
experiences into a simple competitive (or otherfatowe ought perhaps to explore the
domains in which different institutional arrangerseproduce better results” (Freeman,
1993, p.408).

This last quotation effectively calls for an imgtional analysis of labour market
regulation and its impact on economic performaseeh a perspective can be found in
the neo-institutionalist or post-keynesian “econmsmof labour standards” (Piore, 1990;
Herzenberg et al.,, 1990; Sengenberger and Campt@34; Boyer, 1994; Rodgers,
1994), the neo-Ricardian school (Aspromourgos, 198md the post-Fordism debate
(Michon, 1987; Hudson, 1989; Storper and Scott,0)98or these approaches, labour
standards (job security, employment security, mummwages, etc.) are seen as assets for
the economy, which enhance the human capital &lail®r production and raise the
efficient operation of the product-market, promgtigquality-based competition (against
price-based competition) and technological inn@reti (progress). Higher and secured
wages are seen as a productivity-enhancing faetod, (hence, as a factor promoting
growth) due to reduced shirking, improved workerrat® and lower turnover rates.
Moreover, any reduction in labour standards leadsroductivity slow-downs (the “low
pay — low productivity” hypothesis), gives incem®sfor the adoption of cost-saving

technologies and price-based competition (with ichetntal effects on technological
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progress and economic growth) and results in thekding of the labour force.

This argument is central to the discussion of th&twe impact of labour market
regulation. In the absence of labour market regrgiwvage and employment protection)
firms lose their incentive to participate in quglitased competition and instead compete
on the basis of excising monopoly power over lapdowering wages and labour
standards (see for example, Brosnan and Wilkind®83; Piore, 1990; Deakin and
Wilkinson, 1991; Sengenberger and Campbell, 1994 the references given there).
This, in effect, harms overall economic efficiermcause it allows inefficient producers
and obsolete technologies to surviVé&treeck (1989) rather convincingly argues through
an extensive and multi-disciplinary theoreticalcdission that the problem of under-
investment in skills is not a question of efficialtocation of costs and resources, but
rather “market failure in skill formation is endesrand inevitable” (p.92), as the short-
sighted opportunism of firms cannot provide thentftional” and “extra-functional”
skills that are required in contemporary capitalgbduction (and which are of a
collective, public-good nature). The conclusiorerthis that “just as skill formation for
individuals requires education, skill formationfirms requires regulation. Deregulation,
if driven too far, breeds inefficiency” (p.100). Ampirical example of the role of higher
labour standards in diverting firms towards higlpgoduct innovation is given by
Koshiro (1992). He presents the experience of abauraf Japanese firms that increased

their production diversification (towards fasteparding markets) in the face of binding

4 Note that this reasoning has been criticised hyeakes of the neoclassical approach. The arguiment
that labour market regulation (while it may shifb@oyers to more “productive” strategies) “divetie
employees’ creative energy towards non-productivategies for securing jobs or economic benefits”
(Herzenberg et al., 1990, p.7).
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labour standards.

So, in such a view, not only does labour markeegidation increase wage
inequality, but it also reduces aggregate outpud facome) and leads in the long-run to
higher unemployment. Consequently, what is mosoitgmt in contemporary capitalist
production and economic development is the qualftthe labour force and the co-
operation among all actors taking part in the potidn process (Sengenberger, 1994a).
Both of these factors suggest additional importafare labour. When workers are
dissatisfied in terms of income, job and employmsaturity, it is not reasonable to
expect such factors as labour effort and co-operati the production to be enacted. The
whole production process can fall into what isexzlé “low pay — low productivity trap”,
where increases in pay require increases in wdrlegisrt and co-ordination, but the
latter also require an amelioration in labour stadd. In this respect, it is only the
creative activity by firms (quality-based competiti and enhanced workforce
productivity) that can help escape this trap dcditrekly poor outcomes (Wilkinson, 1994)
and lead to a “high road” of competitiveness (OzaRB9, p.142).

The empirical literature offers some evidence upport of the views presented
here. An ILO study (ILO, 1997) gives many empiriexlamples where unions have in
fact played a beneficial role in work re-organisatand increased efficiency. The ILO
reports cases where the absence of unions (or woiosent) acted as an obstacle to the
introduction of new elements in the technology arghnisation of production. Based on
evidence from survey data, many authors have steghéisat non-standard employment
(temporary work, sub-contracting, etc) and job-ms#y (higher labour turnover) are

related more often than not to lower productiviagey, 1988; Kuhl, 1990, Ozaki,
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1999), and to efficiency losses in the longer-dug to a lack of (firm-specific) skills and
experience or commitment to the firm (Brosnan, 1¥@kins, 1996; Ozaki, 1999). The
last issue is more directly related to the longview of the economic effects of flexible

labour arrangements, which introduces the widereisd dynamic efficiency.

3.3.3. Dynamic efficiency issues

In an interesting discussion of the economic, adoand political factors in the
operation of the labour market, Craig et al.(1986% that the segmentation of labour
markets (which they attribute to increased laboarket flexibility and wage inequality)
makes wages unrelated to skills or productivityisTéonstitutes “a shift in the direction
of protective regulation and its more narrow coricgion upon an elite of [primary
sector] workers” (Deakin and Wilkinson, 1991, p.L3Bhis duality and inequality is one
source of dynamic inefficiency, since a specifigraent of the labour force (which need
not lack any skills or productive ability) is exded from the skills-oriented, high
productivity segment of the economy. A less receguhi source of production
inefficiency, which is due to the suppression diolar standards, is cited in Standing
(1995). In his World Health Organisation study heggests that “there has been a
substantial increase in work-related accidentgas.a result of flexiblisation of labour
contracts” (p.169). Rodgers (1994) argues thatamby can labour market institutions
increase on-the-job training and production efficke but they are also important in
sustaining and enhancing consumption.

Employing a more “regulationist” framework of aysik, which attributes the

move towards deregulation to changes in the orgtais of production, Kuhl (1990)
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argues that lower employment protection has noeggad higher employment (in W.
Germany). He goes on to say that “the efficiencyCafF-job$® may be questioned

because of poor productivity performances in thelioma term ... and because of high
costs of manpower transactions and labour turnoVee slow-down of productivity

growth in some EC-countries may be a consequenCéBfexpansion” (p.251).

The point about the impact of (changing) productiorganisation on the
organisation of labour markets is frequently made dzonomic geographers. For
example, Hudson (1989) argues that the changingtito@l patterns of production
enforce the adoption of more flexible work practi@nd employment relations, putting
the relationship between re-organisation of pradacand labour market flexibility into
a spatial perspective. The analysis of work orgditia and local labour markets by
Storper and Scott (1990), developed in a similatext, offers a thorough explanation of
the economic-organisational factors that lead ® dleterioration of labour standards
(labour market flexibility). They conclude that &huncertainties endemic in flexible
labour markets diminish the incentive, both fom& and workers, to invest in on-the-job
training and the acquisition of new skills” (p.598s we claimed in chapter one, this is
the main contradiction of the forces behind labmarket deregulation which inevitably
raises serious questions about the reproducilplitthe system of flexible production
with flexible labour markets (Peck, 1992).

A different theoretical perspective, which crites labour market flexibility

based on dynamic efficiency considerations, origisdrom the neo-Ricardian school of

5 The term “CLF-jobs” describes three categoriesnafginalised workers: contingent (temporary work),
life-of-project (related to employment-creation egfes) and “fake self-employment” (on subcontragting
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thought?® For neo-Ricardians, full employment is not atthiean a capitalist economy,
because of the very functioning of the capitaligtem. Hence, for the advocates of this
approach, a labour market deregulation policy ajmiat increasing aggregate
employment by reducing labour costs cannot be sgbae This is true (in a classical
analytical framework) because a shift to more labatensive methods of production
(fall in the capital-labour ratio) cannot be actadthrough increases in the rate of profit
and falls in real wages (which are the by-produatslabour market deregulation)
(Garegnani, 1970). Two other ways of promoting eplent growth, namely increases
in investment and product demand, are also undadiben Higher investment cannot be
sustained without an increase in the purchasingepat workers. And since labour
market flexibility implies a suppression of labourcomes, workers’ consumption
abilities are reduced. For the same reason, a degr@ren increase in employment is
very unlikely to occur.

This analysis, although it belongs to a completi#fferent framework, is very
similar to the predictions of the advocates of biglabour standards. Indeed, the words
of a neo-Ricardian, about the importance of laboarket deregulation, could be easily
attributed -terminology apart- to the institutiostlapproach: “the supply-and-demand
theory of wages, conditions and employment showddrdjected. Once the marginal
theory is rejected, the social norms which govemrkyw and the institutions which

support them emerge, not as “artifices” imposednuipe “natural” forces of supply and

“® The neo-Ricardian approach originates from thekwof the classical economists and was first
introduced by Sraffa (1960). We find it particulamteresting to present such an approach her&hisis
shows the universality of the issue of labour maflexibility and offers some additional insightach
considerations not made by other approaches.
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demand, but as themselves part of the normal ghon of employment in capitalist
societies. [UJnemployment is a normal feature ef dperation of a competitive capitalist
economy, there existing no mechanism which woultbraatically push the system
towards full-employment. [W]age flexibility cannsticceed in fulfilling the role of such
a mechanism” (Aspromourgos, 1987, p.141).

Empirical evidence for the beneficial economieets of higher labour standards
has been offered from a recent research projetieofnternational Institute for Labour
Studies (IILS). Under this project, work for theseaof India (Papola and Rodgers, 1992)
guestioned the commonly held opinion about theirdetntal effects of minimum wages
and labour protection. Complementing this, is tloekafor a number of OECD countries
(Boyer, 1994) which found that job regulations l@ndabour mobility and increase
unemployment, but also increase real wages anduptivdy. Sengenberger (1994b,
p.115) concludes from his empirical study that ‘lcioies with protection from the
termination of employment and personnel stabiligapolicies enjoy higher productivity
growth than countries without such provisions”. Bam findings were reported by
Brunetta and Dell’Aringa (1990) and Buechtemann9@)9 In terms of the dynamic
efficiency potential of labour market institutioriBable 3.1 adapted from Boyer (1994,
p.56) and slightly amended, is very illustrative.

Table 3.1 summarises the plethora of short- ang-tan effects that some main
labour market institutions have been claimed toeh®oth positive and negative effects
exist at both the static and dynamic levels. Foangxe, in a static framework
unemployment benefits, unionism and minimum wa@gesl tto reduce inequalities but

increase unemployment. In the long-run thoughJdketwo tend to ameliorate the skill-
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composition of the workforce and increase proditgtiwhile unemployment benefits
are a significant ingredient for social peace. Eowplent protection can stimulate
technological change and stabilise product demhand,it also leads to reductions in
profits and employment. In principle, the short-effects are more likely to be negative,
while the opposite holds for the long-run effedihis observation is very interesting in
that it helps us to understand the complexity @ igsue and possibly build a bridge

between the opposing theoretical approaches.

Table 3.1: Static versus dynamic efficiency

Type of regulation
I mpact Employment Labour Minimum Welfare
protection Standards wages system Training Unionism

Short-run | -Lagged -Increased -Reduced -Reduced -Extra costs | -Reduced

employment | unit labour inequalities inequalities | for firms inequalities
static adjustment | costs / lower | -Exclusion of | -Increased | -Possible -Less wage
efficiency | -Reduction | profits workers of unit labour | shifts of flexibility

in profits -Possible un-| low costs labour -Harmful to

-Stabilisation | employment | productivity | -Possible un- demand “outsiders”

of wages and| -Reduced -Possible un- | employment -Possible un-

consumptio | productivity | employmer employmer
Long-run | -Incentive to | -Higher job- | -Work -Increased | -Higher -Increased

internal satisfaction / | intensification | labour wage productivity
dynamic flexibility fewer -Labour mobility incomes -Possible
efficiency | -Reduced accidents saving tech. | -Ingredient | -More elimination

employment | -Increased change for social occupational| of the

-Stimulation | efficiency -Upgrading of | peace mobility impact of

of technical | -Increased skills and -Skill driven | wages upon

change productivity | product tech. change| employment

quality

As we discuss further in the concluding sectiorgase of the simultaneous

existence of both positive and negative effectsegulation and flexibility, it may be

more correct to focus on the appropriate mix analityuof regulation, rather than to try

to support (or dismiss) all kinds of regulatiortpgkther.
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3.4 Alternative explanations for recent trendsin wage inequalities

The existence of substantial wage differentiald #reir increasing trend during
the 1980s and -for some countries, at least- t8@49OECD, 1993, 1996) has led to the
development of a wide variety of theoretical foratidns, consistent with orthodox

theory, that try to explain these trefigs.

3.4.1. Microeconomic explanations

On the one hand, standard competitive (neoclajdataur market models, such
as Human Capital Theory and the Theory of Compergatifferentials, attribute wage
differentials to differences in the quality of lalvoor to unobserved differences in skill
levels and job characteristics. Thus, changes igewiaequality can be attributed to
changes in the distribution of such characteristiceoss people. On the other hand,
Efficiency Wage models suggest that wage premiapard to workers in industries
where monitoring is more difficult (e.g., large adishments, Oi, 1983), where the
labour market is tighter, or where work experie(@ed job-tenure) is more important
(e.g., high-skill firms), so that workers lose thaicentive to shirk or quit. Similarly,
Insider-Outsider models attribute such wage prefauna involuntary unemployment) to
the market power of the incumbent workforce (insfleChanges in these conditions
could induce changes in wage inequality. Dual aegn&nted Labour Market theories

attribute the existence of wage differentials te Hegmentation of the labour market,

" Since the objective of this study is not the emption of wage dispersion and the evaluation of the
relevant theories, but rather the investigationtta impact of labour market (de)regulation on wage
dispersion, we do not find it necessary to prodadeetailed presentation of those theories. Thedsted
reader can refer to the brief surveys by Dickert laatz (1987) and Blackaby and Murphy (1991), or to
the more detailed works of Borjas (1988) and Akfeaitnid Yellen (1986).
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where forces connected to the organisation of praiu divide the economy into a well-
paid, secure primary sector and an insecure seppisgégment of low-paid jobs, with
limited mobility between the two segments. Finatlyeat models of Collective Action
and Bargaining models emphasise the role of uniowep in raising wages in the
unionised sectors of the economy. Each of thoserite stresses the importance of one
or two factors having an impact on the dispersibrwages, but fails to give a full
explanation as to why those disparities exist, whiercomes to their empirical
verification.

Departing from the more theoretical explanatioms, general the main
explanations for the increased earnings dispelisidode the following factors: specific
personal (age, education, job-tenure, etc.), odoupa, industry (plant-size, profitability,
etc.) and regional (e.g., local amenities) charettes, an increasingly skill-biased
labour demand due to technological change, vanatio the (shadow) price of the
workers’ skills (human capital), increasing femd&bour force participation, and
international trade and “globalisation” that -due international competition- put
different pressures to different sectors of thenecoy*®

As mentioned above, the empirical investigationtted determinants of wage
inequality has shown that wage differentials pérsisen after controlling for a wide
variety of factors of a microeconomic nature. Fgaraple, Dickens and Katz (1987,
p.30) found that the identified wage differentimshe UK persist “even after controlling

for a wider range of personal characteristics amoggaphic location ... for both union

8 An analytical presentation of alternative expléoma on rising wage inequalities with specific refece
to the United States can be found in Danziger aottisGhalk (1993).
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and non-union workers”. They attribute the remainjannexplained) variation of wages
on wage premia, in accordance with the efficien@ge&v hypothesis. Using the same
methodological approach, Blackaby and Murphy (19@ijclude that -again for the case
of the UK- regional and industry characteristicplain much of the earnings dispersion
which is left unexplained after controlling for arge number of human capital
characteristics. Gosling and Machin (1993) fourstadistically significant difference in
the earnings dispersion between unionised and namised workers (especially for
semi-skilled ones), even after taking into accadifferences in personal, occupational,
industry and firm-specific characteristics. Thepdode that unions tend to compress the
distribution of earnings and mainly help the lekflesd workers. Similar findings have
been obtained in the works of other researchemdwzed for other countries. For
example, Freeman (1991) and Card (1991) found ttefflalistribution of wages in
unionised USA firms. Fortin and Lemieux (1997) haakso estimated a negative
relationship between unionism and wage dispersitors the US (although this
relationship is weaker for women; see also Gosdnd Machin, 1993 and Freeman,
1994) as well as a stronger negative relationseipvéen minimum wages and the latter.
Hemmings (1991), following Shah and Walker (1988)d Blackaby and
Manning (1987), concludes that intra- and inteliolgl variations in wages can be
explained by the regional variation of individuagccupational and industry-specific
characteristic§’ Some of the regional variation of wages has aksenbattributed to

inter-regional differences in local amenities (@te, environment, infrastructure, crime

9 Duranton and Monastiriotis (2000) further strebg tole of changes in the returns to personal
characteristics for the UK. Similar results haverebtained for the case of Indonesia (Manning,71,99
where regional variables are found to affect wafferéntials (together with other controls variagjle
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rates, population growth, etc.), as well as on (ttleadow) value of these amenities
(Roback, 1982, 1988; Furtado, 1998). Support fa ¢fficiency wage hypothesis is
offered in the empirical work of Wadhwani and WEIB88) for the UK, Kruger and
Summers (1988) for the USA, Gera and Grenier (19®4Lanada, Lucifora (1993) for
Italy and Arai (1994) for Sweden (among other stajli

If a general conclusion can be drawn from thesdiss, it would be that there is a
long list of microeconomic factors that generatgyevdispersions and, despite this long
list, there is always a significant part of thesgpdrsions that remains unexplained. The

implication here is that macroeconomic or instdnsl factors are also important.

3.4.2. Macroeconomic explanations

The belief that wage differentials, persistingreaéter controlling for the factors
identified in the microeconomic literature, are teysatic (rather than random) is
reflected in the macroeconomic literature of wagggjualities. At the macro-level, one of
the most cited explanations for the identified trerf increasing wage inequality is the
increased importance of international trade (glishtéibn). Borjas and Ramey (1994)
showed that wage inequality in the United Stateseshthe same long-run trend with the
share of the durable-goods trade deficit to GDP amied that the latter has helped
increase wage inequality in the USA. Similar firgirare reached by Borjas et al. (1997).
On the other hand, Lawrence and Slaughter (1998bwe only a minor role to
international trade patterns in affecting wage usiy and they find the effects to be
concentrated in a limited number of low-productivihdustries (see also Bound and

Johnson, 1992, and Baldwin, 1995). Some studies faund the impact of international
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trade and globalisation to be insignificant (Daargd Haltiwanger, 1991; see also Wes,
1996 and Krugman, 1996). In his regional-level wgsial for the USA, Topel (1994)
attributes most of the dispersion of wages to sufgitors rather than trade, namely to
the changing skill ratios in the labour force amd increased female labour force
participation.

Other authors have also found evidence for theaghpf changing labour demand
conditions on wage inequality. Specifically, Bermainal (1994) and Machin (1995)
stress the importance of skill-biased technologetainge, which increases wage premia
for better-educated and high-skill workers. Siméaidence is provided by Monastiriotis
(2000). Finally, a rather different strand of laarre stresses the role of changes in the
organisation of production (post-Fordism) (Storerd Scott, 1990; Peck, 1992) in
increasing wage dispersions.

In their influential study, Blau and Kahn (199@ufd that countries with more
“rigid” labour markets perform better in terms odge inequality -at least for the bottom
of the wage distribution. Also, that differencesnreasured workforce characteristics
among countries are only partly responsible forevagquality and that price differences
for these characteristics have a stronger impast édso Duranton and Monastiriotis,
2000). Since labour market institutions (minimumges, trade unions and the wage-
bargaining system) co-determine these prices, desntwith weaker trade unions and
more decentralised wage bargaining “show less waggpression at the bottom” (Blau
and Kahn, 1996, p.831).

The diversity of the findings in the macroeconolfiterature of wage inequalities

suggests that, as was the case with the microedorexplanations, no single factor can
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satisfactorily explain the marked differences irbdar incomes that exist among
seemingly similar individuals. Instead, it seemattthere is a variety of micro- and
macro-economic factors that impact on the distrdubf wages. Together with such
factors, labour market institutions also play @rdlhe importance of such institutions for
wage inequality cannot be undermined, even if osgumes that wage inequality is
significantly influenced by other microeconomicdustry wage premia, human capital
characteristics) and macroeconomic factors (intevnal trade or technological change).
This is because, even under this assumption, laiauket regulation will still affect the

impact that these factors have on wage inequdilitat is not to say that labour market
regulation can affect -say- technological chatgeyt that the effect of technological
change on wage inequality will be conditioned oe $ipecific regulatory regime of the
labour markets.

A number of empirical studies can support this argat. For example, Cortes
and Marshall (1991) claim that the regulation af #hrgentine labour market cannot be
studied outside its inter-relation with the longrrgrowth model of the country. In their
studies of the labour markets of Equador and BaliRama (1995) and Maclsaac and
Rama (1997) conclude that the pattern of economaw/tly followed by these countries
was largely determined by the specific forms ofutation in their labour markets. A
detailed study of six industrialised countries fb© (Ozaki et al., 1992) shows that

technological change is conditioned on the exiskatpur relations, but it also reshapes

* This, nevertheless, is not impossible. The forfeegulation existing in a labour market can influe
the patterns of R&D and technology diffusion, teedls of FDI (inward investment), the degree ofdam
labour-force participation, or the competitive adheage and, hence, the volumes of trade of a specifi
economy.
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them. All these studies can be interpreted as agiléhat labour market regulation can
affect wage inequality even when the effects oépthicro- and macro-economic factors

are present.

3.5. Thetheory of labour market regulation: concluding remarks

The discussion throughout this chapter on the anhpilabour market conditions,
institutions and their regulation, has served aseans for the presentation of the
arguments in support of and in opposition to labmarket deregulation. The approaches
range from technical microeconomic analyses, tatipal arguments on the role of
labour market regulation for capitalism. For nessleal analysis, raising labour
standards creates economic distortions that habtmajud income creation. For neo-
institutionalist analysis, labour standards arensee“tools that may influence the social
process of development in positive or negative wdgpending on how policy-makers
apply them” (Herzenberg et al., 1990, p.4). The lieap differences of the various
approaches, in both methodology and the perspe@mployed, create a potential
obstacle to the formulation of coherent empiricgpbdtheses with which to test the
validity of the alternative views. For example,saisightforwardly dismissible as it may
seem at first glance, it is not necessarily incaibpafor labour market deregulation to
have a negative impact gmoductivity (in a static, firm-level analysis), while affegjin
positivelyproductivity growth (in a dynamic, macroeconomic specification).

This condition can exist mainly because the impa¢abour market deregulation
is realised on two levels (Deakin and Wilkinson91p A first level concerns the direct

effects on factors like wages, employment, wagguaéties, the productivity of labour,
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labour costs, monitoring costs, profitability, laibostandards and the organisation of
production relations at the firm-level. The secdadel, of indirect effects, concerns

human capital formation, consumption, investmertge tlabour intensiveness of

production (capital-labour ratio), the nature obguct market competition (quality- or

price-based competition), output growth, and thganisation of production at the

economy-wide level.

Another difficulty in dealing with the effects ohlbour market regulation is
because it can be utilised in the service of twgdly unrelated objectives. First, labour
market regulation is a means of protecting the nvosterable class of agents in the
production process (the workers) from the marketgroof large employers. In that
sense, this first objective is more socially orgghthan economic. It ensures a minimum
of working (health and safety) conditions and deiaes the rules under which capital
and labour can compete for a higher share of thgubuFinally, it guarantees a minimum
level of security enjoyed by the workéfsin fact, this is the ultimate reason why labour
market regulations exist in the first place (Sethgeger, 1994a).

The second objective (which is more about dereguidhan regulation) concerns
the efficient operation of the production procesd the achievement of better economic
outcomes. From this viewpoint, labour market regoia(or deregulation) is a means of
increasing economic efficiency and achieving mqueneal levels of factors’ utilisation,
investment (in both human and physical capital) angbut. Therefore, when evaluating

the importance and impact of specific labour mariegulation policies (or, more

*1 In many respects: labour market security, employtraed job security, work and income security, labo
reproduction security and labour representationriyo Standing, 1995).
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broadly, labour organisation regimes), one musteraber the different and often
divergent forms and objectives of labour marke)r@tplation.

On the basis of these considerations, one candadecond look at the role of
different labour market institutions. Indeed, solagour market performance indicators
are adversely affected by certain labour marketilegipn instruments and policies. For
example, unionisation without co-ordination betweemployers and workers appears to
create unemployment and notable downward wage itiggd(Nickell, 1997a), with
detrimental effects on growth. But unions, on thbeo hand, if they function in a
“corporatist” (i.e., decentralised wage bargainirg)vironment, can also improve
economic performance by increasing, for exampleitheqob training (Booth and
Chatterji, 1998). Most of labour market “rigiditiealso help reduce wage inequalities.
The importance of a more even distribution of inesnand wages for economic growth
is an open debate in the literature (e.g.: Worldk3d.991; Persson and Tabellini, 1994;
Benabou, 1996), but its social importance is untpresble.

Another labour market “rigidity”, which has botlogtive and negative effects, is
employment security (“*hiring and firing” legislatip Increased employment security and
job-tenure can lead to higher work commitment amtdased on-the-job training and
firm-specific acquisition of skills, with benefidiaffects on productivity and, ultimately,
on growth. Conversely, increased employment sgcuwén provide incentives for
shirking and a potential obstacle to labour mopiliTthis has a potentially negative
impact on productivity, the diffusion of technolo@gnowledge spill-overs) and on the
adjustability of the size of the workforce to demahifts. Such effects are expected to

hinder economic growth.
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There is no reason here to continue drawing exesnmf labour market
regulations which have possible contradicting effethe existence of regulatory aspects
that lead to opposing outcomes, as well as of edmdting effects within single
regulations, is not at odds with economic intuitidierefore, the question about the
regulation of labour markets should not be judgea dlack-or-white dilemma that can
then lead to complete approval or total rejectibleregulation. This issue is rather, as
Campbell (1994, p.151) suggests, “a systemic maitter, ‘which standards?’, ‘how
structured?’ and ‘how implemented?””. In other wardhe challenge is to find the
appropriate level and type of regulation to faatkt an economically dynamic and
socially acceptable operation of labour marketserafaking into account the local
specificities that can make some labour markehgements work and others to fail.

An interesting point should be made here. For bwmtb-institutionalists and
regulationists, the existence of regulation normthe operation of labour markets is not
necessarily related to government. As Streeck (L889inds us, there can be no social
interaction (the labour process included) withobe tpresence of certain norms
(institutionalised, or not) governing this intetiact In this respect, the neo-liberal search
for deregulation is in fact a search for a new la&on regime. Neoclassical analysis,
with its static orientation, often fails to obsertres reality. This is probably the main
reason why it is difficult to direct empirical arldeoretical research towards exploring
the appropriate levels and types of labour markgulation that can produce the best
possible economic outcomes. This realisation cseat@otential for the integration of
neoclassical and non-orthodox perspectives into eas |fragmented theoretical

understanding of the economic role of labour mar&gtilation and flexibility.
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CHAPTER FOUR

LABOUR MARKET FLEXIBILITY IN THE OCED

4.1. Introduction

In the previous chapters we have extensively dsalishe context in which
labour market deregulation and flexibility have t®e issues of increased
importance, the nature of labour market regulatonl flexibility and the various
forms that they can take, as well as their relatgm to economic performance at a
theoretical level, with reference to the predictiomf alternative economic
approaches. Following these discussions, a numbeaiternative and conflicting
possibilities for the role of labour market regidaton economic performance were
identified. In this chapter we want to provide sommpirical evidence for the
relationship between economic conditions and labmarket regulation, at the
national level, using a cross-country analysis.nitis exercise we can gain some
useful information that can help us understandebetthat the relationship between
these labour market regulation indicators and eton@erformance is in practice.
Although the main purpose of the present studynsaaalysis of the regional
dimension of this relationship, drawing on interoaal empirical evidence, which is
based on official cross-country data, is an exerofsessential importance, before we
conclude our theoretical discussion of the issukfaous on the regional dimension.

Hence, in this chapter we investigate empiricalg telationship between
labour market regulation conditions in the OECD rdaes and their economic

performance. We pay particular attention to thati@hship between regulation and
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wage inequalities, separating the latter from thepigcal analysis relating to the
other measures of economic performance. This isilgndor three reasons. First,
there is a conceptual difference between wage alg#guand aggregates like
productivity, employment growth and unemploymentthdugh the latter are pure
economic variables (with unquestionable socialvaiee, however), wage inequality
is probably mainly a social isste.Second, there is a practicality issue, as the
literature on the determinants of (wage) inequediis very different from that on the
economic effects of labour market flexibility aneulation. Finally, there is also a
technical issue, as the questions that are askmgidiag the relation between wage
inequalities and labour market regulation diffeonfr those regarding the relation
between the latter and economic performance. dhispurse, will be made clearer in
the following sections of this chapter. Before thatthe next section we discuss the
problems related to undertaking an empirical ingasbn on the issue at a
macroeconomic level, mainly problems related tadatailability and data quality.
Then, we draw on the experience of the OECD coesmtregarding their economic
performance, the regulation and flexibility of thdiabour markets and their
performance in terms of within-country wage dismers Section 4.4 presents the
empirical analysis of the relationship between wagsuality and labour market
regulation, while section 4.5 presents the saméysisabut between the latter and a
number of indicators of economic performance. Tds section relates the evidence

of the empirical analysis to the theoretical distoiss of the preceding chapters.

%2 This is not to neglect the extended literaturet thsists on the issue of (wage and income)
inequalities and economic growth (for example, &amsand Tabellini, 1994; Glomm and Ravikumar,
1994; Benabou, 1996; and from a different perspectDunford, 1995). Despite the potential
significance, however, of inequalities for growthe former remain effectively a socio-economic
issue.

