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by Brendan Barber, TUC General Secretary

Over the last few decades the business lobby has never been slow to tell us that
red tape destroys jobs. And by red tape they normally mean decent rights for
people at work.

Before the introduction of the minimum wage and other rights, we were warned of
rising unemployment and a reduction in job creation. But doomsday never came
to pass — instead the UK experienced its longest period of growth for decades.

What brought that growth to an end was the biggest downturn in the world
economy since the 1920s. Businesses have gone bust. Working people throughout
the world have lost their jobs. Public services face deep cuts as countries struggle
with the holes in their finances caused by the recession.

None of this was caused by excess regulation, but rather by its lack. Decades of
business campaigns to set markets free, lift burdens on employers and cut red
tape came back to bite their advocates. As unregulated financial markets ran riot,
countries across the world felt the full force of the economic storm.

Now should be a time for reflection and rethinking. The economic model of the
last decades has failed. The search should be on for a new approach — one where
markets serve society, rather than one where society is subordinated to market
imperatives.

But the siren voices have returned. Already we are being told that we need to take
more of the medicine that nearly killed us — business has resumed its anti-red
tape crusade.

These arguments no longer stand up. Howard Reed and Stewart Lansley’s
comprehensive examination of domestic and international literature in this
pamphlet, and its accompanying literature review, exposes the red tape delusion.

Regulation can be an essential means to achieve both economic success and
greater equality. Of course that doesn’t mean that every regulation is good.
Making someone with a red flag walk in front of every car did not help the motor
industry develop. But it does mean that the mirror image argument, that all
regulation is bad, belongs in that old cliché, the dustbin of history. Regulation can
boost the economy, make society fairer and contribute to a better life for all.



For most of the last three decades, the conventional wisdom among economists
and policy makers has been that free and flexible labour markets deliver greatly
superior economic outcomes than regulated ones. So influential was this view that
from the late 1970s the UK embarked on a sustained path of deregulation and
privatisation aimed at reducing the role of government and shifting the balance of
power from the state and organised labour in favour of business.

Although Labour governments from 1997 signed up to the principle of flexible labour
markets, they also introduced a number of measures — such as the minimum wage,
statutory recognition rights for trade unions and improved maternity and paternity
leave — which have brought greater workforce protection. Despite these additional
measures, however, Britain still has one of the least regulated labour markets among
the developed economies.

According to their advocates, allowing labour markets to self-correct without
state interference brings higher levels of employment and growth, encourages
entrepreneurialism and wealth creation and prevents boom and bust. Indeed, a
number of powerful business voices from the Confederation of British Industry to
the British Chamber of Commerce are now calling for existing regulations to be cut
back still further.

Such calls have come despite the fact that the orthodox free labour market case has
been badly discredited in recent years.This is in part because after more than 20 years
of experimentation with labour market flexibility, especially in the UK and the US,
there is now a substantial body of empirical evidence that demonstrates that flexible
markets have not been nearly as successful as their adherents have claimed. In many
ways, the policies implemented in the name of neo-liberalism have had seriously
detrimental economic outcomes.

Such is the importance of these findings that in 2006 the Organisation for
Economic Co-operation and Development (OECD) — formerly one of the most
influential advocates of freer labour markets — moved to distance itself from the
deregulation school. In its 2006 Jobs Study, the organisation acknowledged that
countries with very different levels of regulation had experienced equal levels
of success in generating employment. The orthodox account was, for example,
unable to explain why a number of European nations, such as Denmark, the
Netherlands and Norway, displayed economic success despite their relatively
highly regulated labour markets.



The prescriptions of the neo-liberal school have also been seriously undermined by
the economic crisis of the last two years. Indeed the neo-liberal advocates of free
markets — a group which still dominates the international economics profession —
have long argued that the recession of 2008-09 was an event that could not happen
in countries like the United States and the UK which have religiously pursued a
deregulated path. As the American economist Robert Lucas, Nobel Laureate and one
of the high priests of the new philosophy, declared in 2003, ‘the central problem of
depression-prevention has been solved, for all practical purposes.’

For the most part the prescriptions of the neo-liberal school do not stand up to
detailed scrutiny. In the UK, the introduction of the national minimum wage in 1999
failed to deliver the dire consequences predicted by its critics while the modest re-
regulation of the British labour market in the last decade has been achieved without
detriment to employment creation. Indeed, the impact of the 2008-9 recession on
UK unemployment — which has risen by much less than in the early 1980s and 1990s
recessions — suggests that the slightly more regulated labour market of the last
decade has been working well.

The domestic and international evidence is also that:

+ Trade unions have no significant negative consequences for labour market
outcomes, and have positive effects in promoting workplace cohesion and
social justice.

Co-ordinated and responsible bargaining systems are associated with lower
unemployment while under the right conditions social corporatism works.

+  Active labour market policies, if well designed, can make a substantial difference
to the employment prospects of the long-term unemployed.

In-work benefits boost labour supply while redistributing income to low-paid
workers.

Generous unemployment benefits of limited duration (with ongoing social
assistance provided for those in need) combined with job search requirements
are effective in reducing long term unemployment.