108



Labour Market Flexibility and Regional Economic Performance

4.2. Aggregate data and macr oeconomic studies

4.2.1. Aggregate data
Despite the centrality of the issue of labour maflexibility and deregulation

and their economic effects, little empirical resbathas been conducted at an
aggregate macroeconomic level. This is mainly beeanf the limited quantitative
information that is available at both the natiolaald international levels. Cross-
country comparisons and evaluations of the natioegulatory frameworks of the
labour market are difficult to make and of quesdiole reliability, as there are
significant differences in the definitions of tharus labour market intervention
measures but, more importantly, as the cross-cpudifferences are mainly
gualitative rather than quantitative. Constructdega on a time-series dimension is
also very problematic, especially when these deter rto labour market regulation
rather than to labour market flexibility. This is presumably the reason why, although
such information is quite easy to obtain, there leen little effort in the literature to
construct time-series measures of labour marketlaggn either for one single
country or for a selection of countries. Additidgahational statistical bodies do not
produce measures to labour market flexibility eitle absolute terms or in a

comparative time-series fashioh.

%3 As it has already been discussed, not only ane tbenceptual and theoretical differences between
the two concepts, but there are also differencetheéir variability over time. For the moment, it is
sufficient to say that while regulation is a poliegriable which changes in discrete points in time,
flexibility is a response to policy and, hencea igsiuch more continuous variable.

* The UK has a short-lived index of labour markexibility derived from data obtained by the
Quarterly Labour Force Survey (QLFS). This indebésed on the number of people self-reporting a
flexible employment relationship (calculated ashare to total employment) and naturally excludes
many of the factors that would normally be consdeas elements of the regulatory framework of a
labour market. Similarly, the Bureau of Labor Stfts (BLS) in the United States produces some
measures of contingent and alternative employmbased on data derived from the Current
Population Survey. Other countries have data ofmmomorer quality, if any.
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Naturally, then, it is effectively impossible todertake a macro-econometric
time-series analysis for a single country. Alteiveat methods of empirical
investigation, including testing for a trend-breakelevant time-series data after the
implementation of deregulation policies, or croesittry comparisons of the trend
behaviour of economic aggregates for countries githilar economic bases but
different labour market regulation settings (Goreand Poot, 1998), could be
implemented but the inferences that can be made fhem are limited. Hence, the
main method of investigation of the issue at a w@wonomic level is cross-country
econometric analysis.

The only source of official quantitative and conglae information regarding
the degree of labour market regulation across afssiuntries is the OECD (OECD,
1994, 1996, 1997 and 1999; OECD database on BeBnfittements and Gross
Replacement Rates; OECD database on Permanent-fawmonployment; OECD
database on Labour Market Structures). The ILO alamtains a database on Key
Indicators of the Labour Market (KILM), but this anly vaguely related to issues of
labour market regulation and flexibility. Some other indicators of the degree of
flexibility in a labour market have been producedabnumber of studies, based on
individual survey data. Hunter et al. (1993) hagedithe ELUS survey to produce a
number of measures related to flexible forms of leympent (contingent
employment) in Britain, in an attempt to test enwgailty the so-called “flexible-firm

model”, developed by Atkinson (198%).

*% One of these indicators (KILM12: the time-relatesleremployment rate), however, is a good proxy
for internal numerical flexibility.

% Employers’ Labour Use Strategies survey, 1987s Bhrvey was carried out by the Social Science
Branch of the Department of Employment (see Woadl @mith, 1989, for further details about the
survey).

110



Labour Market Flexibility and Regional Economic Performance

Gorter and Poot (1998) have used national publisted to compare the
effects of labour market deregulation in New Zedlamd the Netherlands. Metcalf
(1986) has assessed the employment effects of Habhatket flexibility in the UK
and other OECD countries using quantitative infdromaproduced by the study of
Coe and Gagliardi (1985) for the OECD. Another seunf information for
quantitative assessments of the relation betwe&outa market flexibility and
economic performance is the study of Emerson (1,988) a number of OECD
economies. A cross-country analysis based on sudets (Survey on the Work
Environment in Europe, Eurostat, 1991) has beed bgeSmulders et al. (1996) to
assess and compare the working conditions in 12c&lihtries. Finally, the 1992
Employment in Britain Survey (see Gallie et al.98%or a survey description and
relevant analysis) is another useful source ovegleinformation for the UK.

At the microeconomic level, of course, humerougslissl have used survey
data to measure different elements of labour mdt&gibility in a country (mostly
minimum wages and trade unionism) and assess ith@act on some economic
indicators (usually employment and wage dispergiddewever, the nature and the
sources of these measures do not allow for sudrnvation to be used in cross-
country comparisons or in international macroecacaostudies. Data comparability

is apparently the main problem.

4.2.2. Macroeconomic studies

Because of this lack of appropriate available imfation, at least in
guantitative terms, most of the few empirical macanomic studies in the literature
have used the OECD indexes (e.g.: Nickell, 1997%apld and Wells, 1993; Nickell

and Layard, 1998), sometimes amending them withesadditional country-specific
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information (e.g.: Keodijk and Kremers, 1996). Tim@in advantages of using the
OECD information are the reliability of their soarctheir comparability across a
relatively large number of countries and their kility at different points in time.
There are, however, disadvantages related to tHeDORdexes. First, not all data are
organised in a comparable fashion. For examplea det minimum wages are
available even at an annual basis (but data ommuim wage legislation are available
as a three-categories index), while data on tempamaployment and employment
protection legislation are only available for appneate time periods (early 1980s,
late 1980s, early 1990s). Second, not all dataagadlable for the same selection of
countries. Third, as a consequence, there is osiyall selection of countries for a
limited number of observations in time that can bsed in an empirical
macroeconomic analysis. The main problem, howenetates to the nature of the
indexes produced by the OECD. Almost all of thes#exes are country rankings,
based on cross-country comparisons. It followsnthbat these indexes do not
measure the degree of regulation or flexibilityaicountry in absolute terms, but only
relatively to a group of other countries. Hences thclusion or exclusion of some
countries from the estimating sample severely tdfde distance between the sample
countries. Moreover, by being rank variables, tHeCD indexes give no indication
of the distances between the regulatory framewarkeng countries. This will have
an impact on the results of any statistical analggicept in the special case where the
distance between countries in terms of labour ntarkgulation experiences is
constant for all countries. In any other case tle tcross-country differences in
labour market regulation and flexibility will be dansistently distorted (as there is

sometimes a positive and sometimes a negative. bias)
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Another problem with the OECD data is that they moée updated regularly.
At present, the most recent publicly available OE@I©rmation covers the period up
to the mid-1990s. Since then, significant changagehoccurred in many OECD
countries, especially in terms of their economidgrenance. Undoubtedly, the lack
of more recent information regarding labour markgfulation limits the power of the
empirical investigation.

Having made these points, the OECD indexes arletlséil best-quality data
available on labour market regulation at an inteomal level. Hence, it is these data
that we use in the empirical investigation thatdwk. As already mentioned, before
actually presenting the empirical analysis, wet fieview the economic performance

and labour market regulation experience of the OEGINtries of our sample.

4.3. OECD economic performance and regulation experience>’

Labour market deregulation, as a means of achiekiglger labour market
flexibility, has been increasingly advancing in mos the industrialised countries,
with the USA, Canada and the UK in the forefronth& countries, like the
Netherlands, Denmark, Australia and New Zealande Hallowed, implementing
new measures in their labour markets, in term®owel real minimum wages, freer
hiring-and-firing legislation, decentralisation (andividualisation) of the wage
bargaining process or reductions in the levels dndation of unemployment
benefits. However, the experience of labour markgulation differs substantially
across OECD countries, especially in a qualitatmese. As with regulation, changes

have also occurred in the distribution of wagesinitcountries. Wage dispersions

>" This section is only intended to make a brief engstion of labour market regulation and economic
performance in the OECD. For more detailed revisgesthe OECD Jobs Study (1994) and also Saint-
Paul (1996), Siebert (1997) and Nickell and Laydr@b8).
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started widening in some countries from the midak¥7and this process accelerated
during the 1980s in most of the OECD economiebpalgh the pattern of increasing
wage inequalities was not uniform across them (OEC®93). The tendency of

increasing (or, not decreasing) wage dispersioss @bntinued at least into the first

half of the 1990s (OECD, 1996).

4.3.1. Wage dispersions

According to OECD data (OECD, 1993, Table 5.1), evdgspersion rose in
the 1980s in Australia, Austria, Belgium, CanadenEe, Japan, the Netherlands,
New Zealand, Portugal, Spain, Sweden, the UK aadXBA. In the UK and the US,
the increase in wage inequality was much more realde and persistent (OECD,
1996). Increasing wage inequalities continued taratterise countries like Italy,
New Zealand, Portugal, Austria, France and Sweudlenthe 1990s, especially for the
upper half of the distribution of wages. On theenthand, wage inequalities started
subsiding in Canada, Belgium, Japan and FinlandOQ@EL996). Table 4.1 shows
three measures of wage inequality for three timmésge for 18 OECD countries.
The construction and content of these measurespigiaed in section 4.4.1 and is
thus not discussed here.

As noted above, this evidence should be treatel waution, since cross-
country comparisons depend partly on the definiteomd measurement of the
inequality indexes on which they are based. Needts, what is clear for most of

the OECD economies is that earnings dispersionscansiderable and show no

%8 Raj and Slottje (1994) have shown for the casthefUS the existence of a structural break in the
trend behaviour of income inequality in the lates &@hd early 70s, which is a robust across different
inequality measures.

%9 |t was impossible to collect comparable wage irditgudata for Spain, the nineteenth country of our

sample. For this reason, although Spain is incluthedhe economic performance analysis, it is

excluded from the analysis regarding wage inedaalit
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strong signs of a long-run declining tendency.dme countries the increase in wage

dispersion is not only the outcome of higher wageraases for the highly-paid

workers, but of an absolute decrease in the realrggs of the low-paid.

Table4.1: Three measures of wage inequality for a selection of OECD countries
9™M-t0-5™ decile 5M_to-1% decile 9™M-to-1% decile

Country '84-'88 '89-94 | '84-'94 '84-'88 '89-94 '84-'94  '88-| '89-94 '84-'94
Australia 1.72 1.77 1.74 1.68 1.66 1.67 2/89 294 912
Austria 1.67 1.65 1.66 1.65 1.67 1.66 2{76 276 627
Belgium 1.76 1.57 1.66 1.39 1.38 1.38 2/45 217 123
Canada 1.71 1.78 1.72 2.23 218 2|20 3.81 B.77 3.79
Denmark 1.55 1.57 1.5p 1.40 1.88 1,39 2117 217 721
Finland 1.69 1.73 1.71 1.51 1.46 1.48 2|55 253 425
France 2.12 2.13 2.1 1.62 1.61 1/61 3.43 3.43 3.43
Germany 1.65 1.64 1.64 1.42 1.37 1,39 2.34 225 9Pp2
Holland 1.66 1.64 1.66 1.56 1.56 1.66 2/59 259 925
Italy 1.56 1.65 1.60 1.45 1.60 1.52 2.6 2|64 2.45
Japan 1.7¢ 1.78 1.71 1.64 1.0 1/62 2.79 277 .78
N.Zealand 1.64 1.79 1.71 1.74 1.7 1/75 2.85 3.17 013
Norway 1.49 1.50 1.49 1.45 1.32 1.38 2{16 1.98 2.07
Portugal 2.13 2.4( 2.2b 1.61 1.72 1,66 3143 413 78 3.
Sweden 1.57 1.62 1.59 1.34 1.86 1/35 2.10 2.20 2.15
Switzland na 1.64 na na 1.49 na na 2144 na
UK 1.78 1.86 1.82 1.70 1.74 1.12 3.03 324 3.13
USA 1.99 2.01 2.0( 2.05 2.13 2.09 408 4(28 4.18
All* 1.73 1.76 1.75 1.61 1.62 1.61 2.81 2|88 2.85

*: This is an unweighted average. Does not inclBdétzerland.

To complete the picture, a tendency that has beemed the “disappearing

middle” has been apparent. The numbers of peopleiviag either higher than

average or lower than average wages has increassatkably since the early 80s,

especially in countries like the US, the UK and &im Definitionally, of course,

since these data show earnings, they reveal nothbmut incomes of the non-

employed and so are incomplete as indicators afati@gncome) inequality.
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4.3.2. Regulation and economic performance

A categorisation of different country experiencasterms of their labour
market regulation is a difficult task as is a categation of them in terms of their
economic performance, as some countries may petbetter in one field but worse
in others. Nevertheless, a short discussion ofldbeur market experience across
countries is necessary as this facilitates the nstaleding of the differences and
similarities of different forms of labour markefgrdation. For reasons of simplicity,
but with the risk of misrepresentation, we can @ivour sample countries into five
groups. The first group consists of the Scandimagi@untries (Sweden, Norway and
Finland), Austria and -to a lesser extent- Germdrhese countries had in the 15-
year period of our study highly regulated labourkegs, with high minimum wages
and relatively high employment protection and labstandards. With the exception
of Finland, their labour market performance (growthreal wages, unemployment
and wage inequality) was very strong for most &f preriod under study (but many
experienced a deterioration of labour market peréorce in the second half of the
1990s). Their output and productivity growth rateere also above average. On the
other hand, employment growth in these countriesldeen rather slow. Attempts to
introduce greater labour market flexibility startedthese countries more recently
but, for most of the period of this study (1980-499his was not the case.

Another group of countries where labour marketsewgghly regulated is
constituted by Belgium, Italy and Spain. In thesartries, though, the labour market
performance was much bleaker. Substantially higamployment rates and slow
employment growth were the main characteristicths group of countries for the
whole of the study period. Importantly, these coestexperienced above average

and even high rates of economic and productivibywtin. France, Portugal, Denmark
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and the Netherlands make up the third group of cmsmwith intermediate overall
labour market regulation scores. These countridsgeamerous compensation for the
unemployed (apart from France), high labour stastsland strong trade unions (only
France and Denmark), but employment protection {nd®ortugal) and minimum
wages (not in France) were set at more moderatasleWheir overall economic
performance has been close to the OECD averade reldtively slow employment
growth but good productivity records (apart froma thetherlands). Portugal had high

rates of output growth but was also the pooreshirgun terms of per capita GDP.

Table 4.2: Indexes of labour market flexibility (1980-1994

Country Repl. Labour | Empl. Union Centra- | Union Coordi- | Min. Flexibility
Rate standrds | Protect | cover. lisation | density | nation | wage index

Australia 17 13 16 8 8 1( 11 B 7514
Austria 14.5 7.5 5 1 2.5 g 18 P 39|8
Belgium 10.5 10.5 4 5 2.5 5 ) P 393
Canada 12 15.5 17 1y 18 12 15 3 9.5
Denmark 1 15.5 15 13 6.5 B 15 3 588
Finland 8.5 7.5 10 2 il 4 13 L 29]9
France 13 4.5 7 4 11 19 6.5 1 419
Germany 8.5 4.5 9 3 11 1B 18 2 450
Italy 19 2 1 7 14 8 5 1 42.2
Japan 10.5 17 17 18 1B 16 18 3 81.2
Holland 4 7.5 11 9.5 1] 1% ) P 5415
N. Zealand 18 13 19 14 16 v 3 2 830
Norway 6.5 7.5 9 11.5 5 4 16 L 35|5
Portugal 6.5 10.5 3 11.% 1L 10 6|5 2 438.3
Spain 4 2 2 9.5 6.5 18 ) L 31J3
Sweden 2 2 8 6 4 ] 13 L 20]9
Switzerlnd 4 13 14 15 1] 14 18 P 6449
UK 16 18.5 13 14 15 1d 4 3 87p
USA 14.5 18.5 19 19 18 17 1.p 3 1000

Notes: Countries are ranked (1-19) according to theirréegof flexibility. For minimum wages
countries are categorised in three groups whergla Value stands for a low minimum wage. The
replacement ratio is the ratio of the average unemployment beneférdlie average wageabour
standards is a composite index reflecting regulation on wogktime, fixed-term contracts, minimum
wages and workers’ representation righEmployment protection reflects the strictness of national
hiring-and-firing legislationUnion coverage is the share of employees covered by union agretsmen
on wage bargainingUnion density is the share of union members to total civilian Eyment.
Centralisation is an index reflecting the level at which wage bamigng takes place (firm, industry,
region, country).Co-ordination is simply an evaluation of the degree of co-ordoratbetween
workers and between employers in the wage bargaipiocess. For more information on these
indexes, see the Appendix.
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Table 4.3: Measures of economic and labour market performance (avg, 1980-1934)

Country GDP per | GDP Empl. Unempl | Producti- | Productivi- | Empl/Pop | Performance
capitd growt? | growtt? | raté vity® ty growt | ratio index

Australia 15,529 3.1 2 8.5 37.70 1]3 0.412 6$.9
Austria 18,736 2.6 0.9 4.9 44.46 0}9 0.4p1 6B.1
Belgium 18,050 2.1 0.4 11.2 49.25 116 0.3p7 54.9
Canada 18,325 2.4 1.5 9J7 42.66 1.1 0.430 47.1
Denmark 24,230 1.9 Q 9.9 48.43 116 0.5p0 54.9
Finland 23,870 1.2 -1.7 8.1 51.40 310 0.4p4 6.6
France 19,453 2.1 0.2 10.p 51.20 1.7 0.380 H9.9
Germany 19,166 2.8 0.6 7.7 51.42 -0.2 0.373 70.9
Italy 18,038 2 -0.2 9.6 48.52 2.p 0.372 53.8
Japan 21,849 3.9 1.1 25 44.78 2.3 0.488 q97.3
Holland 17,450 2.7 1.7 7.4 45.0b 0|2 0.387 65.9
N. Zealand 12,244 1.4 0.4 6.8 29.52 Q.0 0.415 33.5
Norway 26,266 2.8 0.3 4.2 56.05 2|6 0.469 10p.0
Portugal 6,271 3.3 0.3 6.8 14.20 2\2 0.441 6p.4
Spain 11,573 2.9 0.7 19.8 37.80 2.4 0.306 53.2
Sweden 24,679 1.7 -0.8 3.p 50.81 2.1 0.486 710.9
Switzerdand 30,192 1.7 1.4 1.p 59.80 g.4 0.505 g7.9
UK 15,648 2.3 0.5 9 35.94 1.6 0.435 41.3
USA 20,100 2.5 1.6 6.9 45.3p 12 0.443 78.0

Notes: [a]Thousands of US dollars, in 1990 priged exchange rates; [b]Percentage points.

The rest of the 19 OECD countries of our study rettier flexible labour
markets. Nevertheless, their performance in terfneconomic outcomes was not
always satisfactory. Canada, the UK, New ZealamtS&wnitzerland had moderate to
poor performance in terms of economic outcomesthadirst three also had rather
poor labour market performance. Switzerland, degstlow rates of growth and the
fact that it had the most regulated labour markethis group, had an exceptional
labour market performance. The last group consisfsustralia, Japan and the USA.
This group is characterised by very high labourkatflexibility, minimal levels of
employment protection and job security, low minimuvages and low levels of
compensation for the unemployed. The labour maiked overall economic

performance of these countries was above averatge)ow rates of unemployment
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and high rates of employment growthat least in relative terms, although wage
inequalities grew sharply (especially for the USA).

This categorisation of countries is useful for twnceptualisation of the
different labour market experiences in the OECDt isuto a significant extent
subjective and might hide interesting informatibnour empirical analysis we use a
number of more detailed measures of labour marlestibility rather than an
aggregate index. Table 4.2 presents the rankings@m these more detailed indexes
for 19 OECD countries. Table 4.3 shows how thesentes have performed in
terms of some main economic and labour market atdrs.

The last column in each table presents a compasiex based on the
combined scores each country receives when rardaaiding to its performance on
the detailed labour market flexibility and econorparformance indexes. These two
indexes take the value of 100 for the best perfogneountry and all other countries’
performances are expressed as percentages ofghscbee. Reading the last column
in Table 4.2, one can see that the USA, CanadalJKelapan, New Zealand and
Australia have been the economies with the mositile labour markets. A group of
intermediate countries consists of Switzerland, idark, the Netherlands, Portugal
and France. In the rest of the countries, the eggul of their labour markets is
relatively high, so they can be viewed as havingtireely rigid labour markets.
Turning to the last column of Table 4.3 we see Natway, Japan, Switzerland, the

USA, Sweden and Germany had a very good overalaoa performance while

%0 One must be very careful with what employment groreally stands for and how it is measured, as
in most of the cases the biggest portion of the jedv8 created were part-time jobs and the results
seem to depend on the business cycle. For exampigloyment grew in New Zealand at an annual
rate of 3.2% between 1991 and 1996, but only apI®ebetween 1986-1997. Moreover, as the growth
of part-time jobs was 3.9% p.a., the full-time emlént employment growth was only 0.4% p.a.

(Gorter and Poot, 1998).
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New Zealand and the UK had the poorest performaamoeng the 19 OECD

countries of our study.

4.4. Labour market flexibility and wage inequality

In chapter three we reviewed in some detail theeetqul effects of labour
market regulation on economic performance and wagguality. In brief, unions are
expected to reduce wage inequality, although somening of the union-nonunion
wage gap is also possible. Deregulation of minimwages and decentralisation
should lead to a widening of wage inequality. Om dther hand, the expected impact
of deregulation in hiring-and-firing, working timarrangements, unemployment
benefits and the mobility of labour is much morebagnous. In this section we
provide empirical evidence to help evaluate theaotghat such elements of labour
market regulation have had on wage inequality &n @ECD during the 1980s and

early 1990s.

4.4.1. Considerations for the empirical analysis
Our empirical investigation uses a macro-anall/tggroach to examine how

different characteristics of national labour maskaftfect wage inequality. In such a
context, theory does not suggest any specificioglatetermining wage inequalities.
As mentioned earlier, occupational, individual, dbonal and industry-specific

characteristics are important at the micro-leval, they still leave a significant part
of the variance of the distribution of wages unekpmd. The impact of factors like

international trade and female labour force paséitton has been shown to be
significant in some studies but insignificant ilmerts. Hence, for the purpose of our

study, the specification of the model referred mmrehe choice of its functional
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form, than to the choice of the explanatory vaeabl Nevertheless, we did
experiment with some measures of the structurbeptoduction system ("openness
to trade" and share of manufacturing, servicesiagdstry in total employment), as
well as with different labour market variables (ommEoyment rate, employment-
population ratio and growth rate of the labour &rdrying to control for exogenous
macroeconomic conditions. None of these variabtesqa to be of any significance
in explaining cross-country differences in wagequmity. Table 4.4 presents the
correlation coefficients between the three measofr@gequality presented earlier and

the aforementioned candidate control variables.

Table4.4: Correlation between inequality and the structur e of the economy

Inequality | Share of | Share of| Share of| Share of| Openness U-rate | Empl/pop L-force
measures | agriculturel industry | services| man/ture| to trade ratio growth
WDIS95 0.191 -0.036 | -0.046 | 0.264 | -0.188 | 0.232 | -0.141 | -0.041
(0.46) (0.89) (0.86) (0.31) (0.47) (0.36) (0.58) (0.87)
WDIS51 0.013 -0.203 | 0.206 | -0.189 | -0.446 | 0.236 | -0.024 | 0.330
(0.96) (0.43) (0.43) (0.47) (0.07) (0.35) (0.93) (0.18)
WDIS91 0.097 -0.160 | 0.124 0.004 | -0.420 | 0.266 | -0.074 | 0.192
(0.71) (0.54) (0.64) (0.99) (0.09) (0.29) (0.77) (0.45)
Notes: significance levels in parentheses.

As none of the correlation coefficients is stat@llly significant (with the
exception of the openness variable for the lowirit@equality measure and
marginally at the 10% level), we decided to excltitese variables from our analysis.
Hence, our sample consists of 18 OECD countrigstwio time-periods (1984-1988
and 1989-1994). Wage inequality data were colle@tech the OECD Employment
Outlook (1993, 1996) and they refer to the last yéaach time-observatidi.Three
measures of wage inequality have been used. Tie ahthe fifth to the bottom

(first) decile of the distribution of wages, the¢ioeof the ninth to the fifth deciles and

1 Data on “openness” were taken from the Penn Waiddbles (version 5.6), while data for
employment shares were collected from various ssfithe OECD Main Economic Indicators.
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the ratio of the ninth to the first deciles. Acdoglto the OECD, these indexes are in
general considered to be preferable to the standevdtion of the distribution of
wages, or other inequality measures, like the @Goefficient or the Theil index,
especially for cross-country studies (OECD 1993h&&n5.A). They also enable us to
take a lookinside the wage distribution and see how even are trectsffof labour
market flexibility (if any) across the distributicsf wages. The results support this
methodological approach, showing that, in genetsd tmpact of differences
(changes) in labour market regulation and flexipiis greater for the lower-paid
workers.

As our explanatory variables, rather than using aggregate measure of
labour market flexibility, we used seven differemdexes of labour market
characteristics, which all proxy for different asfgeof labour market regulatién.
Nickell (1997a) has shown that different elemerftéabour market flexibility have
very different effects on the unemployment rater €arlier theoretical considerations
suggest that the same will hold for its wage inéiguaffects. It is more plausible that
“the effect of a single institutional arrangemeranconly be understood in its
interaction with other institutional rules” (Siehet997, p.39). Additionally, we also
included some squared terms of these indexes inestimated equations, as the
existence of non-linearities is suggested in ttexdiure even by different economic
approaches (e.g.: Piore, 1990; Herzenberg et @0;1Sengenberger and Campbell,
1994; Fields, 1990; OECD, 1995). We originally ddesed estimating our equations
using the Random Effects GLS method (Baltagi, 199%)ce for cross-sectional

panel data, the two observations correspondindnéotwo sample periods for each

%2 Hence, we actually test how the regulatory envitent of labour markets in the last five years has
affected the dispersion of wages. The reason feiiglthat we assume that the impact of labour etark
regulation takes some time to be realised in texfwgage inequality.

122



Labour Market Flexibility and Regional Economic Performance

country cannot be treated as independent (Gre@®3).1After experimenting with
different estimation methods, however, we endedusipg OLS as our estimation
technique. This was supported by all the speciboatests, as reported in Table 4.5
(Panel B). Since the specification of the modelncdnbe derived a priori, the
decision as to which variables should enter thienes¢d equations in both levels and
squares was based on a backward stepwise selgmt@edure. In general, only
employment protection, occupational mobility ancersging on ALMPs did not

require the inclusion of a squared term.

4.4.2. Empirical results

The last two rows of panel B present the resutimfthe Breush-Pagan chi-
square test for random effects and an F-test tasbritted time-specific effects,
respectively. The results indicate that we canejatct the hypothesis that there are no
significant time-specific or country-specific (raord) effects, suggesting that OLS is
the most appropriate estimation metfid&or all three equations, the goodness of fit
as measured by the adjustet (Rrst row of Panel B) is high, ranging from 83 t
92%, and the Durbin-Watson statistic is satisfalgtalose to 2 (second row). They
all pass the Shapiro-Wilk test for normality (thmalv) and the Ramsey RESET test
for omitted variables (fourth row), which is a fuer indication of the good
specification of the equations. Finally, with theception of the case of the upper-tall

inequality, which is the weakest relationship, tlstimated residuals are

%3 For details about the indices see Appendix A.4.

® The possibility of country fixed-effects was nested, for two reasons. First, because the country-
specific effects (if any) could not be fixed, astémms of their labour market experience our sample
countries cannot be considered as forming one g(8igbert, 1997). Second, because the use of a
fixed-effects specification would create probleniscollinearity between the fixed effects and the
constant-across-time regressors, as some of olaretpry variables show no within-group (between
time-periods) variation.
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homoskedastic according to the Cook-Weisberg chassgtest that we applied (fifth

row).

Table 4.5: Theimpact of labour market regulation on wage inequality

Variables Overall Inequality | Upper-tail Inequality | Lower-tail Inequality
(9"-to-1% decile) (9"-to-5" decile) (5"-to-1% decile)
3.657 1.020 2.681
Consgtant
onstan (7.140)" (6.505)*** (11.711)+*
; -0.00093 -0.00176 0.001709
ending on ALMPs
Spending (-0.215) (-0.858) (0.874)
0.345515 -0.01905 0.155597
Labour standards
) (3.118)" (-1.592) (3.305)***
-0.04001 - -0.01575
Square of Labour o ~
standards (-3.290) (-3.014)
Co-ordination in -1.03004 0.009218 -0.61025
wage bar gaining (-4.532)** (0.465) (-5.793)**
< " 0.111695 : 0.06773
Square Co-ordination iy 3
| in wage bargaining (4.404) (5.647)
= ; 0.083424 0.046351 0.001225
Empl t tect
E mployment protection (7.843)+* (9.287y 0,250
Job mobility 0.057275 0.028443 0.008073
(7.025)%* (8.347)% (2.105)**
Treatment of -0.00128 0.001433 -0.00215
unemployed (-3.120)*** (1.995)* (-3.018)***
- -5.20E-06 5.28E-06
Squar e of Treatment of o o€
unemployed (-2.176) (2.232)
Unionism -0.02046 -0.00751 -0.0019
(-7.213)%* (-6.378)** (-4.679)"+
Squar e of Unionism 5.95E-05 2.41E-05 -
(5.250)* (4.907)*
Statistics
RZbar 0.92 0.83 0.87
DW 2.49 1.94 1.89
Nor mality test z=-0.550 z=-1.339 2=0.546
(Shapir o-Wilk) (0.709) (0.910) (0.292)
m RESET test (Ramsey) F(3,20)=1.50 F(3,21)=3.63 F(3,20)=2.03
Il (0.246) (0.030) (0.141)
Z Heter oskedasticity test Chi2(1)=0.53 Chi2(1)=7.61 Chi2(1)=0.38
x (Cook-Weisber g) (0.466) (0.006) (0.536)
Chi2(1)=1.97 Chi2(1)=0.95 Chi2(1)=0.50
Test for random effects
(Breush-Pagan) (0.160) (0.329) (0.481)
F-test for omitted F(10,23)=0.176 F(11,24)=0.181 F(10,23)=0.005
time effects (0.679) (0.674) (0.942)

Notes: t-statistics (panel A) and probabilitiesn@aB) in parentheses. *, ** and *** show statistic
significance at the 10%, 5% and 1% levels, respelgti For definition of variables see Appendix.
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The first part of Table 4.5 (panel A) presents engpirical findings. The first
column refers to the total measure of inequality {® I* decile), while the second
and third columns present the results for the upaie(9" to 8" and lower-tail (8 to
1%) inequality, respectively. As can be seen in tige, spending on ALMPs is the
only policy variable that does not seem to sigalffity affect wage inequality. All
other variables have a statistically significanpaunt on overall wage inequality, in
consistence with the priors set out in chapter ehridevertheless, high labour
standards seem to result in higher wage inequalisieleast among the low-paid. An
explanation for this seemingly counter-intuitivading could be that -controlling for
other labour market characteristics- labour statglaompensate for an uneven wage
distribution. Tempting though it may be to conclufiat, the analysis employed in
this study is not sufficiently disaggregated reatlysupport such conclusions. Firm-
level studies would be needed to investigate inendl@tail such an hypothesis. Here it
can be no more than a plausible conjecture. As lalbur standards, co-ordination
(among employers and among workers) in wage bargpdoes not affect the upper-
tail inequality. Nevertheless, as expected, thisabde has a negative impact on
overall wage inequality. Labour markets with wagettisg environments that
promote co-ordination exhibit less inequality, esply at the bottom-half of the
wage distribution.

Employment protection seems to be a significanterd@nant of wage
inequality for the top-half of the wage distributi@increasing disparities). For high-
wage earners, this result is not counter-intuititBgher employment protection
means higher employment stability with the resblttwage determination (and,
hence, inequalities) will depend more on the haraal structures of the internal

labour market, increasing inequalities. For low-e&grners, employment protection
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Is insignificant. This result seems superficiallyibvalidate the original hypothesis
that employment protection increases workers’ pawdrargain for a more equal pay
(or higher wages). Nevertheless, employment protettas a positive sign only after
controlling for other factors, including job molyli The coefficient for the latter is
positive and significant in all equations, indiogtithat more flexible labour markets
exhibit higher wage inequality. Hence, controlliftg other elements of regulation,
job stability contributes to a narrower distributiof wages.

The last two rows of Panel A present the estimatetficients for two of the
more intensively studied labour market "rigiditiegamely unionism and the way the
unemployed are treated. Unionism has a clear negatipact on wage inequality
(significant at the 1% level for all inequality nseses). This result indicates that
countries with higher unionisation rates or highates of union coverage have a
narrower distribution of wages. The effect of umséom is the strongest and most
robust result obtained, and it is also very robastoss the different inequality
measures. Hence, it offers further support forédsailts obtained by other researchers
using different methodological approaches (e.g.sli@g and Machin, 1993; Fortin
and Lemieux, 1997) about the role of trade unianschieving a narrower wage
distribution. In contrast, the “treatment of theemployed” variable has a very
differentiated impact between upper-tail and lovasr- inequality. Higher
unemployment benefits (in level and duration) haveegative impact on overall
wage inequality, and they mainly reduce the digperef wages in the bottom half of
the wage distribution. This is as expected, asnegels treatment of the unemployed
would increase the reservation wage (and, hence, nimimal market wage),
compressing the distribution of wages at the bottieon upper-tail inequality, there is

no reason to expect any negative effect of unenmpéoy benefits. Despite this, our
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findings indicate that, for this category of wagereers, unemployment benefits
increase wage inequalities! One potential explanator this apparently paradoxical
finding can be that higher unemployment benefiessanrelated with lower (median)
wages® If wages at the top of the distribution are nofeetied, then upper-tail
inequality would increase, and this would appedraaelated to the more preferential
treatment of the unemployed.

Two points are worth making in conclusion. Thetfirelates to the difference
between the effects of the various labour markstititional characteristics in
relation to the two “disaggregated” measures ofevagquality. For inequality in the
upper half of the wage distribution, it is only anism, firing-and-hiring legislation
(employment protection) and unemployment bendfig$ tmatter. For inequality at the
lower half of the distribution, co-ordination in g& bargaining and labour standards
are also important, while employment protectionas. The second point is about the
role of employment protection and labour standaAtscording to our estimates,
these two elements of labour market regulationa@tcsaem to reduce wage inequality
for the low-paid. (The negative correlation betwasquality and labour standards is
reversed when we control for other labour markgtilaion characteristics). This is
in sharp contrast with the predictions of the opgua of labour market deregulation,
who expect these two elements to be among the rfagjtors that help narrow wage

inequalities.

% A simultaneity scenario would have to be emplotejiistify this. If one assumes that countries with

high unemployment rates are forced to treat thenph@yed better, and if unemployment increases the
incidence of low-pay (OECD, 1996) and, hence, Ieaxhie median wage, then high unemployment
benefits will be correlated with lower median wages
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4.5. Labour market flexibility and economic performance

In this section we investigate the role of labouarket flexibility on
economic performance, for the same sample of OEQIhtdes. There are only a
few studies that try to assess the impact of olvéablour market flexibility on
indicators of economic and labour market perforneaaican aggregate level. Koedijk
and Kremers’ (1996) cross-country analysis for iilationship between regulation
on the one hand and output, productivity and emplayt growth on the other, has
provided some evidence of a negative relationsbipiéen labour market regulation
and output growth, but no impact on employment awdpctivity growth was
revealed. Nickell and Layard (1998) have found drashions and unemployment
benefits to hinder employment and output growththel suggest that employment
protection and minimum wages are neutral in retatio these variables. Esping-
Andersen (1998), examining the impact of overabolar market regulation on
unemployment, concludes that unemployment is nfgicesfd by the regulation of
labour markets. Finally, Nickell (1997a) has shawat different elements of labour
market regulation have different effects on unemmlent and that probably it is a
very tight and careless regulation rather than apgulation that reduces

employment.

4.5.1. Considerations for the empirical analysis

In the present empirical analysis we use -as beftre OECD indexes.
However, we aggregate these indexes into threedbraanes, measuring regulation
on the determination of (i)the minimum levels ofggacosts (unemployment benefits
and minimum wages), (i))average wage costs (bairgisystems and union power),

and (iijaverage non-wage costs and labour inpjussability (labour standards and
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employment protectiorff With these aggregations we categorise flexibilityo
three groups that measure the extent to which méokees are allowed to operate
freely in three broad domains, facilitating a dirgeference of our dependent
variables to the theoretical considerations. Inddiee of the previous section we used
as many regulation indexes as possible, in ordercate as precisely as possible the
sources of increased wage inequalities. In theeptesase we want to locate effects
which are relevant to theory. This justifies thegmgations used in the present
empirical work.

We again use 6-year averages for two periods (B38a&nd 1989-94) to
avoid time-inconsistency and business-cycle relgtemblems’’ Seven indicators
measure economic performance, namely output peitacaputput growth,
productivity, productivity growth, employment grdwtthe employment-population
ratio and unemployment. This is in order to get@argeneral picture of the effects
of labour market flexibility on the economies undevestigation and to enable a
discussion on the probable mechanisms that aredeimy identified relationships.
For example, labour market flexibility can haveimapact on per capita output either
by affecting the productivity of labour or by chamgthe employment-to-population
ratio. Moreover, the effects on the two last vdeabmay be such that they cancel
each other out. Examining merely the output effe€tegulation can potentially hide
crucial information.

In accordance with the methodologies employed erostudies (Koedijk and

Kremers, 1996; Nickell, 1997a; OECD, 1997; Nickalhd Layard, 1998), the

% Additionally, the first two categories are eacmstimes split into two components: treatment of the
unemployed and minimum wages, for the first, arel ilargaining system and union power, for the
second. For definitions of the data used see thpeAqgix.

7 Such problems arise from cross-country differericethe “timing” of implementation of labour
market reforms, but also in order to avoid any hess cycle effects affecting the dependent vargable
the economic performance indicators.
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estimating regressions do not include any econaai@bles as controls. The main
reason for that is that we want to estimate “totglact” effects. The labour market
regulation indicators are strongly exogenous végn the estimating relationships,
expected to affect each and every one of our degendariable$® In this respect,
regressions specified without controls can be thowfj as reduced-form equations,
derived from some underlying structural relatiopshiThe estimated coefficients are
then total-impact effects. We illustrate this ire tfollowing example. Assume that
productivity growth is a function of investment, gloyment growth and some
labour market institutions. Further, assume thaestment depends on the same
labour market institutions (or some others, closedyated to them) and on
productivity, which is again a function of labowrdand, wages, and unemployment.
Naturally, we assume that the last three variabidisalso be determined by some
labour market institutions and by some businesteffects. The same can be said
for employment growth as well. As all of our valieh are constructed as 6-year
averages so that business cycle effects are mieines reduced-form productivity
growth equation will only contain the labour markegulation variables on the right
hand side. The estimating coefficients, though) walpture the universal effect of
regulation on productivity growth so that they wekrtainly not represent a direct
effect. However, the direct effects are not whataxe interested on, either in this
study or from a policy perspective.

Studies focusing on the direct effects of a singlgulation indicator on a
single economic performance measure often inditetethese effects are non-linear

(see Dorwick, 1993 for empirical evidence and FBeltb90 or Sengenberger, 1994a

% As claimed elsewhere, although in many instane&sur market flexibility can be seen as an
endogenous variable, this is not the case for labwuket regulation, which is the measure that & u
here.

130



Labour Market Flexibility and Regional Economic Performance

for theoretical discussions). This is undoubtediyirteresting possibility. To test it,
we include squared terms of the explanatory vaegmbt the estimating regressions.
With this we can see whether it is possible thatrtauch (or too little) regulation is
better (or worse) than intermediate levels. Fanesing the regressions the Random
Effects Generalised Least Squares procedure was asd, where appropriate,
simple OLS. Alternative panel data estimation teghes (mean group and pooled
mean group estimation; see Pesaran et al., 1999ptae utilised due to the small

time dimension of the sample.

4.5.2. Empirical results

Reflecting the foregoing discussion, a humber gfessions were run using
three main explanatory variables: the nature of $y&tem determining minimum
wage levels (RESERYV), the nature of the wage detation system (BARGAIN),
and the nature of regulation-determined non-wagetscoand Ilabour input
adjustability (RIGID)*® Table 4.6 presents the results from the best peifg
regressions in three panels. The first two paneteespond to cross-sections for the
two sample periods, while the last panel presehés results from the pooled
regressions. The estimated coefficients are ndithem to the inclusion or exclusion
of right hand side variables, supporting the robesss of the results obtained. Despite
the fact that the cross-sectional regressions db return many significant
coefficients, the fit of the regressions is in moétthe cases satisfactory and the

general impression is that labour market instingitnave a significant role in the

% 1n an earlier draft (Monastiriotis, 1999a), a ersgctional empirical investigation was presented f
the same countries but with more detailed flexipilindexes. Despite some minor econometric
problems, the results obtained were very simildhtse reported here.
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determination of economic performarieOverall, the growth and unemployment
regressions perform better than the regressionsvigls. The same is true for the
regressions on the 1980s sample, compared to @@sImple. This should not be
surprising. Differences in labour market regulatiaeross OECD countries were
wider in the 1980s and for this reason the ranlexed of labour market regulation
that we use should perform better in this perioddifionally, it is reasonable to
expect that labour market regulation has a stroimgpact on the rate of change of
economic outcomes than on their levels.

In the case of per capita GDP, none of the indexasatistically significant
(with the exception of the negative coefficient foe wage bargaining system in the
pooled regression) and the fit of the regressiossreamarkably poor. The
decomposition of this relationship in the next ttadumns offers further support for
this conclusiod! The only significant relationship is the negatiimpact of
bargaining on the employment-population ratio i ghooled regression, which
seems to suggest that countries with rigid waggaming structures tend to have
lower labour force participation rates. The effeots output are largely activated
through this relationship. In none of the casethésproductivity of labour found to
have any connection to the regulatory frameworkh@ labour market. This is a
counter-intuitive finding, as we would expect tmatich of the economic effects of

labour market regulation would function throughdabproductivity.

0 The reported Rin the pooled regressions understates the goodrdiisof these regressions, as it
does not take into account the contribution ofabentry-effects.
"L Per capital GDP equals productivity times the epplent-to-population ratio.
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Table4.6: Labour mar ket regulation and economic perfor mance, basic analysis

Variables | GDP per | Product- Empl- GDP Prvity Empl. Unempl
- capita ivity to-pop growth growth | Growth rate
1983-1988
RESERVE 1.99 1.94 1.11 -0.16** -0.015 -0.09 0.08
4.10) | (4.14) | ©86) | (0.06) | (0013) | (0.07) | (0.07)
RESERVE -1.11 -0.90 -0.88 0.11* - 0.07 -
SQUARE (3.12) | (3.06) | (0.66) | (0.04) (0.05)
RIGID -0.26 -0.66 -0.11 -0.01* 0.02* -0.03*** -0.40*
(0.41) | @66) | (0.09) | (0.006) | (0.01) | (0.01) | (0.19)
RIGID - 0.59 - - - - 0.37*
SQUARE (1.46) (0.16)
BARGAIN -1.05 -5.90 -0.12 0.03* -0.41** 0.47%** 0.16
(1.08) | (7.96) | (023 | (001 | (0190 | (015 | (0.10)
BARGAIN - 4.05 - - 0.35* -0.38*** -
SQUARE (6.15) (0.15) (0.11)
R"N2 0.11 0.14 0.29 0.53 0.42 0.68 0.36
DW 2.15 2.19 2.09 2.51 2.12 1.33 2.21
White 1.11 2.00 2.04 0.38 0.87 0.58 0.99
1989-1994
RESERVE 12.36 8.85 1.63 -0.10 -0.24** 0.03 0.16*
(13.92) | (11.57) | (1.13) (0.10) (0.11) (0.18) (0.07)
RESERVE -9.10 -6.15 -1.39 0.07 0.17* -0.02 -
SQUARE (10.63) | (8.84) (0.90) (0.08) (0.09) (0.14)
RIGID -1.01 -1.21 -0.10 -0.006 0.001 -0.01 -0.42**
(245 | (2.04) | (0.08) | (0.007) | (0.008) | (0.01) | (0.15)
RIGID 1.02 1.29 - - - - 0.38*
SQUARE 2.39) | (1.99) (0.13)
BARGAIN -17.79 -15.25 -0.11 0.02 0.08*** 0.14 0.13

(15.73) | (13.07) | (0.21) (0.02) (0.02) (0.25) (0.09)

BARGAIN 13.01 11.39 -0.14

SQUARE (11.67) | (9.71) (0.19)

RA2 0.13 0.15 0.38 0.15 0.51 0.43 0.49

DW 2.55 2.54 2.01 1.83 2.28 1.48 2.10

White 0.43 0.71 151 1.81 0.79 0.50 1.16

1983-1994

RESERVE 0.88 0.74 0.03 | -0.16"* | -0.12* | -0.12* 0.08
(0.62) (0.64) (0.04) (0.05) (0.06) (0.07) (0.13)

RESERVE | -0.79* -0.61 - 0.11%* 0.07 0.10* -0.06

SQUARE (0.42) (0.45) (0.04) (0.05) (0.05) (0.09)

RIGID 1.10 0.54 0.39 | -0.009* | 0.01 | -0.02%* | -0.30*
(1.47) (1.26) (0.30) | (0.004) | (0.01) | (0.005) | (0.15)

RIGID -1.05 -0.35 -0.46* - - - 0.30%

SQUARE (1.34) (1.14) (0.27) (0.14)

BARGAIN | -1.10"* | 252 | -0.25%* | 0.03"* | 0.05"* | 0.39%* | 0.15"**
(0.31) (3.52) (0.08) (0.01) (0.02) (0.12) (0.06)

BARGAIN - 1.49 - - - -0.33%* -
SQUARE (2.70) (0.09)

RA2 0.05 0.01 0.27 0.36 0.36 0.52 0.32
DW - - - 1.94 - 1.40 -
White - - - 1.07 - 0.59 -
Breusch- 19.28%* | 18.42"* | 16.68"* | 2.22 4.86% 049 | 14.73
Pagan (REGLS) | (REGLS) | (REGLS) | (OLS) | (REGLS) | (OLS) | (REGLY)

Notes: standard errors in parentheses. *, ** andstfow significance at the 10%, 5% and 1% levels,
respectively. The cross-sectional regressionst ffive panels) have been estimated with OLS, while
the pooled regressions as indicated in the last Tdw Breusch-Pagan test is a test for randomtsffec
a significant value showing significance of the dam effects. White is an F-test for
heteroskedasticity with a significant value indicgtmis-specification problems. DW is the Durbin-
Watson statistic.
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The next three columns present the estimated sftéategulation on growth.
As noted already, the relationships seem to haea bonger in the mid-1980s than
in more recent years. The pooled regressions hasatisfactory fit and -with the
exception of the productivity growth equation- ctyrspecific (random) effects are
insignificant. Regulations related to unemployméenefits and minimum wages
seem to have a negative but convex effect on grokdh our sample this suggests
that intermediate countries have experienced logvewth rates than both weakly
and strongly regulated countries. For the casegfl@yment growth, the in-sample
forecasting suggests that tight regulation resuitsfaster rates of employment
growth, ceteris paribus. Rigidities related to de¢ermination of non-wage costs and
the easiness of adjustment of labour inputs halmeear negative effect on output
and employment growth. However, the negative outpawth effect must be
activated merely through the employment growthaffas our results indicate that
productivity growth is not affected. The findingsgarding the growth effects of the
wage bargaining system are again quite surprisihg. latter has a linear positive
impact on both output and productivity growth rat€se estimated coefficients for
the employment growth equation suggest that empdoyrgrowth is faster in very
flexible bargaining structures compared to verydrignes, but intermediate levels of
regulation are superior.

The last column presents the estimated resultsthier unemployment
equation. The evidence from the cross-sectionakessgpns is again mixed, so we
focus on the results from the pooled regressioguR&on on unemployment
benefits and minimum wages does not seem to impactnemployment rates,

suggesting that at an aggregate level the expewtgdtive relationship between
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unemployment and the determination of reservatiaages is, if anything, not
particularly strong. Moreover, rigidities relatitgemployment protection and labour
standards seem to lead to lower levels of unemptoymHowever, tight wage

bargaining systems are found to increase unemployme

Table4.7: Labour market regulation and economic perfor mance, five indexes
Variables | GDP per | Productivity | Emp/pop GDP Prod/vity Empl. Unempl
capita growth growth growth rate
TREAT -0.19* -0.12 -0.04 -0.007 -0.01 0.008 0.013
(0.11) (0.10) (0.03) (0.006) (0.01) (0.007) (0.02)
MWAGE 0.05 0.042 0.008 -0.003 -0.003 0.003 -0.004
(0.05) (0.047) (0.014) (0.002) (0.003) (0.003) (0.009)
RIGID -0.20 -0.004 -0.15** -0.002 0.012 -0.016** 0.04
(0.33) (0.29) (0.06) (0.007) (0.01) (0.008) (0.03)
UNION -0.48** -0.112** -0.13** 0.004 0.003 0.013 -0.005
(0.23) (0.055) (0.06) (0.007) (0.003) (0.008) (0.009)
BRGN -0.56 -0.075 -0.30*** 0.011 0.027* | -0.025** | 0.196***
(0.38) (0.34) (0.08) (0.01) (0.016) (0.011) (0.05)
UNION 0.143 - 0.06*** -0.002 - -0.007** -
SQUARE (0.10) (0.02) (0.003) (0.003)
R"2 0.09 0.003 0.67 0.23 0.29 0.46 0.52
DW - - - 2.00 - 1.54 -
White - - - 0.90 - 0.66 -
Breusch- | 18.02*** 18.22%* 15.12%* 0.62 6.46** 0.25 16.32*+*
Pagan (RE- (RE-GLS) (RE- (OLS) (RE- (OLS) (RE-
GLS) GLS) GLS) GLS)

Notes: standard errors in parentheses. *, ** andstfow significance at the 10%, 5% and 1% levels,
respectively. The Breusch-Pagan test is a testrdodom effects, a significant value showing
significance of the random effects. White is arefttfor heteroskedasticity with a significant value
indicating mis-specification problems. DW is therBin-Watson statistic.

It is interesting to investigate further the redaships estimated in Table 4.6,
as it is possible that the results obtained areemggnt on the aggregations of the
data. For this reason, the pooled regressions mexs@above, are replicated using
more detailed regulation indexes. Specifically, ERYE and BARGAIN are
decomposed into four new variables: treatment & tmemployed (TREAT),
minimum wages (MWAGE), union power (UNION) and gatisation/coordination
of wage bargaining (BRGN). The results from the nmegressions are reported in

Table 4.7. In general, the results are similarhi® @anes reported in Table 4.6. This
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can be reasonably viewed as an indication of thestmess of our findings. The fit
of the GDP per capita and productivity regressisregain very poor. The estimated
negative effect of BARGAIN is largely due to unipower and less to the BRGN
variable. Union power has a significant negatiiecfon employment, productivity
and output. This is in accordance with much ofdéhwirical literature and economic
intuition. The view of unions as potential efficea and productivity-enhancing
devices (Freeman and Medoff, 1984) is not suppdiyeithe data.

On the other hand, productivity and output growth lzardly affected by any
measure of regulation. This may come as a surpaséhe regressions of the more
aggregate indexes had a better fit. Plausibly, ,thkis suggests that no single
institution is by itself a determinant of growthytlihe whole context their interplay
creates has adverse effects on the growth ratéseoéconomy. The employment
equation has a much better fit now, largely bec#luseffects of the two components
of BARGAIN are not of equal size (although they @dkie same sign). The same is
true for the unemployment equation. The effect B3R is on average zero (when a
squared term is not included) and the impact of BARN is merely due to the
centralisation of wage bargaining (BRGN). In thepédsgment growth equation
unions are found to have a (marginally insignifidarpositive effect, but
centralisation in wage bargaining has a strong thegampact. Consequently, union
power does not seem to affect unemployment wherevisaggaining is coordinated
and decentralised. This finding is at odds with matthe economic orthodoxy. We
interpret it, though, as evidence suggesting thains do not have damaging effects,

provided that the institutions that they createndb
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4.6. Putting the evidence together - Conclusions

The empirical evidence presented in the previaatians revealed a wide
range of information regarding the impact of labooarket regulation on wage
inequalities and economic performance. Despitdabethat the same or very similar
data have been used in other research (e.g.: GmudbiWells, 1993; Nickell, 19974,
Nickell and Layard, 1998), the advantage of thes@mé analysis is that the results we
obtained seem more organised and related to tldgcpoms of economic insight.

Concerning the effects on wage inequality, the ewcadi evidence showed
that while labour market deregulation in generaldgeto increase wage inequality,
especially for the low-paid, not every aspect dbolar market deregulation is
detrimental to equality in wages. Trade unions, nypleyment benefits and co-
ordination in wage bargaining help narrow the dstiion of wages. On the other
hand, high labour standards and employment protecespecially for high-wage
earners, are connected with wider wage dispershrisonly when we control for job
mobility and union power. These findings shed light the trade-offs and choices
that are involved in labour market deregulatiort, they also show specifically where
policy measures should be aiming, so as to con&ibawards more flexible labour
markets while avoiding potential socially unpleasside-effects.

As with the wage inequality effects, our empirieadalysis of the role of
labour market regulation on economic performanagested that there is a variety
of mechanisms in place, generating effects witfeteht impacts. Specifically, our
results suggest that there is no “one truth” btthera multiple and, often, diverse
mechanisms and effects. Labour market flexibilg#grms to be in many cases almost
as detrimental to economic performance as laboukehaegulation. Unemployment

benefits and minimum wages do not seem to be refgenfor the bad economic
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performance of highly regulated labour markets.idRigage bargaining systems are
an impediment to productivity, employment and giawdut unions -although they
reduce productivity and labour supply- are not oesiible for unemployment and

can even boost employment and productivity grovi&gmployment protection and

high labour standards seem to reduce employmen¢m@pibyment growth, but these
effects do not translate into a reduction of theele or growth rates of output or
productivity.

The results obtained so far can be summarised [esvéo Labour market
regulation seems to have a minimal impact on ougjmut productivity. Any effects
are activated merely through labour supply, whegel rwage bargaining systems
seem to have a negative effect. The latter, howéwae a significant positive effect
on the growth rates of employment, productivity amatput. They also tend to
produce more equal wage distributions. Adverse trogffects of regulation are
found for the cases of unemployment benefits andimim wages and less so for
employment protection and labour standards. Thetwaselements of labour market
regulation in effect seem to reduce unemploymert possibly to increase wage
inequalities. Overall, labour market regulationfaaind to have some significant
effects on wage inequalities, limited effects oremployment, labour supply and
employment growth, and negligible effects on outpubductivity and their growth
rates.

Keeping the efficiency-versus-equality trade-off mind, some tentative
implications can be drawn. Our empirical findingsggest that it is possible to
achieve a combination of labour market regulatitmest will improve economic
performance while also reducing wage inequalitygidRwage bargaining systems

can be beneficial to both, provided that complemgntmeasures are taken to
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increase labour mobility and effort and reduce usleyment. Minimum wages and
unemployment benefits can be successfully intedrate® such a wage bargaining
system, so as to further reduce wage inequalitiythmn additional attention should
be drawn on alleviating their possible adverse ctffeon growth. Employment
protection and labour standards, on the other haadm to be harmful to both
equality and growth and should thus be probablydefelatively low levels.

Although the results obtained in this chapter awé gonclusive enough to
dismiss any particular theoretical approach, in ynasspects they question the
orthodoxy of the advocates of (any kind of) labmarket deregulation. The evidence
presented here is sufficient to suggest that thigei®f labour market regulation and
deregulation is a matter related more to the apmtEpcombinations and qualities of
labour market institutions that can generate bett@momic outcomes, than to the
“optimal” degree of flexibility as such. In the @&xe of conclusive empirical results,
however, the possibility remains that labour maflestibility can be the source of at

least as many problems as it can solve.
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APPENDIX A.4: Description of the labour market regulation variables.

1. Data sources: The original source of all data used is the OEEBonomic data

were derived from the OECD Statistical Compendiwhbtained by the British
Library of Political and Economic Science (LSE).t®an wage inequality were
obtained from OECD (1993 and 1996). Most of thedat labour market regulation
indexes were taken from Prof. S. Nickell, who kindhade available to us his
dataset. Some data, however, were directly obtaireed the OECD, being made
available to us in electronic format by D. GrubbMartin and P. Swain, to whom |
am grateful.

2. Construction of variables and indexes. For the empirical investigation 6-year

averages were computed and then used in the regresas explained in the text.
The indexes of labour market regulation are compasidexes derived from more
detailed data. The indexes used, were: TREAT, duradnd replacement rate of
unemployment benefits; MWAGE, minimum wages; RIGxployment protection
and labour standards; UNION, union density and mniverage; BRGN,
centralisation of and coordination in wage barga@niRESERVE, aggregation of
TREAT and MWAGE; and BARGAIN, aggregation of UNICid BRGN. To make

the aggregations, the following formula was used:

INDEX, =+¢| Ay B o N
k | max{A}, max{B}, max{N},

where k=A,B,...,N is the number of elements constiuthe composite INDEX, the
subscripts i and t index countries and time, redpdg, and max{X} is the
maximum value of the index X at period t. Henceheimdex expresses the degree of
regulation in a specific area as a percentageefrthximum value, the latter being

the value for a country which is most regulatedaihrespects. With this formula
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equal weights are given to all elements and theeggge index is independent from

the measurement units of each element. The defmsitof the seven more detailed

labour market regulation indexes used in the ewgdianalysis are provided below.

ALMP: Measures expenditure on Active Labour Market ¢tedi. Constructed as
“spending on ALMPs per unemployed, as a percert&GDP per worker”.

Labour standards: Constructed as the average of the relative posif each labour
market (country) in terms of regulation on workitnge, fixed-term contracts,
minimum wages and employees’ representation rights.

Employment protection: Constructed as a ranking of countries accordmghie
strictness of legislation concerning hiring andhfirprocedures.

Job mobility: It measures the share of people employed in therent job for less
than two years, as a percentage of total employntéarice, it is a measure of
labour market flexibility (job mobility) rather thederegulation.

Co-ordination in wage bargaining: It is the sum of the scores each country received
in terms of co-ordination between employers andmrchration between trade
unions in the wage bargaining process.

Treatment of the unemployed: Constructed as the product of two indexes, thatthn
of unemployment benefits (measured in years) ared rdplacement ratio
(average unemployment benefit as a percentageearage wage).

Unionism: It is the product of two more detailed indexesijon density (share of
unionised workers to total employment) and an indexinion coverage. The
latter is a classification of countries into thresgegories on the basis of how

widely are the negotiated union wages applied enettonomy.
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CHAPTER FIVE

DEREGULATION AND LABOUR MARKET OUTCOMES

5.1. Introduction

In this chapter we depart from the general disousabout flexibility and
engage in a theoretical investigation, examining ltlee standard neoclassical model
of the labour market is altered when a specifianfasf labour market rigidities
(labour standards) is introduced in the analygiec8ically, we employ a framework
of perfect competition and analyse the labour mtaeguilibrium when labour
standards are allowed to enter the labour dematidapply functions. The definition
we give for labour standards is a broad one, inomdoth working conditions and
general employment conditions. In other words,tdmn “labour standards” includes
two clusters of elements. On the one hand, it oedufactors like health and safety,
lighting and ventilation, organisation of productjahild-care facilities, lunch-breaks
and sick-leave. On the other hand, it also inclusl@®e non-tangible aspects, like
job- and work-security, internal promotion oppoitigs, workers’ involvement in the
decision-making and the right to unionise. We pileva detailed discussion of what
constitutes labour standards and of how labourdsta@s affect production in the next
section.

The analysis presented in this chapter is not imeacover the full range of

complex dynamics that operate in a labour markethen presence of institutional
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rigidities. Rather, the aim is to develop a simfpéanework within which to analyse
the impact that a fraction of policy-imposed rigiels can have on the determination
of labour market outcomes. Naturally, a numberatfour market rigidities (among
them, the most intensively studied, like unemplogtriEenefits, minimum wages and
unionism) are not considered in the developmerthefformal model, to keep the
presentation of the current analysis and the epasbdf the theoretical findings
simple. Thus, we examine the implications of incoghing unionism, minimum
wages and unemployment insurance into the modedyrately. The model developed
here makes labour supply and demand functionsbaiulastandards, by introducing
the latter into the profit and utility maximisingcisions of the economic agents. This
allows (in)flexibility to affect the slope and ptien of the labour demand and supply
curves, rather than affecting the labour marketldggiwum exogenously.

The structure of the chapter is as follows. Thetrsection provides the
definition that we will use for labour standardsdaconsiders their nature as a
production cost and as an element affecting workeiigy. The model is presented
in Section 5.3. We derive the demand and supplygtions and investigate their
behaviour in the wage-employment space, examiniog hhe labour market
described by our model responds to changes in aggal and in economic
conditions, in comparison to the standard neoaaksnodel. In section 5.4 we
discuss a number of extensions for our model, atigwWor further rigidities in the
labour market, related to unionism, minimum waged anemployment insurance.
This allows also an examination of labour marketlityt The chapter concludes with

a summary of the theoretical findings.
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5.2. Labour standards and the labour mar ket

As mentioned already, the term “labour standardescribes two broad
groups, namely conditions of work and conditionseafiployment. We make the
distinction between these two groups in order tecuss in more depth their
constituent elements and their characteristics. fireegroup includes well-defined,
often material aspects. It refers to the conditiohgork, including health and safety
standards, the intensity and organisation of thedyction process, and the
availability of child-care facilities, lunch-bregkseave and holidays, and other
arrangements that are of benefit to the workforcg.( lighting, space, access to a
telephone or a coffee machine).

The second group that we consider refers to moséract elements that are
not always directly observable. Such elements ctn@ldelated to general worker
representation rights, participation in the decisiaking and the right to organise.
They could also include the existence of interrmahpotion structures, commitment
to employment protection (job-stability) from thieles of the management, as well as
agreements on maximum lengths for the working daeyvaorking week.

From the way that these two groups are definelabvious that they exhibit
a considerable degree of diversity, both within &etiveen them. However, as we
discuss below, they share a significant numberiraflarities, in many levels. This
allows one to consider them -at some level of absbn- as a homogenous entity
and justifies their treatment as a single variablehe analysis that follows. To
illustrate this, we turn at the examination of hihese elements are integrated in and
affect the production process. There are threddeatevhich the importance of labour
standards can be considered. First is the fact thay constitute significant

production costs. Second, they are also produetimenities that affect the efficiency
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of production and thus total factor productivityin&lly, they affect the (dis)utility

that is associated with participating in production

5.2.1. Labour standards in the utility function

Let us first look at their impact on worker utilitiNaturally, although one
cannot rule out the possibility that basic fa@htilike ventilation or a coffee machine
give direct utility to a worker, the main underlgimnechanism in operation is that
they make work less repelling. Thus, with Dbetterrkimy and employment
conditions, workers must have a less strong prefereon leisure compared to the
time spent working. At an extreme, if productiokds place in an ideal environment
where all workers’ needs are catered for, it isoeable to expect that the disutility
of work and, thus, the utility derived from not worg will be diminished. Being able
to enjoy a lunch-break at work, with catering psoon, in a safe and healthy
environment, is undoubtedly going to increase ttiem&iveness of work and thus
reduce the disutility associated with it. The samé&ls for the availability of child-
care, sick leave and short holidays (at short esjicin the same way, the ability to
work at a “reasonable” pace undertaking non-mormisriasks that allow for worker
involvement and team-working, also tends to makekwaore enjoyable. Among the
more abstract elements, the feeling of work segand stability, the right to unionise
and the guarantee of a maximum amount of overtewer( if this is never reached),
are all factors that reduce the disutility of wolkis not necessary to compare &'19
century sweatshop or a Fordist assembly-line fgowth a modern production unit
to illustrate the role of labour standards in mgkwork more enjoyable. The

literature on worker satisfaction suggests a diliaktbetween the two, which is very
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robust empirically and not refuted theoreticallyg@&man, 1978; Gordon and Denisi,
1995; Brown and Mclntosh, 1998; Appelbaum et £0®.

The implication of the above considerations fog #nalysis that follows is
that labour standards are an important componenivarkers’ utility function.
Although the constituent elements considered alzoeevery diverse, they are very
homogenous in terms of their role as utility-enhagcfactors. They can thus be
treated as a single entity, or a single composédgakle in the same way that
consumption or leisure are treated. We acceptidweview labour standards can have
a direct positive effect on utility. However, muatore central is our observation,
consistent with the above discussion, that labdandards affect the elasticity of
substitution between working time and leisure. Hmaplest way to model this
relationship is to assume that workers discoundulel by the value of labour
standards, so that an increase in the latter waddce the value in utility terms of
the former. This effectively implies that improvem®in labour standards reduce the
demand for leisure and thus increase the supphalaiur-hours. We examine this

relationship more formally in the next section.

5.2.2. Labour standards in the production function

We now turn at the side of the firm and examirerble of labour standards
in production. Although one can arguably view labstandards as a factor affecting
labour effort and labour productivity, in line withe efficiency wages literature and
probably in the fashion of the Akerlof (1982) gitchange model, the line of
reasoning we pursue here is different. With perfiesdormation and under the
assumption of homogenous labour, it is more congrelve to view labour standards

as a factor that impacts on the way in which préidadakes place. This must be true
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for both working conditions and the conditions ofioyment. Thus, we view the
arrangements that determine the conditions of vesrtt employment as something
that affects the efficiency of production and thosal factor productivity (for a
similar specification in the context of unionisregClark, 1980).

For example, the availability of child-care faids or lunch-breaks must
allow for production to be organised in longer ghiHigh health and safety standards
must allow for a more intensive production procesth less frequent disruptions
(e.g., due to accidents or sickness). The orgaomsatf production (assembly-line,
multi-tasking, team-working, etc) has a self-evidempact on total factor
productivity and the way and pace at which produrctmeets product demand.
Specific conditions of employment affect the acclation and stock of job-specific
skills and allow for production innovations that wid normally be expected to
increase production for fixed quantities of capigald labour. In practice, labour
standards tend to enhance product quality andtgssduct and process innovations,
thus allowing firms to engage in dynamic strategiésguality-based competition
(Brosnan and Wilkinson, 1988; Sengenberger and Gatlhd994).

On the other hand, there is also an issue of baléimt has to be taken into
account. Although labour standards should alwayprowe the efficiency of
production, it is a rather oversimplifying approaochassume that this relationship is
constant for different levels of labour or capipebductivity. In the same way that
more productive assets have higher insurance presjisimilarly where the marginal
product of labour is higher, labour standards sthailgo be highe? This implies that

the efficiency of labour standards depends on thgemate and, hence, that the

2 Real-life experience is full of examples that suphis view. The working space of a CEO is not
more comfortable than that of a secretary only bseathe former is more skilled or has greater
monopoly power than the latter. If such a patterrcansistently observed throughout the economy,
then it must be that a comfortable working spaceeases the productivity of a CEO by more than it
does for the productivity of the secretary.
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optimal -from a firm’s perspective- level of labostandards offered, would change
accordingly to changes in equilibrium wages. Altglouhis might seem to lead to a
very complex model of determination of productiord grofit maximisation, in the
next section we will derive a model consistent with present discussion that has a
very straightforward structure. Before that, howewee need to consider the third

dimension of labour standards, that is, their edgroduction costs.

5.2.3. Labour standards in the cost function

The discussion conducted thus far has illuminateel role that labour
standards take as a production cost. The provisfdiacilities and equipment that
enhance efficiency and reduce the disutility of kvaoannot come without a cost.
This, of course, does not refer only to tangiblemednts, like a coffee machine, a
computer-monitor filter, a canteen or a nurserythdligh it is much easier to
conceptualise how tangible elements affect prodactiosts, it is true that the most
significant production costs are related to the enabstract elements within the
“conditions of employment” group.

Thus, engaging workers in the decision-making rorthe design of the
production process involves costs associated wibkh kdirect expenses (e.g.,
guestionnaires, ballots, notice-boards) and foregmpportunity costs due to time lost
(e.g., meetings, negotiations). Allowing for a unan reduce some of these costs by
making the interaction between the management aondkens more efficient
(Freeman and Medoff, 1984). However, this wouldeabther costs, related to the
recognition of a union (provision of an office aother facilities, or increased risk of
strikes). Of equal importance are aspects relatédet organisation of production. An

assembly-line production structure involves fewests in terms of monitoring,
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supervising or training. Production based on teamnkimg and multi-tasking requires
a complex structure of monitoring and evaluationiclwh although might enhance
production efficiency, undoubtedly adds to the sadtproduction.

It is important to stress the nature of the cdbktt are associated to the
provision of labour standards. As it should be emidform the above discussion,
much of labour standards are fixed costs, whichirsdependent of the number of
workers and, more importantly, of the number ofrisainey work. For example, the
fixed costs of operating a canteen or a nurserynaweh greater than the variable
costs of serving less or more people. The provisiogood ventilation and of coffee
machines in the workplace is independent of the bernof employees, as is the
existence of worker involvement mechanisms or thraraitment to job protection. It
has to be said, of course, that if a firm doublssworkforce its costs for labour
standards will naturally rise. However, within reasble ranges of employment
variation such costs should remain constant.

This effectively implies that labour standards afe public-good nature, so
that increasing the amount consumed by one workes chot affect the amount
consumed by others. An alternative way to thinkualb@bour standards is to consider
them as part of the non-human capital that is eedjag production, but for which
workers have clear preferences. Capital is fixedhi& short-run and not directly
related to the size of employment. However, ifrenfdoubled its workforce it would
obviously have to also increase its capital stddke difference between physical
capital and labour standards is that the lattexcafbutput indirectly, by their impact
on production efficiency and worker utility. Agaithese considerations will be dealt

with formally in the next section.
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5.2.4. Labour standards and labour market regulatio

We conclude this section by stressing the relatign between labour
standards as defined here and the issue of labatkemnflexibility and regulation,
which is the focus of this thesis. Here we havengef labour standards as a labour-
related fixed production cost, whose optimal lesedetermined by the profit and
utility maximising behaviour of firms and workerglowever, for most of the
elements considered, policy regulations exist thetermine minimum levels and
gualitative issues of implementation. This cleapplies to the elements within the
“conditions of employment” group, i.e., to elemelis worker representation rights,
union recognition, promotion and redundancy regutat as well as regulations on
overtime and shift-work. Nevertheless, it also &pto elements related to working
conditions. The more obvious cases in this groep@gulations on health and safety,
on leave and holidays, and on other benefits (kanele, the right for workers to
purchase products or services they produce ataufakle price).

Less clear is how policy can directly affect thewpsion of such labour
standards like the availability of a nursery orao€anteen. Even for such elements,
however, policy has the discretion to impose specé#gulations, for example by
enforcing large employers to provide catering fog tvorkers. More importantly, in
some cases it is possible that the existence affspeegulations will dictate changes
in the labour standards offered, even in seeminghggulated areas. For example, if
regulations force firms to recognise and consuibnsy maybe employers will find it
inevitable (and more cost-effective) to directlygage workers in the decision-
making, even if this is not an obligation dictatgdregulation.

Following these considerations, the relationshigtwieen labour market

regulation and the provision of labour standardsased on the fact that policy can
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affect the levels of the latter and, thus, altex dguilibrium that would otherwise
obtain in the labour market. It is effectively fthris reason that it is important to
investigate how equilibrium is determined in a petlly competitive labour market
when labour standards are taken into account. Adlibe shown in the next section,
this investigation leads to the derivation of adlabdemand equation that is perfectly
consistent with what is often referred to as thedtbf the Marshall-Hicks “laws of
derived demand”, which suggests that the slopealbbur demand depends on the
share of non-wage production costs to the totatscof production. In the model
presented next, variations in labour standardscttfee slope and position of the

labour demand curve, thus altering the equilibrlawels of wages and employment.

5.3. A labour mar ket model with labour standards

In this section we formally model a competitivedar market, incorporating
the notion of labour standards as was discussdukeiprevious section. Workers are
assumed to be homogenous in terms of preferenceskdls. Firms are price takers
in the labour market and determine their levelsraployment by solving their profit
maximisation problem. Production takes place wiib tnteraction of capital and

labour hours, under some working conditions (lalstandards).

5.3.1. Labour demand
Assuming a Cobb-Douglas production technology, pheduction function
can be written as:
Y =eH*K™ (1)
whereY is real outputH is employment measured in houks,is capital (in real

terms) ande is a term capturing technological efficiency. Rrcibn exhibits
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decreasing returns to scale for each individudbfaaf production, i.e.Y., Yk >0 and
Yius Ykk <O.

We consider technological efficiency to be a fuorct of working and
employment conditions, in other words, to dependhenlevel of labour standards.
Following our discussion in section 5.2.2, the ictpaf labour standards on
technological efficiency is itself a function ofethvage rate, due to the fact that more
productive workers make more out of a given amafntabour standards. Thus,
technological efficiency can be described withftiiwing relation:

e=B,S"™" )
whereBy > 1 (so that its natural logarithi, > 0) is a technology parameter|s the
natural logarithm of the wage rate (in real ternfS)js the real cost of labour
standardsb; < 0 andb, > 0. Following the discussion of the previous mext
technological efficiency must be increasing in b@hour standards and the wage
rate, but for both at a diminishing rate or, inestlvords,es, ey > 0 andess eyw < 0.
As will be shown later, this is a necessary assianph order for labour demand to
be downward sloping. The restrictions that satigfis assumption can be easily

calculated as
e, >0=>Db +bw>0 or W>—% (2)
2
and

e <0=1+bs>0 or s<bi (27)

2
Labour standards are a fixed production cost fieddent of employment)
but production also incorporates the costs of egpiplabour and capital. Thus:

C=WH+rK +S (3)
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where C is total production costg, is the interest rate (price of capital) and all
variables are in real terms.
Given the form of the production and cost funcsioreal profits {7) will be
given by:
M=B,S"™H*K* -WH-rK -S (4)
By solving the profit maximisation problem of thend, we can derive an
expression for the firm’s demand for labour (meadumn hours). The first-order

conditions for the maximisation problem are:

a_rl:a_Y—a_C:O = a_Y: (58.)
oH oH oH oH
a_n:a_Y_a_C:O = a_Y:r (5b)
oK oK 0K oK
a_rl:a_Y—a_C:O — a_Yzl (5C)
0S 0SS 0S 0S

Using (5a), taking logs and solving for the naltdogarithm of labour-hours

we obtain:

h:b0+|n(a1)+ a'2 k + -1 W+ bl s+ b2 wSs (6)
1-a l1-a 1-4 l-a 1-4

or, for simplicity of notation and assuming thapital is fixed in the short-run,
h=m, + mw+m,s+ mws (6")

whereh, k, w ands are the natural logarithms of labour-hours, cépitee wage rate

and labour standards, respectively, amgdm; > 0 andmy, m, < 0 (becausb; < 0 and

a <1).

We can now determine how labour demand will resgonchanges in labour
standards. The slope of labour demand in the wag#esyyment space will depend on

the values o§, m; andms. Specifically,
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oh -1 b,
—=m +msS= + S 7
g~ MM = (7)
which due to (2”) is always negative and
2
aa h _ b, ®)
wos 1-a,

Hence, when labour standards increase, the etgsttilabour-hours with
respect to the wage rate will become less negatinethus the demand curve in the
wage-employment space will become steeper. It idldhat labour markets with
worse working conditions (lower values ®rwill have flatter labour demand curves.

There is more to be said, however, about the ipaséind slope of the labour
demand curve, in relation to changes in labourdsteds. To show how exactly the
demand curve moves after deregulation (or, moreigely, when labour standards
fall), we can calculate its position at two distipoints: first, when wages are zero
(demand crosses the employment line) and, secoheénvemployment is zero

(demand crosses the wage line). To examine thechse, we solve (6) fav=0.

®6) + w=0 = h=(ﬁj(ln(al)+bo+a2k+tp) (9)

whereb;<0 and thus higher labour standards will be assettiwith lower levels of
employment (ceteris paribus). Hence, with dereguiathe demand curve moves
outwards and crosses the employment line (horitamta) further to the right.

Turning at the second case, we now solve (6h+0x

6 + h=0 = O:(ﬁj(ln(ai)+bo+a2k—w+QS+b2WS):

In(a,) +b, + a,k+ hs=wl- bs) =

W= In(a,) +b, +a,k+ s
1-bs

(10)
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We can now compare the “maximum” wage for differealues of “s”, say
high (H) and low (L):

_In@) +b, *ak+bs, _In@)+b, *ak+hs _
1- bZSH 1- bZSL

Wy — W,

W, —w, = [b,(In(a,) +b, +a,k) +b](s, —s,)
(1-bs,)1-bs.)

(11)

wheresy-5 >0 (by definition) andl-b,s>0 (from (2”)). Thus, we havevy-w_ >0, or

wy>we, which implies that the intersection point betwebe wage-axis and the
demand curve will be higher the higher the level labour standards. Hence,
deregulation will force labour demand to becom#dtaas Figure 5.1 illustrates. The
point at which all the labour demand curves crasshe point at which the two
inequalities (2’) and (2") seize to hold and be@pyguations. Thus, in what follows
we restrict our analysis to the area of acceptaldge rates, that is, above the

horizontal line wherev = -(bs/by).

Figure5.1.: Labour demand for different levels of labour standards

Deregulation
(lower labour standard$)

Labour demand when S 1/b,

W:'(bllbz)
Labour demand when S 0

h=(1/1-a;)(In(a)+bo+ak+(bs/by)
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What is more important to note here is that, atiogrto the model developed
so far, economies with lower levels of labour stadd will have (ceteris paribus)
more elastic labour demand curves. Interestindlis ts also consistent with the
Marshall-Hicks law of derived demand which stateat tthe demand for labour is
more inelastic the higher the share of non-wageualzosts (in our case, labour
standards) to total production costs.

Another significant property can also be deriveant the solution of the
profit maximisation problem of the firm. Using (5@)e can obtain an expression

which makes labour standards a positive functiooutput and the wage rate:
Y
G(c) = (b + bzw)g =1 = S=(b +bwY 12)

We can take the total derivative of (12) with regpe the wage ratéX(), in
order to establish a relationship between labandsdrds and wages:

aS oY 1 oY Y Y Y
— = b—+bY—+bw— = Rhsb,—+b,—+bwsh— =
oW blaw WY AW g bzW W ? QW

= b, (sh+sbw+l) = b, [+ (b, +b,w) (13)

which is positive sincel+sbh>0 andw=> 0. It follows that (in the absence of
regulation) more advanced economies will have higiwiilibrium levels of labour
standards, compared to more backward ones. Thecatiph of this is that labour
market rigidities related to high labour standandé be more harmful to backward
economies. The policy prescription that followsthsit labour market deregulation
should be a more urgent priority in backward ecoiesiras deregulation can increase

efficiency in these economies faster than it camdadvanced economies.
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5.3.2. Labour supply

To generate equilibrium in the labour market désatiby our model, we also
need to examine the behaviour of workers and derinedationship for labour supply.
We specify the utility function of the representativorker assuming that she derives
utility from the consumption of goods and leisu@ansistent with our discussion in
section 5.2.1, we also assume that the utilityveéerifrom leisure depends on the
value of the labour standards the worker enjoysnwmwerking. Specifically, we
assume that the individual discounts the amoutdisdire that she “consumes” by the

labour standards that she would enjoy if workinigud; we can write:

U =u(X, f(2)) (14)
with
A
f(2)= 1+s (15)

where X is total consumption (of goods), is leisure andJx > 0, Uz > 0 so that

X, = 3—;( < 0. Workers maximise their utility subject to a butigenstraint

X <WH (16)
and a binding time constraint
T=Z+H a7
whereT is a fixed amount of time (e.g., the 24-hour da@y)us, the maximisation
problem can be written as:
maxU = u(x,é) subjectto X <W(T -2) (18)
which yields the following first-order conditions:
oL _ouU ouU

%y = E oy (19)
oX oX o0X
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L_ 10U w=0 = Y_ wa+s (20)
0Z 1+S 9z 0Z

whereA is the constraint coefficient &f, the Lagrangian function for (18). Using the
first-order conditions and the budget constrairg. (iusing (19), (20) and (16)) and
solving forZ we can derive the demand for leisure of the reqtasive worker:
Z=2z(W,S) (21)
with Zy, Zs < 0. Using (17) we can then derive an expressioiebour supply:
T-H=zW,S) = H=hW,S) (22)
with Hyw, Hs > 0. Thus, the supply of labour hours derived froine utility
maximisation behaviour of the representative wovkidirbe a positive function of the
wage rate and the level of labour standards offeratie labour market. Assuming
for simplicity a log-linear labour supply functiowe have:
h=n,+nw+n,s (23)
with ng < 0 andny, n, > 0, so that labour-hours supply will be upwam@pshg in both
the wage-employment and the labour standards-emmgol/ spaces. In contrast with
labour demand, the slope of the labour supply c(irvéhe wage-employment space)
does not depend on the level of labour standands,té position does. Thus, an
increase in labour standards will cause an outwéifi to the labour supply curve,
but will not affect its slope. It follows that labomarkets with lower levels of labour

standards will have more restricted (higher) latsupply curves.

5.3.3. Labour market equilibrium and labour markeg¢gulation
We can now turn to the graphical demonstratiothef determination of the
equilibrium levels of employment and wages. Equilim will be determined by the

interaction of the demand and supply curves. Fidgug presents this graphically,
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plotting labour demand and supply in the wage-egmknt space. Equilibrium is at
pointE, with a wage-rate equal wand employment equal to

As noted earlier, the present model allows an a&mlgf the labour market
effects of labour market intervention. Assume (camyt to the stylised facts but for
ease of analysis) that for some exogenous reashey pgants to impose higher
labour standards, either in the form of improvedkiay conditions, or in the form of
higher job security (or both). Firms and workersrgat cancel the policy, but they
will react to the new regulations by altering thialbour market behaviour. Thus, the

labour market equilibrium will be altered.

Figure5.2: Labour market equilibrium and the effects of (de)regulation
Wage-rate

D)

h h’ Labour-hours

The process is as follows. Higher labour standavillsincrease the utility
from working and will thus increase labour suppiyterms of Figure 5.2, this shows
as a downward shift of the labour supply curve fidnto N’. Firms will now face
higher production costs, but they will also expece higher total factor productivity
in their production. The result of that, accordieg(6) and our discussion in 5.3.1,

will be an outward shift and an increase in thetess of the labour demand curve.
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The new equilibrium will be &', where employment is highdr’ (< h). Wage rates
(w’) might fall or increase (Figure 5.2 shows a remuncin the wage rate), depending
on the impact that the change in labour standaetgifation) had on the position of
the supply curve and the slope of the demand cUives, the model presented here
predicts that enhancing labour market flexibilitye( introducing labour market
deregulation) will have adverse effects on emplaytmalthough it can have positive
wage effects.

However, withdrawing the policy-imposed regulatians the level of labour
standards will not necessarily increase profite@nomic efficiency. In chapter two
we argued that deregulation is not synonymousetaldllity. Rather, deregulation is a
condition for flexibilisation, but it is neither 8icient, nor necessary. The model we
have developed here allows us to illustrate thisskgmining the optimal level of
labour standards in an un-regulated labour marketlae condition under which, in a
regulated labour market, deregulation will sucadfsfead to enhanced flexibility.

If a labour market is relatively rigid, deregulatiavill only lead to enhanced
flexibility if adjusting to the lower levels of lalur standards (that are now feasible
due to deregulation) is profitable for firms. Thuke condition for success In

deregulation is that profits and labour standandsiaversely related. In algebraic

terms, oI s < 0. Solving this inequality, we obtain the followirgndition:

‘;—'; <0 = (b +bwW)B,S*™" " H*K* -1<0=
Shbw 5 (b, +b,w)BH*K?* =
o
S > (b, +b,w)B,H *K * b (24)

Thus, irrespective of whether policy allows labstandards to fall or not, the

optimal level of labour standards will depend oa $tructure of the economy.
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5.3.4. Labour market adjustment

It is interesting, of course, to examine the prioins of the model developed
here, regarding the ways in which different labmarkets (flexible or rigid) respond
and adjust to a similar economic shock. To perfoum analysis, we assume that a
negative employment (demand) shock hits the twa@tdes. As was illustrated in
Figures 5.1 and 5.2, a regulated labour marketh(hagpour standards) will have a
steeper labour demand curve, compared to a fleride Thus, the negative demand
shock will generate a greater decline in employnaamt wages in a flexible labour
market compared to a regulated one, as long asilaupply is relatively elastic (as

shown in Figure 5.3, whetggrhor < highog).

Figure5.3.: Labour market adjustment and labour standardsflexibility
Rigid Flexible

Dor

Wor
WiRr

However, while in the regulated labour market theck will hit with its full
impact (i.e., no further adjustment after the dexlin employment and wages), a

flexible labour market will slowly adjust to theatk. The decline in the wage rate

will lead to a reduction in labour standards (bemi%w > 0), forcing the labour

demand curve to shift its slope further to the $&ftl shifting the labour supply curve
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upwards. These movements will help wages recowdrittwill reduce employment
further. The slopes of the demand and supply cuarek the sensitivity of labour
demand and supply to labour standards and the vedgewill determine where the
new equilibrium will be (possibly even above thetiah wage rate, but at lower
employment levels).

It needs to be noted that the adjustment procdstedeto changes in labour
standards will not be instantaneous. Lower wagesnaill generate declines in labour
standards, resulting in changes in the positionsheflabour demand and supply
curves. As is shown in Figure 5.3, this will bringge rates up, thus triggering the
same adjustment process, only this time in the sippdalirection. However, since
wage rates do not return to their initial levelss ttime the impact of this adjustment
mechanism will be smaller. This process will beeapd, until a new stable
equilibrium is obtained (shown a#.f, wF) in Figure 5.3). Thus, rather than
adjusting instantaneously, the flexible labour nearlescribed by our model will
experience a process of oscillatory convergencarsvthe new equilibrium, until it
reaches an optimal combination of labour standandswage rates.

Apparently, the impact of the shock on wages inftagible labour market
will be smaller than in the case of the rigid labounarket (especially after the
secondary response in the former, where wagesataally increase as a result of the
negative demand shock), although the employmers va#i normally be greater.
However, the most important observation here is dfter the shock hits any of the
two economies, if policy allows further flexibiligan (further reductions in labour
standards), this will help labour market adjustmandl transmit the impact of the
shock towards employment loss, as opposed to wWageges. In terms of the right-

hand panel of Figure 5.3, with completely unregddabour standards, the impact of

162



Labour Market Flexibility and Regional Economic Remance

the shock will belzr - hor, War - Wo) compared tohir - hor, Wi - W) if the level of
labour standards was fixed. We will return to hisservation later, in our analysis of

regional labour market adjustments.

5.4. Extensions

The model developed in the previous section hasuraber of important
features. By introducing labour standards in thmile demand and supply functions
it was possible to show how regulation of laboansdards can affect labour market
outcomes and the way in which labour markets adustconomic shocks. Further,
we were able to come to some conclusions abouthheacteristics of the labour
demand and supply curves in different economiesisTlother things equal, more
regulated labour markets have steeper labour deroanas, with the implication
that in flexible labour markets the impact of aemamic shock is concentrated more
on employment (as opposed to wages). Additionallyre advanced economies have
higher equilibrium levels of labour standards dmehce, labour market deregulation
is more important for backward economies.

This analysis assumed that the only type of rigagiin the labour market
were the policy-imposed high levels of labour stadd. In this section we focus on
some possible extensions of this model, which wie\x®to be of particular interest.
We introduce in the analysis some additional laboarket institutions, namely
unionism, minimum wages and unemployment insurak¢e.examine the impact
that such institutions have on labour market egaim under both a rigid and a
flexible setting and investigate the adjustmentst tlare triggered from the
introduction of such rigidities into the model. $tirwe allow unions to set wages

above the equilibrium levels throughout the econdil coverage) and examine
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how different labour markets react to such a digtor Following that, we relax the
assumption of full coverage and examine how lalmarket duality (in the form of
inequalities in labour standards) can arise inghesence of unionism. Finally, we
turn at the impact of a policy-imposed increasé¢him value of either the minimum
wage rate or the replacement ratio of unemploynbentefits (or, of course, both).
Our analysis compares a rigid with a flexible labawarket, which are assumed to
start with identical wage rates but different levef employment, and examines the

difference in their response to institutional digtms.”>

5.4.1. The impact of unionism in the case of fulbwerage

As discussed in chapter three, the literature igesvample theoretical and
empirical evidence suggesting that unions tendet@$sociated with higher wages,
other things equal. The main reason for that is wh#éons have significant bargaining
power and a powerful device of threat (strikes)reH@e do not want to consider the
process under which unions can impact on wagesheRatve take the wage-
increasing function of unions for granted and synmloceed to examine the impact
of a union-imposed wage increase in our model.hla sub-section we make the
assumption that unions are powerful enough sothigatinion-imposed wage increase
can cover the whole economy (full coverage).

We describe a rigid and a flexible labour markethie two panels of Figure
5.4. The initial equilibrium is at a wage rate, with employment (measured in
hours)hor andhgr in the rigid and the flexible labour market, respeely. Assume

that unions impose an identical increase in theewage in both economies, bringing

3 The two labour markets are put together only fespntational reasons. Thus, there is no migration
or other adjustmenibetweenthem, since they simply represent two distinct sasather than two
labour markets within the same economy.
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the new wage rate toy. In the rigid labour market this will reduce emyitent to
hig, generating unemployment equalhig:hg, which is greater than the employment

loss since workers are willing to supply more wagkhours for the new wage rate.

Figure5.4.: Theimpact of a union-imposed wage increase
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In the first instance the same mechanism operatethe flexible labour
market. With the wage rate aty, employment drops th;r and unemployment
(measured in hours) is;chr. Note that the employment loss in the flexibleokab
market (and also unemployment) is greater due eofdlt that the labour demand
curve there is flatter (assuming that labour supplselatively elastic). However, in
the absence of regulation firms can adjust fredyrtlevels of labour standards, so as
to achieve a more profitable (dis)equilibridfiWith higher wage rates, labour
standards will increase, thus generating an outwhifd in the labour demand curve
(from Dor to D1f) and the labour supply curve (fradiye to Nig). The result of these

movements will be a reduction in the original enyph@nt loss and probably in

™t is difficult to sustain that regulation can iog®e maximum levels of labour standards. In thiseen
the same mechanism can operate in the rigid lalpocarket following the union-imposed wage
increase. However, in the presence of rigid regudat firms might be reluctant to increase theiels

of labour standards fearing that they will be uealbl reduce them to their original levels shoulglyth
require to. The argument is in the same line whhattsuggesting that high firing costs limit
employment expansion during economic upturns, am & extensive labour hoarding when economic
circumstances deteriorate.
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unemployment. Although employment can actually éase beyond the pre-union
equilibrium (Figure 5.4 shows exactly that, witibe>hor), the magnitude of
unemploymentt{zchg) will effectively depend on how large is the respe of labour
supply to the change in labour standards. The dmmdhat a union-imposed wage
increase can increase employment is a very sigmifiproperty of our model, since it
can provide a theoretical justification for a numloé empirical findings in the
literature of the economics of unions (Booth, 1995)

Thus, in a flexible labour market, the impact ofuaion-imposed wage
increase will be less severe. Moreover, the aatfaimions will result in increases in
both wages and labour standards, something tl@mnisistent with the stylised facts.
The adjustment mechanism related to changes itetleds of labour standards will
help diminish the initial response to the union-os@d wage increase, thus helping
the economy recover. This finding has an obvious bxtremely significant
implication. If one type of rigidity is present anlabour market (e.g., unionism), then
the existence of unregulated areas elsewhere (englabour standards) can
compensate for the existing “rigidity” and improgeonomic outcomes. This is fully
consistent with the view that intermediate levdlsegulation (in terms of extent; not
of intensity) are preferable to corner solutiomsal sense, this further suggests that
the balance between regulation and flexibility, other words, of “how much
regulation is appropriate”, can be found acrossvdr@us flexibility elements, rather
than within each of them, as luck of regulationoime can possibly substitute for a

strict regulation in another.
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5.4.2. The impact of unionism in the case of paft@verage (two sectors)

The analysis of the role of unionism of the prergicub-section assumed that
unions have full coverage, so that the wage inereli®y achieve is applied
throughout the economy. More realistic is the agsion that the economy is split
into two sectors, one where all employees are umembers and a second where no
union members are employed. Introducing this asompn our model generates
labour market duality in the form of inequalities(ivages and) labour standards. We
show this graphically, after first reviewing brigfla few key references in the

literature of dual labour markets.

5.4.2.1. The literature of dual labour markets

The theory of Dual Labour Markets originates frohe tinstitutionalist
literature on discrimination (Doeringer and Piat871). Within this, dualism exists
because firms are reluctant to offer high-qualidpg to specific segments of the
labour force, specifically to women and ethnic nnities. Working conditions,
employment protection, labour standards and wageslaver in the secondary
sector. The primary sector is characterised bygdloning (barriers to entry), higher
wages and internal promotion structures, but ajsorfemployment.

In a series of papers, Oswald (1982a, 1982b, 1B#3K) has provided a more
rigorous framework to show how unionism in the pree of duality can increase
wages in the primary (unionised) sector above tbepetitive equilibrium and
reduce secondary-sector wages below it. Apart ftleenimplied wage differentials,
Oswald has shown that in the presence of unemplotybenefits (or high minimum

wages) involuntary unemployment will emerge in sleeondary sector. The idea that
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unionism generates duality in the labour market feaently been incorporated in
formal mathematical models (e.g., Roberts, StaetirlTaanaes, 2000).

In a very different context, the ideas developedthe efficiency wage
literature about an equilibrium wage, which is abdkie market clearing level, so
that involuntary unemployment may persist in etpilim, have been very useful in
the empirical and theoretical investigation of tHeal labour markets thesis.
Extending the work of Stiglitz (1984), Yellen (198hd Shapiro and Stiglitz (1984),
Bulow and Summers (1986) have produced “a theoduaf labour markets” that in
fact explains why and when duality will prevail. @basic assumptions of this model
are that workers (although homogenous) can employ af two possible effort
regimes (high and low) and that the cost of momtpworkers’ effort differs across
firms or industries. By implication, the model sklowhat industries with high
monitoring costs must offer higher wages in ordeinduce their workers not to
cheat by shirking. As a result, involuntary unenyptent, high wages and job
security co-exist in the primary (difficult-to-mdar) sector, while market clearance
characterises the (easy to monitor) secondary rse&tmumber of papers develop
similar models of incentives-based (or effort-regiain) dual labour markets
(Rebitzer and Taylor, 1991a and 1991b; RebitzerRwioinson, 1991).

A general drawback common to all these modelsasttiey often neglect to
offer an explicit economic mechanism for the emecgeof duality. Some models
simply presume duality and attempt to investigegamplications. Models based on
the existence of union power are technically appgdbut they lose much of their
explanatory power if the assumption is made thainised segments of the economy

are related to low-skill and low-productivity sext®® The pure effort-based models

> The same is true for the standard Insider-Outsitzgel with unions (Lindbeck and Snower, 1988).
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of dual labour markets (Bulow and Summers, 1986¢ctfely predict duality
merely on the basis of the existence of variablaitoang costs between sectors
categorised ad hoc as primary and secondary.dfagsumption is relaxed, as some
empirical literature seems to recommend (RebitadrRobinson, 1991), then there is
no reason for firms to offer higher wages and jebusity to primary employees.
Some variations of the effort-based models overctmsedrawback. For example,
Rebitzer and Taylor (1991b) develop a model whereettainty in product demand
is combined with the dichotomy between low and hejfort to produce labour
market duality. Again, however, the existence oéldy is fully dependent on the
assumption that secondary sector workers exhibitlévels of effort, which is hard
to justify considering that in the same model thesmkers are perfectly (and

costlessly) monitored and receive their marginatipct.

5.4.2.2. Unionism and labour market duality

The model developed here allows labour market tualo emerge
endogenously, merely by the wage-increasing actodres non-full-coverage union.
Moreover, the form of duality observed is not rethtolely to wage inequalities (as,
for example, in Oswald, 1982a), but mainly to d#feces in the levels of working
and employment conditions enjoyed by workers. Thius,union sector becomes a
sector of high labour standards, good working ciomas and increased job-security
(as well as higher wage rates), while the non-usexh sector becomes a sector of
relatively unprotected, casual jobs with low labstandards.

Assume that the economy is split into two sectarth) identical equilibrium
wage rates, as presented in the two panels of & Further assume that a union

is formed in one of the sectors (left panel) asdwas the case before, that it imposes
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a wage increase bringing the wage rate fiagthe initial equilibrium) toam in the
unionised sector (by assumption this wage increaienot roll-over to the non-
union sector) and thus initially reducing employidn h;y and generating
unemployment equal tbighy. Facing higher wage rates, firms in the union @ect
will respond by increasing their levels of labotarslards, thus altering their labour
demand schedule (fromgy to D1y). Correspondingly, higher labour standards will
induce increases in labour supply, shifting theolabsupply curve outwards (from
Nou to Niy).”® At the new (dis)equilibrium, wages in the uniorctee arewy,

employment (in hours) is,y and unemployment is,yhy’.

Figure5.5.: Partial union coverage and labour market duality

Non-union
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The displaced workers (more precisely, the lostrdi@d work) will move to
the non-union sector, thus increasing labour supbgre fromNgy to Niy and
reducing labour supply in the union sector Kig)) to bring it into equilibrium W,
hoy). In the non-union sector these movements wilidpiwage rates down and trigger
reductions in labour standards as a response fh@mon-union firms. Thus, the

labour demand curve will move from its original pias (Don) to Din. Lower labour

® We ignore the impact that higher wage rates abduastandards in the union sector will have on
labour supply in the non-union sector, since anyadot will be temporary, due to the high
unemployment observed in the union sector.
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standards will discourage some workers from supglylabour-hours, thus re-
adjusting the position of the labour supply curfreri Ny to Noy) until a stable
equilibrium is reached (shown asf, hon) In Figure 5.5).

At this level, labour standards are higher in theon sector compared to the
initial equilibrium (sinceDyy is steeper thaBgy), while in the non-union sector they
are lower (sinceDyy is flatter thanDoy). Wage rates are also higher in the union
sector Yy>Wp), while in the non-union sector they are lowes\<wp), so that union
wage rates are strictly higher than non-union wadges (vy>w,n). The employment
effects in both sectors are ambiguous, but it issgbe that both sectors will
experience employment expansion (Figure 5.5 shovexlaction in employment in
the non-union sector).

Thus, the union-imposed wage increase in the chpartal union coverage
has generated duality in the labour market, withonised workers obtaining a
“primary employee” status (higher wage rates andpraowed working and
employment conditions), while non-unionised workars losing-off, experiencing a
deterioration in their labour standards (enteriagosidary or casual employment) and

their wages.

5.4.3. Unemployment insurance and minimum wages

Let us now turn to the case of a policy-imposettaase in the replacement
ratio (value of the unemployment benefit relativghie wage rate) or in the minimum
wage rate, assuming no unions in the economy. Highemployment benefits and
minimum wages tend to increase the workers’ reservavage and thus reduce
labour supply for any given level of wage rates. FAgure 5.6 shows, this will be

translated in an upward shift of the labour suppigves in both economies (froNyr
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to Nir and fromNge to Nig). This will initially reduce employment and incesa
wages everywhere. Due to the fact that the fleXddb®ur market has a flatter labour
demand curve and assuming that labour supply egively elastic, employment
contraction will be greater in the flexible labounarket while the increase in the wage
rate will be smaller. Hence, the new equilibriuml e (Wi, hig) and (vig, hig) in

the flexible and rigid labour markets, respectiy@hth w;<wig.

Figure5.6.: Theimpact of unemployment insurance and minimum wages
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Although the new equilibrium in the rigid labourarket will be stable, the
flexible labour market will experience further asljonent. With higher wage rates
labour standards will also rise, making labour kesstic (moving fronDgg to Dsf in
Figure 5.6), but helping labour supply recover (mg¥romNzg to Nof).

The new equilibrium is indeterminate, in the setis® the new wage rate
(w2F) can be anywhere abovg and the new employment levéil,£) can in fact be
either to the right or to the left &br (Figure 5.6 shows an expansion of both wage
rates and employment). Clearly, the adjustmen@abblir standards will refrain the
wage increase that followed the decline in labappsy and normally will not be

enough to offset the negative employment effecssidy, both the new wage rate
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and the new equilibrium labour hours will be betwdeeir initial value and the value
obtained immediately after the increase in unenmmnplayt benefits.

However, other outcomes are also possible. Amomgnihthe two most
interesting are probably the observations thatnéhe wage rate can be even below
wor (which would suggest that the increase in the rvesen wage effectively
generated a reduction in the equilibrium wage eatd would only happen if the
responsiveness of labour supply to changes in lasi@mdards is much greater than
its responsiveness to changes in minimum wages@mployment benefits) and that
the final employment effect can be positive (sa th@>hoe). Since such cases are
possible, the model presented here can provides@rdhcal justification for such
controversial empirical findings like the obsereatithat increases in minimum
wages generate ambiguous and sometimes positivieyrmgnt effects (as found, for
example, in Card, 1992, and Card and Krueger, 1995)

It needs to be noted that the adjustment mechaaéstribed here reduces the
negative employment effect that would prevail inrigid (in terms of labour
standards) labour market (as in the left paneligiifé 5.6). Thus, a flexible labour
market will be affected less severely by the inseean the reservation wage
compared to the rigid labour market. In such a ,casavas the case with the union-
imposed wage increase, the tentative conclusiorbeatrawn that in the presence of
one type of rigidity (here, unemployment insurangeglicy can generate better

economic outcomes by relaxing regulations in o#lieas (labour standards).

" In their book, Card and Krueger effectively suggést the observed “empirical anomalies” cast
doubt on the traditional minimum wage model, imiplljcstressing the need for alternative theoretical
formulations on the issue.
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5.5. Conclusions

In this chapter we developed a model of perfechmetition in the labour
market, based on the notion of labour standardschmivere allowed to impact on
output, utility and production costs. We initiathgveloped a technical understanding
of the role that labour standards play in the deiteation of the equilibrium in a
simple competitive labour market with homogenousola. Then we introduced
trade unions into the analysis to show how the ldggiwim would change when an
institutional factor is allowed to have an impattthe labour market. We examined
two different cases and showed how the wage-intrgasle of a non-full-coverage
union can generate duality in the labour marketttew, we examined the impact of
other institutional factors, like unemployment biise and minimum wages,
providing a theoretical justification for some ocmversial empirical findings
identified in the literature.

In concluding this chapter, it is important to diss the relevance of the
model(s) developed here to our discussion of teeipus chapters. Specifically, we
want to discuss how the insights developed in ¢hapter, into the way that labour
markets operate after explicitly accounting for thke of labour standards, can help
us understand better the economic role of labourrkena flexibility and
(de)regulation.

In chapter two we argued that deregulation anciliksation are not
identical, as the former is a change in labour mapgolicy while the latter is a
response to such a change. Hence changes in figxvail occur only to the extent
that economic conditions and considerations malkd# suresponse profitable. We

illustrated this formally here, in the analysis thie labour demand and supply
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schedules under deregulation. We showed in seéti®3 that the effectiveness of
deregulation should depend on the slopes and gositf the labour demand and
supply curves and, of course, on the extent ofgiga¢ion.

In chapter three we reviewed the theoretical angdiecal literature to discuss
the potential labour market and other economiccedfef labour market deregulation
and flexibility. Although the model developed hasestatic, its relevance to the
preceding discussion is clear. Labour market deagign, if successful, can increase
profitability, thus generating resources for invesht and possibly raising labour
productivity.

The wage effects of a successful labour market gidméon policy, as
predicted by the model presented here, are ambsgyddus may seem at first to be a
controversial finding. However, at the level of engal enquiry, as we saw in
chapter three, studies have often found the eff@clabour market flexibilisation to
be negligible or even negative. The model develdpeck offers some theoretical
justification for such findings.

Another controversial prediction of the model ise tlobust negative
employment effect of deregulation. However, it mbst noted that this effect is
specific solely to deregulation of labour standaadd not of other elements that are
considered to raise wages above their equilibrienels (e.g., minimum wages,
unemployment benefits and union power).

The model has also a clear implication regardiregjualities. In the presence
of unions, a weak regulation of labour standards, (flexibility) creates the potential
for inequality in the labour standards offered (dvg as well as in wages, even with

homogenous labour. However, the model developee emot appropriate for
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making any inferences about the long-run outputat$f, although it is intuitively
reasonable to infer that with increases in proifiitgh output will also increase.

The discussion has had little reference thus fah¢oregional dimension of
the issue under investigation. But this was unaaaligl for three inter-related reasons.
First, the issue of labour market deregulation #egibility refers largely to the
economic behaviour of national political entitiegoyernments) and relates to
international economic developments. For this neagowould be inappropriate to
examine the regional interactions instigated byegdelation without looking first at
the national economic picture. Second and as aegolesice, to maintain a reference
with the relevant literature, which is developedimha at the scale of national
economic analysis, our discussion had to start fusmg the same spatial scale. We
did so at an empirical level in the previous chapied at a theoretical level in this
chapter. Last but not least, and again as a corsegwf the previous point, the a-
spatial analysis developed thus far was necessguse of the relative scarcity of
theoretical models in the literature to analyse exylain the economic role of labour
standards and their changes (deregulation). Givisnabbsence of formal theoretical
support, it became essential to first develop ametstanding of how labour market
outcomes are determined in the presence of labadketrigidities, initially ignoring
the notion of space.

Having accomplished that, we can now proceed with regional analysis.
Chapters seven and eight encompass the empiricdysa of the relationship
between labour market flexibility and economic pariance at the regional level (for
the UK). Chapter six builds on the previous oned develops a framework for the
empirical analysis. We discuss the relevance oidbae for regional economies and

how our theoretical considerations are transforimgthe particular characteristics of
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a regional approach. Moreover, we develop furthsights into the relationships that
emerge at the regional level, in order to providéoandation for the empirical

analysis that follows.
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CHAPTER SIX

A REGIONAL APPROACH

6.1. Introduction

Throughout the previous chapters we have arguad ttie trend towards
greater labour market flexibility and the relevadlicy measures (labour market
deregulation) are the outcomes of forces and dpwsaots occurring at an
international (social, economic, technological aidéological) level and being
manifested at the national level. In chapter oneawgpied that increased economic
uncertainty and volatility in the international e@conic system in an era of
globalisation have created conditions that seenmetessitate greater flexibility in the
product and labour markets. As the organisatioprofluction moves towards less
rigid systems of flexible specialisation (and, tbge with the decline in
manufacturing and industrial production, away frtma traditional mass production
model), newer -and more flexible- forms of configiion of labour relations are
required. Technological developments help (autamatand computerisation of
production and the increased importance of knovdealgd its diffusion), as do the
developments in politics and ideology (the globaméhance of capitalism and neo-
liberal ideology). In chapter two we discussed hiv applications of these new
forms of labour relations in practice may be driv®na strategic or pragmatic (non-
strategic) approach by firms, or even by a systemation-wide economic

restructuring. In all cases, the implication wasttithanges in labour market
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regulation and flexibility are universal and faigxogenous to the local or regional
arenas of economic organisation.

There are at least three arguments that can olgallgeuch a view. First, labour
relations like all social relations are organiseédaamuch smaller scale than that
defined by national boundaries. Second, labour etacknditions (again, like all
economic conditions) differ between places within cauntry —sometimes
substantially. Third, even if the previous two fsigan be ignored at some level of
abstraction, it is possible that the re-organisatd labour relations (deregulation)
and the change in economic conditions that it camegate have a spatially uneven
impact on labour market equilibria. From such aspective, labour market
deregulation and the resultant flexibilisation &k tlabour market can upset the
balance between regional economies such that theegate performance of their
national economy will be affected.

In general, one can think of the following scheofaregional interactions
related to the issue of labour market flexibilitpdaderegulation. Local labour
markets have their own specific mixes of labouatiehs and wider cultural and
socio-economic traditions and conditions (histdris@&mployment rates, production
structures, export orientation of production, etejich generate their own local-
specific degree (and quality) of labour market tafjon and flexibility. Hence, even
if a universal force is applied to all localitighe specific local responses will vary,
reflecting the variety of initial conditions existj across local economies in labour
relations and labour market conditions. Ultimatdlye need for flexibilisation and
deregulation will be felt differently in differerbcalities and the responses to these
different needs will themselves exhibit a large rédegof variation. The variety of

local responses will generate a re-configuratiothef national economic system and
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change the distribution of economic conditions apgdortunities among the localities
of the state.

Moreover, changes in and spatial variations obueabrelations will have a
significant influence on how local labour market§just to regional and national
economic shocks. The extent of labour market fiéiggbcan affect the adjustability
to shocks of factors like migration, labour forcartipation, firm relocation and
wage movements, as we will extensively discusg latéhis chapter. Further, it can
affect their importance as regional adjustment raeigms, as such. Plausibly, high
levels of flexibility can increase the responsiv@nef wages (wage flexibility), at the
same time altering the importance of migration fegional adjustment. Or, in the
case of a sector-specific shock, higher flexibility the form of sectoral labour
mobility will reduce wage pressures in the sectobi the shock, thus reducing wage
flexibility.

Additionally, regional variations in labour mark#éxibility can alter the
relative attractiveness of each and every regidnusTregional adjustments towards
the equalisation of economic opportunities mighthbeered. In this case, regional
differences in flexibility can be viewed as diffaces in productive amenities, with
higher levels of flexibility being connected to lewutility levels for the working
population (as dictated in the previous chaptegt &lso to a stronger growth
potential. If flexibility acts as a productive anitgn regional variation in its levels
will produce and sustain regional disparities inremmic outcomes. If such a scenario
Is plausible, then it is interesting for acaden@search -and necessary for policy- to
employ a regional perspective in the examinatiorthef impact of labour market

flexibility and regulation.
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A few more considerations need to be made at gbist, regarding the
importance of regional as opposed to more aggregaddyses. The first is about
scale. If the impact of flexibility on economic femmance differs in intensity with
either the level of flexibility or the specific miaf labour market regulation (or of
course, both), if in other words the economic e@ffexf labour market flexibility are
not linear, then we should expect that an aggregatienal-level analysis will lead to
conclusions that do not necessarily reflect thati@hships existing in realit.
Therefore, if the appropriate unit of analysis ttisa the field where most social and
economic interactions take place- is the regiomatonal-level analysis will produce
distorted result’

The second consideration relates labour markeftbiléy to the design of
regional economic policy. As it has been suggestethe literature, the general
policy towards labour market flexibility has a siiecregional policy context.
Regional policies -at least in the UK- have shiftenn assisting backward regions by
directing public and private investment “where mnseded”, to trying to increase
labour market flexibility throughout the countryrfAstrong and Blackaby, 1998; van
der Laan and Ruesga, 1998). In the UK, where tHeigad climate was towards
relaxed economic intervention, expenditure on megii@assistance fell by more than

half in the period 1983-1990 (Martin and Tyler, 28% Such a re-design of regional

8 This is a standard aggregation problem, whicteighd the problems related to the specification of
the empirical research. Technically speaking, theblem arises from the fact that (for meaningful

k . . .
values of x and k)Z”: (X‘k )¢ (Z": X') . If non-linear arguments of a labour relationsiatale, x, are
1 1
i=1 i=1

related to an economic outcome, y, and the actt@hamic interactions occur at the regional rather
than the national level, then even if all regions @tally homogenous (which is itself a questidaab
assumption) the aggregation of the analysis ab#tienal level will bias the results.

" This observation, of course, necessitates a coheedinition of the region, or the spatial scate a
which the socio-economic phenomena under investigatan be more accurately examined. A
discussion of this issue and of the reasons tlihtideto select the Standard Statistical Regionuas o
unit of analysis in the empirical investigationatfapters seven and eight will be presented in &éx¢ n
section.

80 On the other hand, expenditure on urban programmoessthan doubled in the same period (Martin, Bp93
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policy, to the extent that it actually occurred]eaets the belief of policy-makers that
poor economic performance in backward regions Isagt partly due to the presence
of significant labour market rigidities between andhin regions. Furthermore, it
reflects the belief that removing such rigidities @ necessary -if not sufficient-
condition for improving economic performance in sbebackward regions and
achieving real regional convergence. Deregulatian thius expected to increase local
and cross-local responsiveness to differing redi@wnomic conditions. In the
words of Armstrong and Blackaby (1998, p.81), “figed, there is a sense in which
the reform of labour market institutions became afethe main government
responses to the existence of spatial economiadisgs in the UK”.

It is particularly interesting from this perspeetito examine the issue of
labour market deregulation or flexibility and ecamo performance beyond the
aggregate national level, and instead focus orrég®mnal and local levels. That is
precisely the theoretical investigation we pursmehe remaining sections of this
chapter. In chapter seven we will look at the regloeconomic performance of the
UK over the last two decades and discuss a numbereasures of labour market
flexibility that we constructed at the level of th#K Standard Statistical Regions
(SSRs). In chapter eight we conduct an economaitratysis of the economic impact
of labour market flexibility and of the hypothegetated to the regional dynamics of
labour market flexibility.

The remainder of this chapter is organised as vi@loln section 6.2 we
discuss the issue of the appropriate spatial stalehe reasons for selecting the SSR
as our spatial unit of analysis. Section 6.3 oaflithe specificities of regional (as
opposed to national) economies and economic raseait discusses the processes of

regional adjustment and equilibrium. Section 6.dkk at labour market flexibility
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and investigates the ways in which changes in gadiad variations of flexibility
impact on the responsiveness and significance ef rttechanisms of regional
adjustment. In section 6.5 we look closely at thsue of labour standards and
investigate theoretically the regional dynamicsttleae triggered with their

deregulation, following the model presented in ¢bafive.

6.2. Selection of the spatial scale

As noted earlier, the selection of the spatialesad which the analysis of the
economic effects of labour market flexibility ocsurs crucial for the accurate
measurement of these effects. Analysis at the matiscale can mask lower-level
dynamics and interactions and hide information ssaey/ for our understanding of
the issue. This is not to undermine the importasfceountry-level empirical studies
and non-spatial theoretical models. Depending @enlé¢kel of abstraction at which
one approaches the issue, non-spatial analysisoffan -and indeed has offered-
valuable insights into the question about the emooompact of labour market
flexibility and regulation. But the non-spatial &ss does have clear limitations,
related to its inability to take into account andlain spatial interactions and the
dynamics they create.

Although analysis at any scale lower than theomnati can be assumed to
circumvent such problems, this is not always theecalhe aggregation and
heterogeneity problems identified in the previoegtion can plausibly bias the
inferences drawn from an empirical analysis thds feo address the issues at the
appropriate spatial scale, even if spatial inteéoastare explicitly taken into account.

In trying to identify the appropriate spatial sdbr the investigation of the

economic impact of labour market flexibility andyuéation, certain criteria must be
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put forward. First, the spatial units of the enuati analysis must exhibit an
acceptable degree of homogeneity in their mainoseconomic and labour market
characteristics. The spatial units must be sufiitye homogenous regarding the
institutions and regulations that govern their laboarkets, not only to produce
reliable estimates of the relationships under ihgason, but also for a correct
measurement of the degree of labour market flewgbikelf.

Second, the spatial units must be relatively setftained. This is crucial for
the correct estimation of the investigated effe€te spatial units must correspond to
the actual mini-economies on the basis of whichonat economic activity is
organised. This implies that the selected spatmsumust maximise the internal
flows and minimise the external flows of labourpital, intermediate and final
products. This relates to but is not identicalh® homogeneity criterion.

Third, spatial units must correspond to establishedceptual divisions of
space and be large enough for a theoretically aelevand policy-informing
investigation to be undertaken. An empirical analysmsed on spatial units smaller
than a critical size might produce a number of dexipes that can possibly render
impossible the explanation of the phenomena unulegstigation. As an example,
imagine that the neighbourhood was selected asgagal unit of analysis. Even if
significant relationships were revealed, these wdid of questionable validity, as it
Is indeed questionable whether the social and enandynamics related to labour
market flexibility and deregulation are organiseahd manifested) at such a small
scale.

The last criterion is strictly technical. The sphtunits selected for the
analysis must be such so that good-quality datébeambtained or constructed. There

IS no reason to increase the accuracy of the erapimvestigation by selecting a
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more theoretically appropriate spatial scale, i$ ik to be at the expense of accuracy
in terms of data quality and availability.

Putting these criteria aside, four candidate apaitinits were considered for
the empirical analysis. These are the adminiseatiggion (NUTS1, SSR, or
Government Office Region -GOR), the county (NUTSB) travel-to-work area
(TTWA) and the functional urban region (FUR). Thestftwo of these spatial units
are based on technical definitions while the hast &re derived from more functional
classification$ Each of these spatial units has some advantagedisadvantages in
relation to the criteria set out above. Administ@ategions tend to be relatively large
and self-contained. However, they are quite heregus, as they include a diversity
of areas (urban and rural areas, high and low utgment areas, and so forth). On
the other hand, in terms of data quality and abditg, this is the most complete
statistical unit. The county is very similar to th@ministrative region in relation to its
advantages and disadvantages. Counties are sneflér more homogenous.
Nevertheless, data quality and availability is rgéa problem at this scale, especially
for the 1980s. More importantly, the technical diibn of the county makes it
unlikely that this spatial unit will meet the sedoof the identified criteria (self-
containment).

The main drawback of our third candidate spatiel, uhe travel-to-work area,
is related to data availability. Apart from the idéfonal change of TTWAs between
1981 and 1991, statistical information for thes#suis not collected directly. Rather,
it is derived from aggregations based on ward-lelah. It follows that most of the

relevant data are only available for census yefas,all. On the other hand, TTWAs

81 We do not present here the exact definitions @etirtical and functional characteristics of these
spatial units, as this information is widely avhllafrom national and international statistical tesd
For more details see the regional statistical pakibns of the ONS (e.g., Regional Trends), the
Eurostat (e.g., Regio database) and, for FURs, atallHay (1980) and Cheshire and Hay (1989).
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are self-contained and sufficiently homogenousstkat correspond better than any
other candidate spatial unit to the concept ofcalldabour market® Putting aside
data-related problems, this is probably the mogtr@wiate unit of analysis. It is
probably preferable even to the functional urbagia® (FUR), the last candidate
spatial unit. The FUR suffers from effectively theme problems of data quality, data
availability and consistency over time. More thary ather spatial unit, however, it
resembles the concept of a relatively self-conthimeni-economy, although it is not
necessarily as homogenous as the TTWA.

Overall, from a theoretical perspective, the TTWsAhe most useful spatial
unit. The relationships under investigation -theedmination, organisation and
economic impact of labour market flexibility- areganised at the level of the labour
market, which the TTWA represents. Following ourfid&on of labour market
flexibility as “the local response to labour markegulation under local-specific
socio-economic conditions”, it is clear that thejonigy of the flexibility effects (apart
from any spatial dependence effects) will be cotreged inside a labour market area.
This effectively guarantees that, with the use GIWIAs as the spatial unit of
analysis, the criterion of self-containment is nfdite to the very definition of the
TTWA), while relative homogeneity is simultaneoualshieved. An alternative to the
use of TTWAs is the use of FURSs, since they bo#resimany advantages. However,
both spatial units impose severe limitations oh®émpirical research, since data of
the type that our empirical analysis requires ateanailable for such areas on a time-

series basis.

8 However, see in this respect the interesting disiom about the issue of defining and
conceptualising a local labour market area in Mg{2001).
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This brief discussion of our candidate spatiatsireveals that, despite setting
out specific selection criteria, we were not présénwith a real choice. Data
availability and quality (last criterion) indicatleat the only spatial unit we could use
in a regional-level historical study (time-serigsdacross-sectional analysis) is the
administrative region. Although this choice is ndeéal, it may be noted that the
above discussion has uncovered additional meritssiofg the administrative region
as the spatial unit of analysis. Administrativeioeg are sufficiently self-contained
(second criterion) and large enough (third criteyito make the empirical results
meaningful. Despite having in many cases more tha® centre (e.g., Scotland,
Northwest or Southwest) and a clear urban-rurahatmmy, (heterogeneity; for
example, Scotland or Wales), administrative regianesclearly related to conceptual
divisions of space (especially for Scotland and &pbnd can thus be seen overall as
mini-economies.

Possible biases in our analysis due to the seleaf such a spatial unit
mainly refer to two cases. First, to cases wher¢ @aan administrative region is
economically connected more to a neighbouring regiman to its own region.
Second, to cases where an administrative regiotwaaslistinct labour markets with
significant differences in their institutional seggs and economic outcomes. For the
UK, the second case seems not to be a particubdnigmm. Institutional settings and
labour market performance seem to be largely hommgewithin UK regions, as in
many respects the economic geography of the UK rolasely resembles a North-
South divide (Blackaby and Manning, 1990; Blackamd Murphy, 1995) than a
rural-urban or other dichotomy. If within-regionstlrogeneity is a serious problem,
however, this is most likely to describe regionshsas Scotland, Wales and probably

the Southwest.
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Conversely, the case of cross-regional linkagesa isnuch more likely
problem. Cross-regional linkages characterise targe extent Wales (with south
Wales being economically connected to parts of Seeithwest and north Wales
having strong economic links with the Northwestl gsrobably Scotland and the
North region. For the Midlands and East Anglia tisegm to be less of a problem.
The openness of Wales is problematic with resmeout selection of the spatial unit
of analysis, but it can only have a limited imp@zas) on the obtained results. This is
especially true for our panel-data (time-series aras-sectional) analysis, as this
openness will only have an impact if it is not dans over time.

Another potential problem related to the crossaegi linkages issue
concerns the case of Southeast and Greater Londmre is a large degree of
homogeneity between these two regions in many cespeHowever, our empirical
analysis controls for spatial dependence and tlustfe case where economic
outcomes in one region contemporaneously affechaoa outcomes in other
regions. For this reason, it is quite unlikely tbat results will be biased because of
such spatial linkage effects.

To conclude, the selection of the administratiegion (in particular, the
Standard Statistical Region, as this is the primgpgtial unit for which data are
reported for most of the study period) as the apatiit of analysis in the empirical
work, although dictated by data availability, isally the best decision. Other spatial
units might be theoretically more relevant, bustihould not discourage the use of
the administrative region as the spatial unit dlgsis (especially since our controls
for spatial dependence should safeguard our resahts the most obvious source of

bias suggested by our theoretical criteria). Furthsearch at a smaller spatial scale,

8 Note that almost the entire Southeast region lyslom the Functional Urban Region of London.
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probably the TTWA, would complement rather thanlaep the analysis conducted

here.

6.3. Regional specificity, regional adjustment and equilibrium

It is standard practice to contrast regional wititional economies on the
basis of their openness (Armstrong and Taylor, 19R8gional economies are much
more open to other regional economies than natiecahomies are with respect to
each other. Flows of goods, people and resoureesmnach more intensive between
regions than across states and the typical barhemdering mobility on a cross-
national scale (language, religion, culture, curyemnstitutional or legal restrictions,
purchasing power, etc) are much less significard oross-regional context. This is
also true within the context of member countriesbra-national institutions, such
as the European Union (Armstrong and Taylor, 1993)erefore, the analytical
perspective often applied in economic analysesatibnal economies (basically, the
assumption of a closed economy) is potentially @aiding and often inappropriate for
regional analysis.

More important is the difference between how natiomand regional
economies react to specific economic developmémisexample, at a national level
inflation can be tackled (at least in the shortjrumth the use of monetary
instruments such as money supply and the exchatge These instruments are not
available to the designers of regional policies.t@nother hand, regional economies
have available a number of adjustment mechanisatsatle less operative in national
economies. Capital and labour mobility are two sutiechanisms. A high
unemployment region will experience (net) out-migna, as people will, in the

longer-run, move to more prosperous regions incbeaf better employment
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opportunities. Labour supply will decline in thesseprosperous region, even with
sticky wages, thus reducing unemployment in theore@nd resulting in cross-
regional convergence in unemployment réfeBecause international migration is
much smaller than inter-regional migration, at daiamal level this adjustment
mechanism is of minor importance, with the implicatthat a decline in the national
unemployment rate can only come from either a deah the real wage or from real
productivity growth.

Despite the absence of tools available to natipodty, the mechanisms of
regional economic adjustment can guarantee a stabks-regional equilibrium in
well-functioning labour markets, in the sense thay economic shocks (national,
regional or sectoral) will be quickly reduced aneemually eliminated. In other
words, regional disparities in wages or unemployinrates cannot persist for long
periods of time if the adjustment mechanisms dosvald to operate without failures.

The main mechanisms for regional economic adjustmame worker
migration, changes in economic activity rates (labdorce participation), firm
relocation, job creation and destruction, and wagevement$® Among these
mechanisms, the most important and best studiedgsation. As stated above, when
unemployment differentials arise (say, due to a ateinor a technology shock),
worker movements will tend to reduce these diffeadst Much debate exists in the
literature as to which are the main determinantigiration (see for example Harris
and Todaro, 1970 and Greenwood, 1997). Standardatiug theory, based on
gravity models, assumes that workers respond tmmabdifferences in economic

opportunities, moving from high-unemployment regido low-unemployment ones

8 This, of course, is a rather simplistic view oé thperation of regional labour markets, as it duss
account for any dynamic agglomeration or any otuenulative causation effects.

8 Wage movements is both a (qualitative) mechanisadjustment itself and a mediating factor that
triggers changes in other (quantitative) mechanidikes migration.
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(Oliver, 1964). Wage differentials can also gereeraigration, with higher wages in a
region attracting more workers from outside theiaeg Other labour market
incentives to migrate include regional differergial employment growth and labour
force participation rates (Weeden, 1973). In angecgpeople will move from
backward areas to more dynamic ones. Thiseduce labour supply in the high-
unemployment (and/or low-wage) regions, thus radyaunemployment (and/or
increasing wages), until a cross-regional equilitoriis achieved. More dynamic
regions will experience labour supply pressures, #8mas, increases in employment
and declines in wages.

A similar mechanism operates in the case of fieloaation and job creation.
High unemployment (low wages) will create an inoenfor businesses (controlling
for productivity differences) to increase laboundad, thus increasing both wages
and employment. Again, the mediating factor is wagwements. If wages in a high
unemployment region are sticky, the incentive fan$ to increase their demand for
labour in the region will vanish. This leaves warkmigration (due to the
unemployment differentials) as the only viable nagbm of adjustment. Reductions
in labour force participation will also occur (agllvas out-migration), but this is a
much less desirable response to a negative econsimaick and it is thus in the
interest of policy to restrain it.

Unfortunately, the empirics of regional labour kedradjustment offer a much
bleaker picture than the one implied by the abte®itetical discussion. In practice,
substantial unemployment differentials exist anéytrare remarkably persistent
(Blanchard and Katz, 1992; Decressin and Fatash;13feno and Bentolila, 1998;
Baddeley et al., 1998; OECD, 2000). Empirical enmke for the USA suggests that

the impact of a region-specific negative employnsddck will take as much as five
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years to diffuse (Blanchard and Katz, 1992; Bertalad Ichino, 1996). The

immediate response to such a shock is a smallndetii labour force participation

and a larger increase in unemployment. Howeverratian responds rapidly to such
a shock and is by far the most important mechawadjustment. In Europe -and in
the UK in particular- migration responses are muchaller and much slower.

Unemployment differentials have a much longer géegice, even beyond the first
decade (Alogoskoufis and Manning, 1988; Baddelesl.et1998 and 2000; Mare and
Choy, 2001). Migration rates in Europe are a facif those in the USA and so is
the responsiveness of migration to changes in nagiemployment (Pissarides and
McMaster, 1990; Blanchard and Katz, 1992; Thom&®41 Decressin and Fatas,
1995; McCormick, 1997; Baddeley et al., 1998; Maetral., 1999; OECD, 2000Db).

A variety of factors can account for the persiseeaf regional disparities and
the inefficient operation of the adjustment mechars, especially in Europe. Among
those factors that are outside the influence obuabmarket policy, the most
important is housing market arrangements (CamendnMuellbauer, 1998; Oswald,
1999). Other factors include capital market imperéns, uncertainty, the existence
of substantial fixed costs related to migration &neh relocation, the demographic
composition of the population and other non-marfailtural or psychological)
factors. However, empirical evidence suggests thatfar the most significant
impediments to labour market adjustments are mklaidabour market policies and
institutions, most of which reduce the responsigenef wages to differentiated
employment outcomes, although direct effects (m@twages) can also be identified
(Edin et al., 1991; Antolin and Bover, 1997; Mawod Spilimbergo, 1998). The
most pronounced impediment to regional adjustmernheé presence of a number of

wage-setting institutions, mainly related to theusture of the wage bargaining
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system (centralisation, co-ordination), the presen€ unions (union power and
coverage), minimum wage legislation and the replese ratio and duration of
unemployment benefits (via its impact on reservatiages). A large literature exists
that attributes the existence of high and persisteremployment in Europe (in
comparison to the USA) exactly to these factorsyélrd et al. 1991; Bean, 1994;
Nickell and Bell, 1996; Saint-Paul, 1996; Nickdlf§97a; Siebert, 1997).

We will discuss in detail the specific process unalkich these factors act as
an impediment to regional adjustments in the nektiesn. However, it needs to be
stressed here that regional inequalities mightlé@ @aused by factors other than the
persistence of imbalances that are due to econshmcks and inflexible labour
market arrangements. Despite the equilibrating mesms that operate across
regions, regional economies exhibit a significaegre of heterogeneity. For
example, regions can differ in terms of economitcomes, like unemployment and
inflation rates or employment and output growtheyfhmay also be dissimilar in
terms of general socio-economic conditions, likepkEryment-to-population ratios,
female labour force participation, skill compositiand average education levels,
production structures, average firm sizes and im@igomposition of output.

Furthermore, their socio-demographic indicatorsgchsas average family
sizes, urban density and migration may be diffeasnivell. Regional differences may
also be present in social and economic attitudek teaditions, such as attitudes
towards work (or specific patterns of work, for eyde, part-timing and temping),
production effort, labour supply, managerial stgage and entrepreneurship. Such

differences may further be reflected in aspecte lisbour demand and supply

% Regional heterogeneity is the outcome of spatigh®entation, spatial (distance) frictions, variatio
in spatial dynamics and the uneven spatial disiobuof economic shocks (Fischer and Nijkamp,
1987).
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elasticities, investment in human and physical tedpetc. One final significant

source of regional heterogeneity is differencesagio-economic and particularly
labour market institutions (Peck, 1992; Storper939van der Laan and Ruesga,
1998). The traditional and rather persistent creggenal differences in unionisation
rates in the UK (Martin et al., 1996) is one sughmaple of regional heterogeneity in
labour market institutions.

It needs to be noted that the aforementioned ragidifferences may not
always be the outcome of market failures and eat#ies that prevent adjustment
mechanisms from generating equilibrium. Perhaps more appropriate to think of
such differences as systemic and stable. Frompirispective, the interaction (co-
existence) of regional inequalities in a set ofi@oor economic indicators with
another set of regional inequalities may resulaistable inter-regional equilibrium
(see Adams, 1985 and Baddeley et al., 2000, foplsinmodels illustrating this view
and Martin, 2001, for a wider discussion of theugs For example, low relative
wages in a region might be sustained (and not eéited through migration) if this
region offers better amenities that compensate thar low wage§’ Regional
inequalities in unemployment rates may be stabhigii unemployment regions have
denser social networks to assist the unemployedhare Keynesian labour market
institutions to compensate the labour force fohitgher -relative to more prosperous
regions- probability of falling out of employmerRRegional differences in female
labour force participation rates may be stable wlterexisting with regional
differences in female labour productivity, in pretlon structures (industrial

composition), or in urban densities. In technicabreomic terms, this might be

87 Such amenities can be of various forms: locatiofpabximity to ports or other countries),
environmental (cleaner air and less congestiosjititional (job security or higher labour standgrd
or cultural (entertainment attractions).
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regarded as typical of the existence of convergehdas at a regional level (Quah,
1996).

Our knowledge of how important such factors are iepglly for the
persistence of regional disparities is not yetyfuleveloped. However, it seems clear
that, at least to some extent, regional econonspatities can be self-sustainable
even in the most efficient labour markets and thrasuch a case, not much can be
done to remove them. To be clear about it, if aioregexperiences higher
unemployment due to the existence of relativelysdersocial networks and family
support traditions, it would be socially undesieafir policy to destroy such a social
infrastructure in order to increase the respon@ssrof migration to unemployment
(and thus eliminate the regional unemployment ckfiiéials).

Before closing this section, a brief discussiorsome other impediments to
regional adjustment must be added. Numerous studigse shown (e.g., Gordon,
1995; Mauro and Spilimbergo, 1998; Bailey and Tur2®00) that the probability of
migrating, as well as the elasticity of migratiandhanges in employment, are not
constant across different sub-groups of the lalborae. Skilled and more educated
workers are more likely to migrate and so do malagle and relatively young
workers®® If average human capital declines with out-mignatithen the decline in
labour supply in a high unemployment region willt feelp improve economic
conditions there. The decline in the quality of Winerkforce will reduce productivity
and thus increase unit labour costs, making the lass attractive to new firms. This
will keep wages low and unemployment at relativelyh levels. In such a process,
the high-unemployment region will experience atlartdecline in economic activity,

while more prosperous regions will expand fastdrisTwill create a cumulative-

8 Evidence also suggests that these workers tendamigrate faster and further.
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causation effect and cause further regional divesgeThe presence of institutional
or other impediments to regional adjustment, int tbase, can act in favour of
achieving a stable cross-regional equilibrium (8sm®th and Chatterji, 1998 and

Faini, 1999, for technical discussions of such psses).

6.4. Theregional dimension of labour market flexibility

We saw in the previous section that a number @inehts related to labour
market flexibility (e.g., unions or unemploymentieéts) can act as impediments to
the mechanisms of regional adjustment. In thisiseaete will discuss the mechanics
of this process and examine under which specifisuraptions flexibility can
accelerate or hinder regional convergence. Befoiregdso, it is important to examine
first how the levels of labour market flexibilityag vary in space, given uniform

(national) regulations in the labour market.

6.4.1. Regional variations in labour market flexiity

We argued in the introduction of this chapter tathough labour market
(de)regulation is a national policy, it can alsoused (as it seems to have been the
case in the UK) as an instrument for regional eoanqolicy. This perspective is
under the assumption that the effects of a unifderegulation policy will exhibit
regional variation and, more importantly, will tger cross-regional dynamics that
will activate the mechanisms of regional adjustmeHbwever, the regional
importance of labour market regulation is not Ieditto the regionality of its effects.
Despite the national character of labour marketileggn, the application of such
regulations exhibits considerable regional varighiwhich is related to the existing

patterns of cross-regional heterogeneity. In otherds, the particular ways in which
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these policies are applied and the actual levetkexibility that obtain in each region
depend on and reflect the specific characteriginial conditions) of each region.

In practice, most of the labour market policietaterd to factors that we
identify as elements of labour market flexibilityeaconstant across space (in nominal
terms). Minimum wages, the levels and duration @feraployment benefits,
regulations regarding working conditions and wonkaagements, fire-and-hire
legislation, regulations on worker representatights and on trade unionism, are all
decided at a national level and are applied evémbughout the country. Only a few
elements show regional variation at this level,luding housing regulations and
factors related toskills-acquisition (active labour market policies, training
programmes and vocational education).

On the other hand, the local responses to unifabour market policies (i.e.,
the observed levels of flexibility) are variableable A.6.1 (see Appendix) presents
the full list of labour market flexibility elementsresented in chapter two, looking
this time at their regional variability and prowidi a description of the main causes
for this variability (last column)Work arrangements (temping, part-timing, sub-
contracting, multi-tasking, etc) depend on the aattand labour force composition
of each regional economy, on specific demand pressand profit margins, as well
as on family structures and other socio-demograpbidditions.Labour standards
(representation, holidays, etc) depend on factoch sis union power, the degree of
co-ordination between the management and the wadfdhe share of the services
sector on total regional employment, and the palgrceconomic conditions in the
region (e.g., demand pressurdghionism, too, varies with sectoral and occupational

composition (for example, manual labour-intensigeupations are traditionally more
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unionised), but it is mainly dependent on the doatdtudes and history of each
region.

Regional, sectoral and occupationability, as well as mobility between jobs
(job tenure) will mainly depend (for given economgonditions) on the skKill
composition of the labour force and the diversityhe production structure of each
regional economy. Theage easticity of unemployment will in general reflect the
heterogeneity of regional economies. The existefi@durces of incomes alternative
to the wage (i.e., capital rents), strong soci&voeks and high reservation wages in
some regions will tend to reduce the flexibility whges in their economies. The
duration of unemployment benefits is probably the only element that is universally
applied, although regional variations in long-teumemployment rates might create
regional variations in the importance of benefitadion. The levels of unemployment
benefits (eplacement ratio), however, will depend on the average wage of each
region, as well as on the regional family structursince replacement rates are
decided nationally and vary with family size. Mastportantly, of course, they will
depend on regional price levels and, more pregisgiycross-regional differences in
price levels. Finally, the reahinimum wage will be regionally variable, as minimum
wages are -most of the times- set at a national,levhile average wages and price
levels vary among regions (or even among placdsmiegions).

Regional variations in labour market flexibilityf, ourse, will in turn produce
regionally variable economic outcomes. The comimnabf variable labour market
flexibility landscapes and regionally uneven labonarket regulation effects can
constitute a fairly complex picture of regional dalb market interactions and
dynamics. Modelling all of these interactions wouddjuire a full model of regional

and cross-regional social and economic behavioumething that is beyond the
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scope of our study. At a technical level, such clieapons will be considered and
dealt with in chapter eight, where the empiricadlgsis of labour market flexibility

and regional economic performance is presentethdmemainder of this section we
discuss the implications of labour market regulatend flexibility on regional

economic performance and regional disparities, ifgplt the impact that (in)flexible
labour market arrangements have on the mechanismegional adjustment. In the
next section we expand this discussion, examirtegrégional effects of a negative
demand shock in a rigid and in a flexible labourkef as predicted by the model
developed in chapter five. Inevitably, this discossis limited to the effects of

flexibility in labour standards, as this is the dscof our model. Many of the
inferences made, however, are also applicable heratlements of labour market

flexibility, the effects of which are discussed k&ss technical terms- next.

6.4.2. The impact of flexibility on regional adjusient

There are two broad cases that it is interestingxamine. The first follows
the discussion of the previous sub-section anddoak the impact that regional
variations in the levels of flexibility will havenoregional disparities. The second
assumes that the levels of flexibility are constrbss space and examines regional
adjustment to a region-specific negative demandlsheshen labour market rigidities
are present. Other scenarios (e.g., the effecta nkgative shock in a relatively
flexible and in a relatively rigid region, or ofreational shock) follow directly from
these two cases and are thus not examined hereaEbrof the two cases, we discuss
separately the role of flexibility in the determiloa of wages and of labour-input
flexibility (see chapter two for definitions of the terms), because of the differences

in the mechanisms that are of relevance for eatdyosgy.
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6.4.2.1. Regional dynamics when flexibility differs across regions

To examine this scenario, assume that the two megioe in equilibrium and
that tight regulation guarantees the equalisatiothe regional levels of flexibility.
Assume now that deregulation occurs, so that tleldeof flexibility rise in both
regions. With regional differences in socio-cultusharacteristics (e.g., family sizes,
attitudes towards flexi-working) and economic stuwes (e.g., firm sizes and sectoral
compositions), it is expected that the actual kel flexibility that will obtain after
deregulation will differ between the two regionowever, the slopes and positions
of the labour demand and supply curves in eachomadjilabour market will not
change, as far as the assumption that labour dearahdupply are both functions of
labour market flexibility (as was shown in the mibdeveloped in chapter five) is
relaxed.

Under these assumptions, following deregulationgegsaand unemployment
rates will be the same in the two regions, but mggon (say, A) will have a more
flexible labour market compared to the other (sagjon B). Let us first consider the
case of flexibility in wage determination. With hegy flexibility in its labour market,
region A will become more attractive to potentiad@oyers (firms) but less attractive
for workers. To the extent that attractiveness gere cross-regional flows of factors
of production, it should be expected that firmd v&hd to relocate to region A, while
workers will tend to migrate to region B. Thus,dab demand will increase in A and
decline in B.

In contrast, labour supply will increase in B aratlthe in A. This will lead to
a wage increase in A and a fall in wages in red@onhe less flexible region. The

employment effects in the two regions are ambigususce they depend on the
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slopes of the demand and supply curves, as walhae relative sizes of worker
migration and firm relocation. (i.e., the shifts thie two curves). This process will
generate regional wage differentials, with higheges in the more flexible regions.
These differentials will be stable, since they wwflect regional differences in
productive amenitie®

Now assume that deregulation leads to regionaladisps in the area of
labour-input flexibility, again with region A exhting the higher levels of flexibility.
As was the case with flexibility in wage determioat labour-input flexibility can
only be seen as a productive amenity, since we hasemed that it does not affect
the shape of the labour demand and supply curmethid case, again, firms will be
attracted by the more flexible labour market (reghy, thus increasing their labour
demand there. However, this time region A will berenattractive also for workers,
since higher levels of labour-input flexibility inyphigher employment opportunities
(increased “employability”{® Thus, under our assumptions, region A will also
experience an increase in labour supply. This m®aceill result to a decline in
economic activity in region B and in an expansibemployment in region A* This
time the wage effects will be ambiguous, as thely @epend on the slopes of the
labour demand and supply curves and on the relaiges of firm relocation and
worker migration. As was the case before, whatesgional differentials obtain, they
will be stable, since they will reflect regionalffdrences in productive amenities,

rather than represent a temporary imbalance.

8 Also, these will be compensating differentials avitl not reflect differences in labour productiyit
between the regions. It is interesting to keepithiwind during the empirical investigation. A nége
correlation between wages and flexibility at thgioeal level might simply reflect the amenity-
character of flexibility (and, thus, the existermfecompensating differentials) and should not bea
without doubt to imply lower labour productivity iigid labour markets.

% If one assumes that labour-input flexibility is atimactive for workers (e.g., due to lower
employment security), then the final effect will &g in the previous case.
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It is necessary to note at this point that the exasponses of firms and
workers to regional differentials in the levelsfl@xibility will in reality depend on
the reasons that made these differentials posdtbleexample, if these differentials
are mainly due to regional differences in firm siznd sectoral shares, one should
expect responses from the side of the firms (rélocpto be minimal. Conversely, if
they are due mainly to regional differences in veosk preferences (and factors like
family size and structure, or occupational sham@sg, should expect that the workers’
response (migration) would be less important. Hawewhe general patterns
identified in the discussion above will still hol@thus, the main conclusion to be
drawn from this analysis is that, under the assionpt made, labour market

deregulation can lead to stable (permanent) regeotmomic disparities.

6.4.2.2. Regional imbalances with homogenous levels of flexibility

As we discussed in section 6.3 (and technicallisitiate in section 6.5), when
a region is hit by a negative economic shock, endghsence of any labour market or
other rigidities, a number of mechanisms are atgtvdmainly migration) that help
bring the regional economies into a new equilibridine presence of inflexibilities in
the determination of wages (i.e., high and longiteanemployment benefits,
minimum wages protection, high unionisation rated eentralised wage bargaining
structures) makes such adjustment mechanisms pesative.

Imagine a region that is hit by a region-specitormomic shock, which results
in higher unemployment. The newly unemployed wilbwn have to choose

(considering for simplicity but without loss of gemality a two-period situation)

°1 Note here that, following our analysis, wage-dmiantion flexibility tends to create regional wage
differentials, while labour-input flexibility tends create regional differences in employment rates
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between (i) staying in their region of residen@ggeiving an unemployment benddit
and having a probabilityl-uy of returning to work in the next period, and (ii)
migrating to a lower unemployment region, whereythl receive a wagev>b with
probability 1-u. and an unemployment benefitwith probabilityu. (whereu, <uy),
bearing at the same time a migration (adjustmesghac Obviously, with rigid wage-
setting institutions, wage adjustments -if any-l\wg slow. Firms will face higher-
than-expected wages and so employment will dedinenore than what was due to
the initial shock. Given this, some firms might oke to relocate to another region,
further reducing labour demand in the troubled aegiClearly, to generate regional
adjustment, more out-migration is now necessargn ttvhat would be originally
required, should wages were more responsive tslibek. However, with generous
unemployment benefits, the incentive for workersnigrate is diminished® Even if
wages do actually fall, unemployment benefits vatlll restrain out-migration,
especially so since the wage decline will incregbe importance of the
unemployment benefit (i.e., the replacement rasiee-Table A.6.1).

In any case, irrespective of whether wages in igh hnemployment region
fall or not, or of the assumption regarding perfambwledge about the conditions in
the two regions, the probability of migrating wilé inversely related to the level of
the unemployment benefit. At an extreme case, highly generous unemployment
benefits such that=b, the newly unemployed will not migrate even if oy@oyment
in another region is zero! Even if they are actuaffered a job, their net returns from

migrating will be lower than those from staying (e dole!):b>w-c. Hence, at low

%2 For direct empirical evidence on this, see Antalil Bover (1997).
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levels of flexibility, unemployment will be susta&d in the region and regional
unemployment differentials will emerg@.

A policy designed to reduce regional inequalitias try and direct investment
towards the high unemployment regions or providgaming to the unemployed to
improve their probability of finding a job in theawn region. An alternative (and
more cost-effective) measure would be to lower tt@due and duration of
unemployment benefits (at a national scale), sbttlebarriers to migration can be
lifted. In fact, this is what has happened in th€ $ince the early 1980s. Under this
perspective, labour market deregulation, althoughational policy, can have a
regional impact by improving regional economic atijuent processes and fostering
regional convergenc¥.

In contrast with flexibility in the determinationf ovages, labour-input
flexibility allows adjustments from within the regi. With high levels of flexibility, a
negative economic shock will result in comparatvgieater job losses, but the laid-
off workers will be more likely to get a (flexiblgdb somewhere else in the regional

economy. Thus, one can think of labour-input fldkipas a device that helps reduce

% Interestingly, the same effect can be triggerethlyimplementation of active labour market pokcie
(ALMPs), which substitute for traditional passivelipies. A number of studies have shown that
ALMPs have significant lock-in effects, similarlg passive labour market policies, by decreasing the
unattractiveness of unemployment and thus redutiegncentive to migrate (Edin et al., 1991; Butner
and Prey, 1998; for contradicting empirical evidesee Fredriksson, 1999).

% Of course, such an analysis assumes that migrasites are constant across different groups of
workers. Relaxing this assumption, it can be shdwat out-migration from the high unemployment
region (or, equalisation of unemployment rates)sdoet guarantee the amelioration of economic
performance in this region (see Faini, 1999). As finobability of migration increases with skills
(Mauro and Spilimbergo, 1998), it is possible tadbw unemployment benefit might drive the most
skilled out of the backward region, lowering labguoductivity there and hindering its prospects for
economic recovery (assuming that the unemploymengetit-to-wage ratio is constant across skill
levels). Furthermore, the prospect of migration gake the unemployed reluctant to invest in tragnin
and acquire new skills, while a well-administeregimployment benefits system (which could include
compulsory re-training and job-brokering) mightgheicrease human capital and employability for the
temporarily unemployed. In such a way, unemploynimrtefits may act as a temporary measure to
retain the most skilful inside the high unemploymesgion and turn a plight (unemployment) into an
opportunity (skill-acquisition).
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the impact of a shock, rather than as somethingatbeelerates the adjustment to it,
as was the case with flexibility in the determioatof wages.

To examine the process under which labour-inputitigs affect regional
adjustment, imagine now that a region is hit byegative demand shock, while the
(national) labour market is inflexible in terms d&bour-input adjustability
(regulations on temping, firing costs, etc). Iinfs, following the negative demand
shock, cannot adjust their levels of employmentlygasdjustment can only occur in
the form of job destruction (firms going out of mess) and reductions in waggs.
Job destruction will not be followed by firm reldican (to another region) and thus it
will cause an absolute fall in welfare. In contraee downward wage adjustment (if
possible) will create an incentive for workers td-migrate. If, however, the existing
labour-input inflexibilities include (the lack of)sectoral, occupational and
geographical mobility, adjustment will only be pakt Inward investment (firm
immigration) will also be insufficient, since labeimput flexibility is assumed to be
low in all regions. In such a case, the regionaxfus will experience an absolute
decline in economic activity, with lower wages dngher unemployment. This result
will not be cumulative, but it will be permanentg#in, the conclusion is that

flexibility assists regional adjustments and, tiregjonal convergence.

6.5. Deregulation in labour standardsand regional dynamics

Our discussion in the previous section assumetthigaelasticity of labour
demand and supply was not affected by changesgmn@ differences in the levels
of flexibility. Rather, labour market rigidities e an external factor that affected the

decision to migrate to or to invest in another eagiln other words, the analysis was
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conducted within the framework of a standard peréeenpetition model (with two
regions). In this section we want to see how flaiybis predicted to affect regional
adjustments and equilibria when one employs thendiaork developed in chapter
five. We want to investigate what happens to negliaisparities when labour supply
and demand are assumed to be functions of labandards. For simplicity, we will
assume throughout this section that our two regamashomogenous (in both socio-
economic conditions and levels of flexibility) artdat the only labour market
rigidities present are those related to labourdsiests. Our analysis will examine the
effects of a region-specific negative demand shoskg the simple model developed
in section 5.3, in order to avoid the complexitiggt arise from introducing
unionisation (as in section 5.4.1), labour markealdy (as in section 5.4.2), or
unemployment benefits and minimum wages (as inseét4.3).

Assume initially that labour market regulatiorvesy strict, so that all firms in
all regions have identical levels of labour staddafset at a high value). With no
further frictions and rigidities, the regional lalyanarkets will be in equilibrium, as
migration will guarantee the equalisation of thergimeal product of labour and
unemployment rates throughout the country. We d&scthe cross-regional
equilibrium in Figure 6.1. Regions A and B are gqu#ibrium, with identical wage
rates Wwa=wg) and employment, and hg, respectively. Assume that a negative
demand shock hits region B, causing labour demandave to the left (fronDg to
Dg’). With clearing markets, wage rates in B will fadl wg’, triggering worker

migration towards A?

% This observation shows how important other fornfs flexibility (in this case, financial
liberalisation) are for regional adjustments, astan the presence of labour market rigidities.

% Because the present analysis is in terms of labours, it is more precise to think of the adjusime
process in terms of commuting rather than migrattéowever, this makes no difference in terms of
the results obtained.
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Thus, labour supply in B will decline (froldg to Ng’), while it will increase
in region A (fromNa to Np’). Out-migration from B will continue until a new
equilibrium is reached (awp’=wg”). The new equilibrium will be stable and the
initial shock will be absorbed by a general declineemployment and wages
(Wa=wg>Wa'=wg" ) and a redistribution of employment from B to”AThus, with
fixed and constant-across-space levels of flexyhind labour market rigidities not
affecting the decision to migrate, the regionaliatinent process is identical to that in
the case of perfectly flexible labour markets (agswdescribed in section 6.3),
although the welfare loss will be greater due ® steepness of the demand curves

and the fact that firms cannot adjust their lalsiandards to optimal levels.

Figure6.1.: Theimpact of a negative shock in arigid labour market
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Assume now that regulations regarding labour stedsl are removed,
allowing firms to set labour standards at their gwafit maximising levels. As was
shown in chapter five (see Figure 5.2), this wabult in an inward shift of the labour

supply curves in both regions, while the labour dechcurves will become flatter.

" However, it must be noted that the overall emplegiross will be greater the more inelastic the
labour demand or, in other words, the higher thellef labour standards.
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Again, we assume that region B is hit by a negatieenand shock, so that it
experiences a decline in labour demand and, hemeege rates. However, this time
migration is not the only mechanism activated. Aglas out-migration, lower wage
rates trigger changes in the optimal level of lalsiandards (as shown in eq.(13) in
chapter five). This will in turn affect the slopétbe demand curve (consistent with
ed.(6) in chapter five) and the position of theolabsupply curve (consistent with
eg.(23) in chapter five). Thus, changes in thellef¢éabour standards are in this case
(in a flexible labour market when labour standaatfect labour demand and supply)
an additional mechanism of adjustment to econonhoclss. Although it is
conceptually plausible that any of the two adjusttmmechanisms (migration and
changes in labour standards) can respond fastes,nttaking the other unnecessary,
first we take the view that migration movementsibilsome hysterisis (say, because
of uncertainty or convex adjustment costs). Thi$ also allow the clearer exposition
of the process under which changes in the levelsalobur standards act as an
adjustment mechanism. Relaxing this assumptionafloding for both mechanisms
to adjust partially and simultaneously, does nange the quality of the results we
obtain.

As can be seen from Figure 6.2, the negative dershock will be expressed
as a shift of labour demand in region B to the (&tim Dgg to D4g). This will bring
the wage rate in this region temg<wpg, creating regional wage differentials.
However, while workers will take some time to stamgrating towards region A in
search for higher wages, lower wage rates in reBiowll force firms to reduce the
level of labour standards they offer, so thatsos=Sa. Thus, the new labour demand
curve in region B will become flatter (likB,g). Lower levels of labour standards,

though, will also lead to a decline in labour syp@ffom Nog to N;g) and thus in a
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relative recovery of wage rates in regionviag>w;g). The latter will make the two
curves move back towards their original positiocRise whole process will continue
as an oscillating convergence process as was dedan section 5.3.3, until a new
equilibrium is reached. In this new equilibrium tihavage rates and employment will
be below their initial levels (i.ewss andhgg such thatwvog>wsg>wig>Wo5 andhog>
hsg>h,g). Note that since the migration adjustment is sigwthe equilibrium in

region A will not yet be altered (thusipa> Wsg).

Figure6.2.: Partial adjustment in aflexible labour market (region B)
Wage-rate

Labour-hours

Key: equilibrium: e, initial; m, immediate responsehk , secondary response; final.

At the new equilibrium both wages and labour séadd will be higher in A
and thus utility will also be higher therd {>Ug, becaus&a> wsg andsa>s;g). Thus,
workers will eventually move from region B to A,idng wage rates up in B and
down in A (asNga moves toN;a andN3zg moves toN4g ; not shown). The new wage
changes will start bringing the two regions to gnikbrium, but will also cause new
changes to the levels of labour standards offeretithus to the slopes of the two

labour demand curves. This time, however, laboandsdrds will move in the
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opposite directions in the two regions, moving ab®y in region B Dg* is steeper
thanD3g) and belowsya in region A Da* is flatter tharDpa). The partial adjustments
will continue, again with an oscillating convergengrocess, until a stable
equilibrium is reached, with wage rates and lalstandards becoming equal in the

two regions a* =wg* andsa*=sz*).

Figure6.3.: Cross-regional adjustment in aflexible labour market

Region A Region B
DOB

ha* hOA hg* hsg hos

Key: equilibrium: @, initial; 4, after the shock / before migratioh;, final cross-regional.

Figure 6.3 presents the cross-regional adjustntettie new equilibrium. At
this new equilibrium both regions have lost empleyt Moreover, wage rates are
lower compared to the situation before the shoaduwed, but are higher compared
to a case where labour standards were not allowegry or before migration took
place (va s>Wa g*> W3g>Wig). Thus, again the impact of the region-specifiockhis
diffused in the national economy through migratias, was the case in the rigid
labour market (see Figure 6.1). However, this timath flexibility in the
determination of labour standards, the impact shack is larger, as it is magnified

by changes in the levels of labour standards.
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Now let us assume that migration can occur simabtasly with changes in
the levels of labour standards. As was the caserdethe shock will reduce wage
rates in region B, leading to a further reductionlabour standards. This time,
however, while labour standards in B decline, otgration will also occur, limiting
the decline in the wage rates. It follows that deeline in labour standards will also
be less dramatic. The limited fall in the levelslafour standards will nevertheless
reinforce out-migration, making regional adjustmeémbugh migration even faster.

Before closing this section we need to note that stable cross-regional
equilibrium is only reached under a number of reste assumptions: (i) that there
are no rigidities in the two labour markets, afian the original regulation in labour
standards (which is removéd)(ii) that the two regions are homogenous in teahs
socio-economic conditions and characteristics dokbwing that, in terms of the
optimal levels of labour standaf@s(iii) that workers are homogenous in terms of
skills and in terms of the utility they derive froangiven level of labour standards;
and (iv) that migration is the major of the traagiital adjustment mechanisms (e.g., as
opposed to changes in labour force participati®elaxing these assumptions will
affect the nature of the equilibrium reached. Faareple, if we allow for regional
heterogeneity, as discussed in section 6.3, aestplilibrium can be reached with
one region offering higher wages and another ofterhigher levels of labour
standards. However, even in such a case, the wotesljustment through changes

in the levels of labour standards described abawd, changes in the slope of the

% If we assume, as in sections 5.4 and 6.4, that thee other inflexibilities in the two labour matk
that hinder migration (e.g., unemployment benefithlen the result will be persistent regional
differentials in both wages and labour standards.

% For example, dropping this assumption, one coulihene how the cross-regional equilibrium is
altered if new regulations in labour standardsiamgosed (starting from an initial condition of no-
regulation) and regions are allowed to responcehfiitly to the new regulations (say, with one sagtti
labour standards at the regulation levels and armgksetting them above that level).
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labour demand curve and in the position of the dabsupply curve generating
oscillatory convergence (within each region thisx@j due to the cross-regional
heterogeneity), will still operate.

To remove regional disparities, policy-makers widve to choose between
two options for regional policy. One option wilelto induce a socio-economic
restructuring in both regions so that heterogenatyemoved and both regions
become equally flexible (in terms of labour stanldasffered). This will also equalise
wages, but cannot be achieved through deregulasimme labour standards have
already been set at profit-maximising levels. Thteraative option would be to
introduce new regulations in the labour marketthsa labour standards are equalised
in the two regions (by moving upwards). This widljn wages converge, but it will
destroy some employment in the more flexible reginrany case, however, although
policy intervention can achieve a more equal distion of economic opportunities
across regions, it does not guarantee an over@éase in economic efficiency or

welfare.

6.6. Concluding remarks

The purpose of this chapter was to examine laloarket flexibility and
deregulation from a regional perspective. Such rapgeetive is rarely found in the
relevant literature. If, as we noted in chaptee fia holistic analysis (a general theory)
of the economic effects of labour market flexilyilis undeveloped, the regional
economic analysis of the issue is missing entir®iyly a few attempts to model the
regional dynamics of specific labour market ingittns exist in the literature (see for

example, Faini, 1999), while many studies undenigldross-regional analyses treat
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regions as simply a different unit of analysis eatthan as a system within a national
economy (for example, Adsera and Boix, 2000).

However, the analysis employed here is not meastibstitute for the paucity
of regional economic research on labour market latigm issues. Rather, our
intention was to provide a framework under whicle impact of labour market
rigidities (or of their absence) on regional adjusnt and on economic outcomes can
be understood and investigated. After reviewing #pecificities of regional
economies and the mechanisms of regional adjustimetiie absence of labour
market rigidities, we proceeded to highlight aragrof dynamics that can emerge at a
regional scale when various forms of labour markgidities are present. In this
context, we extended the predictions of the modekbtbped in the previous chapter,
to examine the impact of a region-specific negageenomic shock when labour
standards are fixed by regulation and when theyboeed to vary (flexibility).

The most interesting question requiring an answehis type of analysis is
the role of labour market flexibility and deregudat for regional economic
performance and regional convergence. As we nqtidgedre is an implicit
assumption, evident in the implementation of labmarket deregulation policies,
that flexibility in the labour markets fosters regal convergence. This assumes that
market forces can restore any regional disequdlibnd that labour market rigidities
are the only externalities in the economy. The assi spatial heterogeneity,
discussed in section 6.3, is apparently not acealfdr in such a perspective, as this
rules out the possibility for regional disparitiés be stable and systemic. We
mentioned earlier that such an equilibrium is cotpba with the notions of
conditional convergence and convergence clubs, lwihiave gained a place in

economic orthodoxy over the last decade.
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Our discussion in this chapter revealed that esirg labour market
flexibility allows the mechanisms of regional adjuent to operate faster (e.g.,
labour-input flexibility) and more efficiently (e,gwage-determination flexibility),
thus fostering regional economic convergence. [eugrtihat labour market flexibility
itself constitutes an additional adjustment mectranthat can reduce the impact of
economic shocks and, thus, make the adjustmenboéd tmaditional mechanisms less
dramatic. However, once spatial heterogeneity dred existence of a number of
frictions in the labour market are assumed, lalmarket deregulation and flexibility
can be shown to have adverse regional economicteffén other words, if the
operation of regional adjustment mechanisms gemenatnulative-causation-type of
effects, leading to regional divergence (due toptesence of market imperfections,
regional heterogeneity, or agglomeration economid®n labour market flexibility
will only reinforce this process. Such a perspectsuggests that, perhaps, in the
presence of externalities and market failures, daboarket institutions act to assist
backward regions and prevent regional disparitresnfexaggerating further. The
argument about labour market regulation being aorsdtest policy, given the
imperfections of the markets, has been explicittgdm in some of the neo-
institutionalist literature on labour standardse(§&engenberger and Campbell, 1994)
and was sufficiently discussed in chapter threeeréstingly, the observation that
labour market flexibility can, under some spec{fitit plausible) conditions, lead to
regional disparities in incomes and unemploymetdsraesembles the observation
that labour market flexibility exacerbates crossspaal wage inequalities. The latter
is a rather well established empirical finding, @iis also supported by our

empirical investigation of chapter four.
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With these considerations, we proceed in the mext chapters with the
empirical investigation of the relationship betwelabour market flexibility and
economic performance at the regional level in tle b chapter eight we turn at the
econometric investigation of the regional economeifects of labour market
flexibility, controlling for the cross-regional dgmics that were identified in this
chapter. For example, we explicitly test the asdionghat higher levels of flexibility
in a region generate wage increases in the samenrdmut reduce wages in
neighbouring regions (as discussed in sub-sectib2.6)'%°

The main investigation, however, undertaken in tdragight is about the
direct effects of labour market flexibility on regial economic performance. For the
purposes of this investigation, we split labour kearflexibility into its constituent
elements (as discussed in chapter three) and igasstthe individual impacts that
each of these elements has on productivity, wagraployment and output growth,
wage inequalities and investment. Special focugvien on the relationship between
productivity, migration and unemployment insuraraediscussed in 6.4.2.2.

Before that, in chapter seven we measure the \@ar@dements of labour
market flexibility in the UK regions and examineethariation over time and across
space of the levels of flexibility. Revealing thetent of regional heterogeneity in
labour market flexibility and its path over timeHether it is declining or not) can
inform us about the efficiency of the mechanisnstuassed here. Also, it can inform
us about the presence of other impediments thatepteenhanced flexibility from

triggering regional adjustment and reducing rediairsparities.

19 we examine such spatial interactions by modelpgtial autocorrelation explicitly, through
various distance decay functions, but also by atigwfor more general forms of spatial
autocorrelation and heteroskedasticity. We prowddéiscussion of the economic interpretation of the
spatial lags (spatial autocorrelation) and thestriiution in chapter eight.
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APPENDI X A.6.: Regional variation of labour market flexibility

Table A.6.1: Theregional variation of the elements of labour market flexibility

Elements of Regional variation Sour ces of regional variation

flexibility policies | outcomes
Holidays No Yes Union power, co-ordination,
Lunch breaks No Yes socio-economic conditions,
Paid leaves No Yes sectoral composition
Representation rights No Yes Union power, co-ordination
Right to organise No Yes and social traditions
In-job occ. mobility No Yes
Job demarcations No Yes Union power, co-ordination and economic
Multi-tasking No Yes conditions
Working conditions No Yes
Dismissal protection No Yes
Empl. protection No Yes Union power and co-ordination with
Co-ordination No Yes management
Decentralisation No Yes
ALMPs Yes -
Educational levels Yes - Spending decided at the sub-regional levg
Job-related training Yes -
Union coverage No Yes Social attitudes,
Union density No Yes sectoral composition
Union power No Yes Social attitudes
Job mobility No Yes
Occ/nal mobility No Yes Sectoral, occupational and other regional
Regional mobility No Yes differences, skills composition, economic
Sectoral mobility No Yes conditions
Homework No Yes
Part-time No Yes Sectoral composition, socio-economic conditio
Casual No Yes
Job-sharing No Yes Sectoral composition, social conditions
Seasonal No Yes Sectoral composition, regional peculiarities
Fixed-term No Yes
Sub-contracting No Yes Sectoral composition,
Task-contracting No Yes economic conditions
Overtime No Yes
Irregular hours No Yes
Weekend-work No Yes
Working week No Yes Sectoral composition
Shift-work No Yes
Health/safety rules No Yes
Wage elasticity No Yes Regional heterogeneity
Replacement ratio No Yes Variation in average wagesfamily sizes
Minimum wage No Yes Regional variation in averagayes
Benefits duration No No Variation in long-term uroyment rates
Housing flexibility Yes - Housing regulations aethub-regional level

Notes: The two levels of regional variation (columns twad three) are (1) regionally varying

policies; and (2) regionally varying application thfe regulations or regionally varying degrees of
flexibility. Empty cells illustrate that a non-unifim (region-specific) policy cannot have a uniform
(nation-wide) application.
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CHAPTER SEVEN

FLEXIBILITY INTHE UK REGIONS

7.1. Introduction

It is a widely accepted that labour market flelipihas advanced over the last
two decades in many OECD and other economies. thdeehas been discussed in
detail in previous chapters, the 1980s experiercgtbbal shift of economic policy
(as well as political ideology) towards the relamatof the rigidities imposed in the
labour and product markets over the period of Keiare regulation and Fordist
development. The perception of policy interventias a necessary condition for
controlling economic outcomes was replaced by aertiberal view (neo-liberalism),
the perception of policy intervention as detriméntaeconomic development and
prosperity. This underlined the belief that marfketes, when left free to operate, can
lead to optimal economic (but also social) outcored that policy intervention can
only distort the market clearing equilibria by geateng unemployment and lowering
the rates of economic growth.

Under such considerations, labour market dereguldiecame a major policy
priority. A number of measures were introduced r@axed) in many countries to
facilitate the flexibilisation of their labour maets. The UK in particular experienced
a significant shift away from the government pratadsm regime of the 1970s, for
political as well as economic reasons. During tB80k Thatcherism provided the
political and ideological platforms for the deregfidn of labour relations and the

flexibilisation of the UK labour markets. The trenwards labour market
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deregulation continued (and in some cases, inted}iin the following Conservative
governments and, more importantly, in the new Lalgmvernment.

Although in more recent years legislation has bieémmduced attempting to
re-regulate some aspects of labour relations (&hg.re-introduction of a national
minimum wage and restrictions introduced over #mgth of the working day and
week), labour market policies still aim at the flksation of labour markets (in
some respects, increasingly so). Table A.7.1 (§@eeAdix A.7.1) reviews the main
labour laws introduced in the UK since 1979, withpacial emphasis on their effects
on trade union power. As can be seen, these lansittded a direct attack on labour
rights and have increasingly facilitated the remi@fawhat have been perceived as
the main labour market rigidities.

From the beginning of the 1980s, the 1980 Employm&at imposed
restrictions on the rights to strike and to organisa trade union and removed some
of the benefits related to unfair dismissal andematy rights. At the end of the
decade, the 1989 Employment Act further restriciech rights and imposed clauses
that reduced job and employment security (dismigsatection and redundancy
payments). Although the 1993 Trade Union Reform Bngployment Rights Act re-
defined or re-introduced some of the employmenttsigelated to maternity leave
and dismissal protection, the same act completbhlished the Wage Councils
responsible for the determination of minimum levels pay (although only for
overtime and hourly wage rates and for only a feaupations, since the 1986 Wage
Act). More recent Employment Acts (e.g., 1996, 1988ve re-introduced some of
the previously removed employment rights. Nevedb®l labour market flexibility is

still a priority for the Labour government.
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The advance of labour market deregulation overldbetwo decades is not
necessarily a proof of increased labour marketilfiety. Indeed, as our earlier
discussions illustrate (especially the model dgwedbin chapter five), labour market
deregulation is often a necessary but rarely aicsefit condition for the
flexibilisation of labour markets. With respectttee situation in the UK, however, on
aggregate, it seems that labour market deregul#iiggered substantial increases in
labour market flexibility. Trade union density ihet UK declined from a global
maximum of 54.8% in 1978 to a 60-year low of 31.1961997 (Asteriou and
Monastiriotis, 2000). Some authors have argued ‘that vast bulk of the observed
1980s decline in union density in the UK is dueh® changed legal environment for
industrial relations” (Freeman and Pelletier, 199056), rather than business cycle
factors (Disney, 1990), or changes in social atéss The replacement ratio fell by
more than 35% in the period between the late 1@ndsthe early 1990s (Barrell et
al., 1994). According to the findings of Minford@&Riley (1994), the responsiveness
of the unemployment rate to the level of unemploytriEenefits more than doubled
over the same period. With respect to within-jobbifity and task (functional)
flexibility there is evidence (for the 1980s) toggest that they have been rising
(Daniel, 1987; Elger, 1991), although not as fastnaight have been expected.
Flexibility in labour standards (understood as #drawal of labour rights such as
maternity leave, paid leave and holidays, dismigmatection and employment
security) has also increased, but thus far thezdimited (if any) empirical attempts
to associate labour market deregulation to thislimecin employment rights.
However, it is clear that labour market flexibilityn the form of lower labour

standards, increased casualisation of work (paxeis, temping, home-working and
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sub-contracting), reduced job security and the- Iikas on aggregate increased in the
UK over the period of labour market deregulatt8h.

Together with the shift of labour market policy &nas higher labour market
flexibility, as stated in chapter six, regional romic policy shifted towards the same
goals. From the early 1980s, the conduct of redipolcy reflected the belief that
regional inequalities and poor regional economidgomance can be alleviated by
the natural adjustment mechanisms of the laboukehaiio improve their efficacy,
these mechanisms require the removal of labour ebargidities. As suggested by
the 1983 White Paper on regional industrial polityage flexibility [...] would
increase the attractiveness to industry of are#s kigh unemployment” (DTI, 1983,
p.3). The attempt to increase labour market fléixybieven to the extent that this was
viewed as an indirect regional economic policy, eretlid obtain a clear regional
dimension. As Table A.6.1 illustrated, the applimatof labour market policies is
clearly constant through space, with the exceptibpolicies related specifically to
training, education and the housing market. Evel®®9, with the introduction of the
new minimum wage, labour market policy did not assua regional dimension,
despite the recognition of at least some acadethias this might be necessary
(Sunley and Martin, 1999) and the known differencesicomes and average wages
among some UK regions (especially the South Eadttha rest of the country)
(Gregg and Machin, 1994). Of course, this probabNects the belief that nation-
wide labour market policies can have regionallyuemeeffects (as our discussion in

chapter six suggested), rather than a neglecteafethional economic problems of the

101 casey (1988, 1991) provides detailed evidencerdéwg the increase in self-employment, part-
timing and temping in the UK during the 1980s. Weid a detailed presentation of national labour
market flexibility indicators here, since this wdwverlap with the presentation of the evolutiorhef
regional flexibility indexes, conducted in sectioi3.
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country. It is from this viewpoint, after all, thatcreasing labour market flexibility
can be interpreted as an indirect regional econq@oiicy (Armstrong and Blackaby,
1998).

In sections 7.3 and 7.4 we grapple with how lalboarket deregulation as a
national policy has created different levels ofxildity in the regional labour
markets of the UK. To accomplish this, in sectio2 We examine the evolution of a
number of regional labour market flexibility indtoas that we constructed using
survey data from various sources (see Table Mml3ecttion 7.5 we will look at the
regional economic performance of the UK over th& Bvo decades, in order to
obtain a picture of the economic developments, white empirical analysis of

chapter eight will attempt to explain.

7.2. Theconstruction of the flexibility indexes. data and method

7.2.1. Theoretical considerations and data sources'®

The analytical discussion of labour market fleliypiand deregulation in
chapter two revealed a wide array of elementsdhatreasonably be regarded as the
constituents of labour market flexibility. Theseements were identified and
classified in a number of ways, according to vasialecompositions, based on
alternative perspectives (e.g., functional, techlnietc). In the empirical analysis of
the UK and its regions that follows in the nextts®ts of this chapter and in chapter
eight, we have utilised these decompositions amdsdications and produced a
detailed list of elements of labour market flextlyil which we went on to quantify

and measure as a cross-regional time-series.

192 1n this section we focus only on the data sounegated to the construction of the regional
flexibility indexes. A detailed account of the soes for the data used in the empirical analysis is
presented in chapter eight.
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Earlier discussions (e.g., chapter three) sugdestthe term labour market
flexibility is neither uniform nor homogeneous ahdt, instead, both the elements of
flexibility and their effects can in fact move ipmosing directions. For this reason, it
was necessary to extensively decompose the labatketnflexibility indicators. We
identified thirty-one (31) labour market flexibyitindicators, trying to balance
parsimony with full coverage. The thirty-one comeots are listed in Table 7.1. As
the table shows, we further grouped these compsnearib eight technically
homogenous groups, for the following reasons: fireecause econometric
investigation requires a manageable number of bi@sa especially if non-linearities
and cross-interactions are to be taken into accaedond, because the indicators
should be aggregate enough to minimise measureereat and business-cycle
effects; last but not least, in order for our inelexo be consistent with the theoretical
discussion of the previous chapters and espe@éalthapter two.

We must note, however, that despite the consistesmye, the technical
components identified for the empirical investigati(second column of Table 7.1)
do not precisely correspond to those identifie@¢hapter two (first column). This is
mainly because the latter categories were to sotemieoverlapping. However, other
problems discussed below (data availability, werghproblems, etc) also played a
role. Nevertheless, although the deviation of thepieical categorisation from the
theoretical one was unavoidable, major similaritiesiain. The seven measures of
flexibility in labour input, work content, reseria and average wages, non-wage
costs, labour mobility and skills acquisition, hakere been replaced by eight
measures of unionism, labour mobility, skills inpahd internal numerical, internal

functional, external numerical, wage and unemplaytflexibility.

222



Labour Market Flexibility and Regional Economic Performance

Table 7.1: Indexes of labour market flexibility

Flexibility Indicators Data Sour ces
Category | Group Index LFS/ FES/ | OECD
QLFS | WIRS | GHS | /ONS
Work time . .
Irregular hours .
Labour Internal Shift work .
input numerical
Weekends .
and Home-working * *
Alternative workers *
Non-wage | Extemal "part-time workers .
costs numerical
Temporary employment .
Dismissal protection * *
Employment protection *
Within-job occ. mobility .
Work Internal | Empl. representation rights *
content | functional Labour standards *
Multi-tasking *
Reser- | Unemploy | Replacement rate .
wages | flexibility "5 ation of benefits *
Structure of wage bargainingy *
Wage | Co-ordination (unions-firms) *
Averade flexibility "\wage flexibility .
Wage% o Union density . *
Unionism | Union coverage *
Union power *
Regional mobility . . .
Lab Mobilit Sectoral mobility .
m?bﬁil:; obiity Occupational mobility .
Job mobility / Tenure .
Housing flexibility .
Training *
Skills Skills ALMPs *
acquisition| Input  'Eqycational attainment *

Notes. Dots ¢) show a valid data source that was actually usedhe construction of the
corresponding indicator. Stars) correspond to potential data sources that, foouarreasons (sample
size, accuracy, change in definitions over timgiaeal detail, etc), we were unable to use. LFS/QLF
is the series of the biannual, annual and quartestyour Force Surveys. WIRS is the series of the
Workplace Industrial Relations and Workplace Emplent Relations Surveys. FES/GHS is the
Family Expenditure and General Household SurveigseFinally, OECD/ONS refers to data obtained

from OECD databases or the UK Office for Nation@tiStics.

Some of the listed indexes are composite. For pl@nthe seventh index
(part-time employment) includes two measures: thares of part-timers in total

employment and the share of involuntary part-timertotal part-time employment.
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Conversely, some indexes are more aggregate tleaiebretical analysis of chapter
two would seem to recommend. For example, the leigigdex lumps together all the
categories of temporary employment (seasonal, firenl, fixed-task, casual, etc),
despite their differences (see section 2.2).

In the last four columns of Table 7.1 we also pnesbe data sources. The
primary data source was the Labour Force Survagsé@FS and QLFS). This is a
national quarterly (biannual for 1973-1983, annfoal1984-1991) household survey
under the responsibility of the Office for Natiorgthtistics (ONS), using a sample of
more than 40,000 households. Additional sourcesewbe Family Expenditure
Survey (FES) and the General Household Survey (&d®3s, as well as the various
Workplace Industrial Relations Surveys (WIRS 198984, 1990; New Workplace
Industrial Relations Survey, 1990; Workplace EmpyRelations Survey, 1998).
Finally, some published data were also used, maahred from the ONS Regional
Trends database, the OECD Database on Social Expesd and the OECD

Employment Outlook series.

7.2.2. Further considerations and data construction

The nature of the data sources, mainly being gsrwath frequent changes in
the content of the questions asked, made it péatigudifficult to obtain consistent
time-series for all the indicators presented inl@ahl. For this reason, in certain

cases some data had to be estimated by interpoldben this was necessary, the

1% The FES is a continuous random sample survey ofirar 10,000 private households, with
information about incomes as well as detailed im@ation on expenditure. The GHS is an annual
national (excluding Northern Ireland) multi-purposervey, based on an achieved sample of about
9,000 households, providing information on aspeftiousing, employment, education, health and
social services, transport, population and so@austy. Both surveys are under the responsibdity
the ONS. The WIRS/WERS series are occasional one-tstudies of around 2,000 working
establishments of more than 25 employees (wholalptipn), based on face-to-face interviews with
managers and trade unions officials (for Greatdribnly). It is conducted under the responsibitity

the Employment Department and the Department add emd Industry.
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typical procedure was to estimate group averagethodata from years where the
relevant information was available, and then calieulthe values for the year of
interest, assuming that the distribution of chamastics across the groups had
remained (relatively) constant.

For example, data on household relocation for glated reasons at a
regional level were not available for the years@2883 and 1985. The values for
these years were calculated as follows. Firstttieryears for which all information
was available (e.g., 1979, 1984) we calculated amesrrelocation rates for each
region by sector and occupation. Then, using natioriormation on relocation rates
from the FES and data on regional sectoral and patmnal employment
composition, we interpolated the household relocashares for the missing years.
This implied the assumption that the share of peaopbving house for job-related
reasons in a region relative to the national stgiven differences in the sectoral and
occupational composition of employment, remaineustant between two years (say,
1979 and 1980). Such an assumption, althoughctegdrj is not implausible.

Out-of-sample projections were also used when agdan definitions (for
the survey data) made the derived indicators nonpemable through time. For
example, the figures for sectoral mobility deriiedm the Quarterly Labour Force
surveys were not directly comparable to those édrivom the annual Labour Force
surveys, because the definition of job mobilitye(tontrol variable) changed between
the two surveys. Hence, to adjust the two seriesagsimed that, controlling for
unemployment, job mobility followed the same trdxadore and after 1992.

When inter- and extra-polation was not possibled{drnot seem reliable), we
had to accept a reduction in the sample size fersphecific indicator. This was the

case with a few indicators for values before 198% €xample, information on
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irregular hours, weekend-work and shift-work) and iousehold relocation for job-
related reasons for values after 1991. Additionalhe well-documented problem
with the regional union density data (see Martiralet 1996; Monastiriotis, 1999b)
meant that this indicator was only available fro883%*

One of the first and primary considerations refatio the construction of the
data was whether they should be weighted (and hbwg.issue is very important, as
it not only relates to the requirements of empirregearch, but also to the theoretical
perspective of the analysis. Specifically, apaotrfrthe technical issue of whether
some indicators (for example, shift-work) vary asrandustries or occupations, a
more important question is whether, given suchalmlity, one should try and control
for it when constructing regional measures of labmarket flexibility. In other
words, the more important issue is whether or neé should consider such
variability (to the extent that it is present) asdegenous to the regulation of the
labour market. For example, is temporary employnmeote common in the service
sector because of some inherent characteristichisfsector (for example, high
female employment rates), or is it the regulatibrabour relations (e.g., fire-and-hire
legislations) that allows this sector to make a enortensive use of temporary
employment?

Further, when assessing the degree of flexibilityailabour market, should
one be interested in how things are (and thus lhseaw, unadjusted figures), or
should one account for the reasons as to why trangsas they are (controlling for

sectoral composition and the business cycle)? Ajhan our empirical investigation

194 Despite that, using published national data oromrdensity, data on union recognition from
WIRS80 and WIRS84 and data on union membership fRS84, WIRS90, LFS89-91 and
QLFS92-98, we constructed an extrapolated seriasioin density for the period 1979-1998, which
we use in the empirical analysis.
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we are, in fact, more interested in how things @btf.are, rather than how they would
have been if all regions were homogenous, we dédctdecontrol most of our
indicators for industrial composition (of employmerHowever, we did not control
for occupational composition, because we thouggt ttis was much less exogenous
than industrial composition to the extent of labawarket flexibility. We also made
some adjustments based on the regional unemployrageg (deviations from the
regional means) for some indicators for which theas evidence to suggest that they
depend on the business cycle (for example, houdet@dbcation and within-jobs
occupational mobility —see Evans, 1999).

Another important issue we had to consider wasnoethod to integrate the
original information into the thirty-one detaileddicators and the eight broader
categories. For example, as a measure of (fletsibit) temporary employment, we
had two indicators available: share of temps t@lt@mployment and share of
involuntary temping to total temporary employmdatone indicator more important
than the other? Should both be given the same w#&ire decided that, given the
lack of prior knowledge regarding the appropriateights, using un-weighted
averages was the best method. Hence we expressdasatvations for all variables
as percentages of their maximum values and theneggted some indicators to
obtain as many of the thirty-one indicators lisiedTable 7.1 as possible. The
indicators used are as follow&brk-time is a simple indicator, measuring the share of
employees who are happy with their weekly hoursvofk and would not prefer to
work much more or much less than their actual hdtos the going wage rate).
Irregular hours is a composite indicator, being the un-weightedrage of (i) the
share of employees working variable hours, (ii)share of average weekly overtime

hours to the average weekly hours of normal word &ii) the share of unpaid
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overtime to total overtimeShift-work is simply the percentage of employees doing
shifts. Correspondinglyweekends is the percentage of employees working during
weekends.

As stated earliepart-time is the un-weighted average of (i) the share of-par
time to total employment and (ii) the share of fiemers stating that they would
accept a full-time job if one was available (invafiary part-timing). In the same way,
temping is the un-weighted average of (i) the share ofp®to total employment and
(i) the share of involuntary temps to total temgugremployment.

The four remaining indicators corresponding to tle&ternal numerical”
category @ismissal and employment protection, home-working and alternative
workers) were impossible to quantify in a meaningful whgcause the only relevant
source of information was the WIRS/WERS seriessTheant that any time-series
would have only four real observations (1980, 19880, 1998). So we decided not
to use these indicators in the empirical analyd®e same problem arose with respect
to the elements of internal functional flexibilitfhe only data constructed for this
category iswithin-job mobility, measured as the number of employees who changed
occupation over the last year while remaining wvtite same employer, as a share of
all the employees who changed occupation in theegaamnod. This variable has been
adjusted for the business cycle, using the regionamployment rate.

In contrast, it was finally possible (against ilitexpectations) to obtain a
reasonable panel of data for theplacement ratio (of the unemployment benefits).
This was based on OECD data on national replaceratos and on FES data on the
characteristics of the average unemployed persdnregional average wages. As
with internal functional flexibility, most of thelements of flexibility in wage

determination Wage bargaining and union power) were impossible to obtain for a

228



Labour Market Flexibility and Regional Economic Performance

reasonably large panel, since the only source d&brnmation was again the
WIRS/WERS series. However, we constructed an inolicaf wage flexibility (wage
elasticity of unemployment —see Appendix A.7.2 Htmtails) and we obtained a
measure otinion density for the whole of our time-sample (1979-1998 —orajidata
available for 1989-1998).

Finally, data on mobility were in general much eadb obtain.Regional
mobility is the share of gross migration flows to regigmgpulation, adjusted for the
five-year average unemployment rate (to controlbiasiness cycle effectsyectoral
(occupational) mobility is the number of employees who changed industry
(occupation) over the last year as a share of aked humber of employees who
changed job during the same periddb mobility is an indicator measuring the
average employment length in the region (in 8 wdky), adjusted for regional
unemploymentHousing flexibility, finally, is the share of employees who changed
address for a job-related reason to total employmagain, adjusted for regional
unemployment.

Two things must be mentioned here. First, the iddial measures of labour
market flexibility are not totally independent froome another. For example, wage
flexibility should be higher -other things equalkh ilabour markets with low
unionisation rates. Although this might lead to @rerstatement of the degree of
flexibility in more flexible labour markets, thishguld not be interpreted as a
problem. The reason for this is effectively tha¢ tthegree of correlation between
different elements of flexibility is itself a measuof labour market flexibility. The
second point refers to the measurement of the momidicators. Specifically, it is
unavoidable that some double-counting will occuewhve measure such aspects as

regional and occupational mobility. Again, howeuéiis is not a major problem for
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the following reason. Even with double-countings tbtained mobility measures will
reflect the actual degree of flexibility in the nements of the labour force. If the
empirical investigation referred to individuals,eth measurement would be an
important issue. But at the current level of aggtem, labour movements between
regions and among occupations are neither sulesgtindgr complements. The method
used in constructing the more aggregate indicavbrfiexibility (averaging) also
further minimises any such measurement problems.

Other difficulties were encountered with respecttie construction of the
more aggregate indexes. As mentioned above, theegapns should have the
benefit of smoothing-away any errors in the datd #re due to wrong (unnecessary)
weighting or small sample size (in the calculat@inthe relevant regional shares).
Since no prior knowledge was available regardirey dignificance of each element
for the broader category to which it belonged, wkrbt weight the indicators when
aggregating them. This should not be much of alpmbA potential source of
serious bias, however, was in cases where somengaganot available for all years.
This was the case, for example, with external nisakflexibility. For the period
1979-1982, the indicator is exclusively determibgdhe share of part-timing, due to
data (un)availability. However, the trends of pariing (across time and space) are
rather different from those of temping. How could walculate an unbiased measure
of external numerical flexibility with missing vada for temping if -for example-
temping and part-timing were not highly correlatéld®e solution we reached was
clearly a second-best one. Since a correct caloolatould require data unavailable
to us (and since ignoring the trends of temping ld/dee as bad as miscounting
them), we used a non-standard procedure that heless has some intellectual

merits. The procedure is based on weighting theilabla series with those
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constructed with out-of-sample forecasting and escdbed in detail in Appendix
A.7.3. We ended up with seven operational aggretgteur market flexibility
indicators for a panel of 240 (12 x 20) observaiofhese indicators are: internal
numerical flexibility, external numerical flexibiyi, internal functional flexibility,
unemployment flexibility, wage flexibility, flexility in wage bargaining and labour
mobility. In the following section we present theoss-regional and over time

variation of these indicators.

7.3. Theregional picture of labour market flexibility

As explained in the previous section, two setsdicators of regional labour
market flexibility have been produced. The first secludes the more detailed
indexes, while the second attempts to measure naggregate (and more
theoretically based) indexes. We first presentdii@iled set of indexes, focusing on
their evolution over time and across space and mgakiome comparisons with
published data available from other sources. A ritds to be made, however,
regarding such comparisons. Our indexes are adjudstesectoral composition and
(sometimes) the business cycle (i.e., unemploynmerd)do not correspond exactly to

published figures.

7.3.1. Some detailed indicators

One of the indicators for which published data iesmwidely available is
part-time employment. According to ONS figures, #f@are of part-timers to total
employment in 1979 was around 18%. It grew quieadily to 24.5% in 1997. In
general, regional differences in part-time emploginghares have remained stable

since the early 1980s, but the ranking of regiotoaling to this index has been
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quite volatile over the last two decades. The saotatility is confirmed by our part-

time shares figures, which are adjusted for sekta@@mposition and show

additionally a trend of (slow) regional convergemtehe use of part-timers. Finally,
our conditional part-time employment shares sugtiegtover the period 1979-1998
part-time employment increased from 12.3% to 16%wgighted cross-regional
averages). Figure 7.1 presents the evolution ofatfjasted part-time employment
shares for three regional groupings: Northern helahe South (East Anglia and
South East including Greater London) and the re8ritain.'°® The evolution seems
quite stable, with N. Ireland having a consistentligher use of full time

employment.

The use of temporary employees (fixed-term cotdraand seasonal
employment) is again lower in N. Ireland than ie tlest of the country (Figure 7.2).
Temporary employment (adjusted for sectoral comjmwsibut not for the business
cycle) was higher in periods of economic expansgioBritain (excluding N. Ireland),
but the rest of the country shows some hystemnsiadjusting to the business cycle

compared to the Soutfi®

19 Throughout the chapter, figures for these regigmalipings are presented instead of the detailed
data for the twelve UK regions. This was necesdarypresentational reasons, as it would be
impossible to present all of our figures for eairfgke region (this would involve plotting around®0
series). The regional groupings unavoidably hidaesof the actual regional variation, but have been
constructed in such a way so as to minimise this.brhe actual regional data for our final aggregat
flexibility indexes are presented, for selectedrgein Appendix A.7.4.

1% There is a strong case for not adjusting tempoeangloyment shares with the unemployment rate.
Because temporary employment contracts are ofterforsm of hidden unemployment or
underemployment (Boeri, 1999), these two measurast rmove in opposite directions. Hence
adjustment would only eliminate the variation otiere, rather than report more accurately the extent
of flexibility in non-standard employment contracts
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Figure 7.1: Part-time employment shares
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Such hysterisis, however, should not be interpraged sign of labour market
rigidities. Instead, it should be viewed as evidemé higher flexibility, as in the
downturns the rest of the country seems to havé hosre equal amounts of
temporary and standard employment than the Soutlereva higher share of the
employment loss came from the temporary sector. ONS and ILO data of a
(national) share of around 7% at the beginning emdl of our sample period and of

around 5% in the middle years compares well with axerage adjusted figures of

6.5% and 4.6% for the two periods, respectively.
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Figure 7.3: Share of employees doing shifts

22%
19% -
16% | e ,
o N
13% ——— e, .
~ ~ ’/ -
= 4
10% 1 1 1 1 1 1 1 1 T
NG\ P o R A R e R O M P P RS RPN NS )
‘ ----- Rest South = = = NI‘

The differences between our three regional growgarg clearer in the case of
two elements of internal numerical flexibility, na shift-work and weekend work.
Northern Ireland and the South have much lowereslktompared to the rest of the
country, especially for shift-work (Figure 7.3). &ading to our adjusted figures,
11% (14%) of the employees were involved in shifirkvin the mid-1980s (late
1990s) in the South, compared to a 16% (20%) in rést of the country’’
Interesting the South and the rest of the couritopwsno signs of convergence in their
shares of shift-work. Rather, the two regional g®move in parallel, with the South
having started from a much lower point. A more detalook at each individual
region reveals more information. In general, stk is more widespread in the
northern regions of England and in Scotland and eéd/aHowever, the sharpest

increase over the period was experienced by Eagighfirom 11% to 18%).

197 Remember that these figures are adjusted for s@aomposition and thus should be independent
of the regional industrial structures.
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Figure 7.4: Share of employeesworking on weekends
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The differences are less significant in the caseveékend work, with the
corresponding values in the mid-1980s (late 199@s)g 40% (60%) in the South
and 44% (66%) in the other regions (Figure 7.4).a¥Mk important to note there,
though, is the sharp increase of weekend work tfirout the country during the late
1980s and early 1990s and the relative stabilisdahiereafter.

Unlike shift-work, the increase in weekend work vpastty much the same in
all regions. This might seem to suggest that déatign in this area (allowing

Sunday trading) has been more successful, in theeshat flexibilisation was more
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widespread and spatially even. This, of courseldcbe due to the specific demand
and supply conditions in the labour markets rathean because of a more careful
deregulation legislation (in accordance with oweattetical analysis of chapter five).
But in the absence of an objective measure agarhgth one could evaluate the
effectiveness of policy measures, both possihgliteuld be equally plausible.

Before we turn to the aggregate indicators, itniernesting to examine the
evolution of sectoral and occupational mobility. Rgure 7.5 shows, occupational
mobility (measured on the left vertical axis) hasreased over time in all regions,
despite relative stability during the period 19882. In contrast, sectoral mobility
(measured on the right vertical axis) seems to ldedined sharply in the early
1990s, although it rose again with the economiovery of the mid-1990s. Both
measures of labour mobility have been very similathe South and the rest of the
country throughout the years. The same inferences naade for occupational
mobility (and slightly less so for sectoral molyfjitwvhen we look at the individual
regions. However, since these figures may be highffiected by changes in
unemployment (and the business cycle in genertl)s inot clear whether the
identified trends, given their relative cyclicalityeflect changes over time (and
differences across space) of economic opportungiethe impact of labour market

deregulatiort®®

1% We have not adjusted these figures for unemploymas it was not clear whether this was
necessary or even appropriate or just how the td@grg should be made. Specifically, according to
some theoretical approaches (matching models omplwyment), labour mobility should increase
when unemployment falls, as the probability ofifgl (and staying) into unemployment is lower and
workers have a relatively higher expected payodfinfrsearching for a different job. Alternative
approaches, however, suggest that mobility migbteimse with the unemployment rate, as workers
facing the threat of becoming (or remaining) unesyiptl are more willing to accept a job in a sector o
occupation other than that of their expertise.
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7.3.2. Aggregate indexes of regional labour market flexibility

Based on the regional labour market information heve collected, we
created seven aggregate indexes. These are: intermeerical flexibility, external
numerical flexibility, internal functional flexiltly, wage flexibility, unemployment
flexibility, wage bargaining flexibility and labounobility. We also constructed an
index of overall labour market flexibility based timese seven categories. Overall,
eight aggregate indexes were thus created forrtiperieal analysis and are presented
here. All the indexes are calculated as percentafjéise highest value observed in

the country (for a year- and region- specific otaagon).

Figure 7.6: Internal numerical flexibility
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As already noted, internal numerical flexibility shédeen calculated on the
basis of information about shift-work, work on weeks, overtime and workers’
preferences over their hours of work. Figure 74&spnts the plots for our three broad
regional groupings, for the period 1979-1998 (imtlinal regional data are presented
in Appendix A.7.4). According to our data, this ralent of flexibility has -as
expected- increased over the last two decades.ifidrisase is more remarkable in the

South (by 50% in 20 years) and is mostly attribletdb East Anglia, which had the
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most rigid labour market in terms of internal nuro@ir flexibility in 1979. In the late
1990s, Greater London exhibited the highest rigadlitn this respect, while the most
flexible regional labour markets were those of #ecat and the North. Although
flexibility was rather high in the early 1980s in Meland, Figure 7.6 suggests that
this region has diverged from the rest of the cgunin contrast, disparities in
internal numerical flexibility between the Southdathe other regions have been
declining at least until the mid 1990s. The sameadris observed when examining
the individual regions of Britain (see Appendix ALY

A rather similar picture is observed for the cadeexternal numerical
flexibility (part-timing and temping). The Southesas to converge with the rest of
Britain, while flexibility in N. Ireland seems t@main lower throughout the period.
In the 1990s, the South is effectively identicathie other regions. Unlike the case of
internal numerical flexibility, though, in this agonvergence seems to have been
facilitated not only by a faster increase in thaitBdout also by the relative stability

throughout the rest of the country (Figure 7.7).

Figure 7.7: External numerical flexibility

0.87

0.74 A

0.61 -

0.48

238



Labour Market Flexibility and Regional Economic Performance

Figure 7.8: Numerical flexibility (overall)
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Figure 7.8 presents the evolution for overall nuoarflexibility. There is a
clear trend of the South converging towards thé oéghe country in the 1990s.
Specifically, while in the 1980s numerical flexibilin the South was practically in
line with that of N. Ireland, in the 1990s the Soutoved much closer to the other
British regions, while N. Ireland experienced mimmreases in numerical flexibility.
On the other hand, N. Ireland has experienced aatra increase in internal
functional flexibility during the 1990s (Figure 7.9rhis element of flexibility in N.
Ireland doubled between 1979 and 1992, but incceagefive times in the period
1992-1998. On the contrary, internal functionakitbdity in Britain, while increasing
during the 1980s, followed a declining path durthg 1990s. Regional differences
(in Britain) in internal functional flexibility dmot seem to be significant.

The evolution of internal functional flexibility ithe UK results in a picture of
overall internal flexibility that is quite differérfrom what we saw with respect to
overall numerical flexibility (Figure 7.10). Inteathflexibility increased evenly across
space in the UK during the 1980s. In the 1990s,dwaw it remained stable (if not
declined) in Britain, while it increased dramatigah N. Ireland. Unfortunately we

could not collect data on external functional flekiy to see whether the sharp
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increase of the internal element in N. Ireland mgrithe 1990s has been
complemented by a possible decline in external tfanal flexibility. This
relationship of substitutability seems possiblepeesally given the relative
substitutability between internal and external nrocad flexibility (compare N.
Ireland in Figures 7.6 - 7.8). Without information elements of external functional
flexibility, it is not possible to infer on the elation of flexibility in the labour input,
on aggregate. However, it seems safe to concluakedilring the last two decades
flexibility in the labour input has increased iretbK, although this increase is mostly
attributable to the increase in numerical flextilin the South and functional
flexibility in N. Ireland.

The next three indicators (flexibility in wages,emmployment benefits and
wage bargaining) refer to the determination of laboosts. Wage flexibility (with
respect to unemployment) has been relatively stabftess regions and over time,
with an average value for the UK as a whole of 80(@statistic in the pooled
regression -3.005). According to our first measofr@éegional wage flexibility (see
Appendix A.7.2), wage flexibility has been high&stthe South and lowest in N.
Ireland. According to our second measure, crossined variations were much less
clear. Both measures, however, show evidence tiduiconvergence in the 1990s.

Figure 7.11 presents the mean value of the two unes®f wage flexibility.
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Figure 7.9: Internal functional flexibility
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As with wage flexibility, unemployment flexibilitgeffectively, the inverse of
the real replacement ratio of unemployment benefiégs been highest in the South
and lowest in N. Ireland throughout the period (fFeg7.12). Despite the difference in
their levels, however, the movement of unemploynfeibility in the three broad
regions is almost perfectly identical. Given theywlaat this variable was constructed,
it is evident that this homogeneity is due to thetfthat there is significantly little
variation in the characteristics of the averagemyrieyed person across regions over

time. But it is important to note here the implioas of what is presented in Figure
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7.12. If unemployment flexibility is consistentlpwer outside the South and if
policy-makers believe that unemployment flexibiliig essential for lowering
unemployment, then it is clear that a regionalljedentiated rather than a flat
national replacement ratio (with lower unemploymbeeanefits in low-wage regions)

is the optimal policy measure.

Figure 7.11: Wage flexibility (overall)
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Figure 7.12: Unemployment flexibility
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Figure 7.13: Wage bargaining flexibility
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Figure 7.14: Flexibility in wage deter mination
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The last measure of flexibility in wage determioatis flexibility in the wage

bargaining processes. As we mentioned earlier is1adhapter, it was impossible to

construct a consistent

centralisation of wage bargaining. Hence the meastivage bargaining flexibility
presented in Figure 7.13 is effectively the invaséhe constructed series for union
density. As with the other measures of this catggtexibility in wage bargaining
has been consistently higher in the South (and rlaweN. Ireland), despite our

controls for sectoral composition. Like unemployindexibility, it has increased

time-series of regional d@aa union power and the
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over time in all regions. The increase has beeterfasitside the South and so real
convergence has occurred. Comparing the trendssatne 12 regions, the coefficient
of variation for this index has more than halvedhia 20 years of our sample, while
the rank correlation between the regional figuresvage bargaining flexibility for
1979-1981 and 1996-1998 is 0.98.

The aggregate picture of overall flexibility inethdetermination of wages
shows a clear increasing trend over time (Figuid)7.Additionally, it offers strong
evidence of convergence among all the UK regionse Bouth, however, has
consistently higher levels of this element of flakiy. This finding is in contrast to
what we observed for the case of flexibility in thbour input and, more specifically,
for numerical flexibility. The extent to which thisflects a wider pattern that can be
explained by other factors (e.g., labour shortageéke South or regional differences

in the technology of production) is not known.

Figure 7.15: Labour mobility
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The last aggregate measure we have identifiecabsur mobility, which
consists of sectoral, occupational and regional ilitpkand length of job tenure.

Figure 7.15 presents this measure, again for tfeethroad regions. The picture we
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obtain most resembles that for the evolution okil#ity in the labour input, as

shown in Figures 7.6 - 7.10. The South seems toarge slowly with the rest of

Britain, while N. Ireland seems to follow a diffetetrend. However, there is also a
similarity with the behaviour of flexibility in latur costs (wage determination): the
South has been more flexible throughout the peobdtudy. Overall, one cannot
identify any major changes in labour mobility ovke last two decades. For most of
the regions labour mobility was higher in the 1A880s and 1990s, but the cyclicality
identified in Figure 7.5 with respect to sectorataccupational mobility remains

here for the overall measure.

7.3.3. Overall labour market flexibility in the UK regions

In retrospect, labour market flexibility in the Ukegions seems to have
followed a consistent upward path across all regidtegional differences exist, but
in most of the cases we observe at least some mggmnee (although in many respects
N. Ireland is an outlier). The main source of difece in flexibility is between its
different elements, rather than across regions.

At first it might seem difficult to combine all theformation reviewed above
into one index. It might seem likely that -exachgcause of the variation in the
evolution of the more detailed indexes- a comprsivenindex of labour market
flexibility would eliminate most of the informatioour indexes offer. However, the
evolution of the aggregate index of labour marketibility (Figure 7.16) reflects in

a surprisingly clear way what one would have exgebct
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Figure 7.16: Flexibility in theregional labour markets (UK, 1979-1998)
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Following labour market deregulation in the eafl980s, labour market
flexibility increased throughout the period. Therease was faster the lower the
initial levels of flexibility in a region. Hence,verall labour market flexibility
increased less in the South (by around 10% betd686 and 1998) than in the rest
of Britain (around 12.5% in the same period) anctimfaster in N. Ireland (around
32.5%). This has resulted in a substantial decdhnihe regional variation of labour
market flexibility. The UK regional labour marketseem to have a much more
uniform set of institutions and labour relations tine late 1990s compared to the
situation twenty years earlier. We further inveategthis question, in a more formal

way, in the next section.

7.4. The evolution of flexibility in time and space

The previous section offered a detailed presemtanf labour market
flexibility and its evolution over time and acragsace for the UK and its regions. In
some cases, inferences were made about the evolafioegional disparities in

specific elements of labour market flexibility. Véatend this discussion in the next
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section, by performing a more formal analysis ofwv@rgence. Furthermore, we relate
this analysis to the discussion of chapter six, r@tspecific assumptions were made

about the evolution of labour market flexibility.

7.4.1. Theresearch hypotheses

As discussed stringently in chapter six, labourrket deregulation was
considered especially in the 1980s as a complememalicy tool for regional
economic convergence (DTI, 1983). Economic orthgdsupports this view, as it
suggests that the removal of wage rigidities amdiibg employment contracts allows
wages and labour costs to fall to their marketralgalevels. In backward regions
with high rates of unemployment and low producivithis translates into a larger
decline in labour costs and hence faster economowty. Apparently, the more
intensive the deregulation of labour relations, faster (and more likely) the
convergence of regional economies. To test the eapialidity of these views, we
consider here the spatial distribution of labourrkat flexibility and its evolution
over time, relating labour market flexibility toeHevel of regional disparities in per
capita output. We first examine the extent to whaltanges in labour market
flexibility over the period 1979-1998 have beentghly uneven. We then relate this
evolution to three theoretical assumptions: th@ipwing a spatially uniform (nation-
wide) deregulation programme, flexibility (i) inaged more “where most needed”,
that is, in the most backward regions; (ii) incezhsnore “where most likely”, that is,
in the regions with the least flexible labour relas at the beginning of the period;
(i) increased randomly, that is, without a sységim spatial pattern.

Understandably, these three assumptions have viéeyedit implications for

the role of labour market deregulation and flexipibn regional convergence and,
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thus, regional and national economic performane#eThe example of deregulation
in employment contracts. According to the first uasption, firms in backward
regions will make more extensive use of casual eympént to compensate for their
low profitability. This will generate faster empimgnt growth in these regions
(relative to the more prosperous ones —other thiegsal) and foster regional
convergence. According to the second assumptiomewer, whether firms in a
region will make more use of casual employment wdt depend on the region’s
economic position, but rather on the initial lewélflexibility in its labour market.
The argument is that, with deregulation, flexigilihcreases faster in the more rigid
labour markets, with the implication that deregolaigenerates regional convergence
in the levels of flexibility. To the extent thatblaur market flexibility ameliorates
economic performance, this will further lead to wergence in economic outcomes.
Finally, the third assumption states that changdabour market flexibility need not
have any (systematic) spatial variation and, hetieg,the regional equilibria will not
be altered by changes in the regulation of labelations or the flexibility of labour

markets.

7.4.2. Convergence and divergence in flexibility and incomes

In this sub-section we undertake a formal invesiog of the relationship
between labour market flexibility and the growth fexibility and incomes at the
regional level, in accordance with the three hypeés presented above. The first of
these hypotheses suggested that flexibility gragtfaster in backward regions. The
second related flexibility growth to the initiaMels of flexibility. We first look at the

second hypothesis, examining whether the UK reglmnge converged in terms of
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labour market flexibility over the two decades air @nalysis and of labour market
deregulation.

One way of looking into this question is by usirte tconcept of sigma-
convergence. Figures 7.17-7.19 plot the evolutibthe standard deviation of three
measures of flexibility over the two decades of amalysis. Figure 7.17 clearly
shows that regional dispersions in labour-inputibigity have followed an upward
trend, despite being rather cyclical. This trendswaainly determined by the
behaviour of internal flexibility, as dispersiomsexternal numerical flexibility have
been rather constaff Figure 7.18 presents the evolution of regionapelisions in
the flexibility of wage determination. This time ethplot shows clear sigma-
convergence, with the implication that, followingrdgulation, the UK regions made
a more even use of flexible patterns of wage detetion. Overall, regional labour
market flexibility dispersions have declined, esakg after the mid-1980s (Figure

7.19).

Figure 7.17: Regional dispersionsin labour-input flexibility
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199 Flexibility in the labour input has been calcuthtas the average of numerical (internal plus
external) and internal functional flexibility.
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Ch.7: Flexibility in the UK regions

Figure 7.18: Regional dispersionsin flexibility in wage deter mination
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Figure 7.19: Regional dispersionsin overall labour market flexibility
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An alternative way to look at these issues is bgn@xing beta-convergence
(Barro and Sala-I-Martin, 1995). Table 7.2 presdhtsresults obtained from some
unconditional convergence regressions on our maimour market flexibility
indicators. Three regressions are presented fdr maasure of flexibility. The first
regression from each triplet tests the unconditidmeta-convergence hypoth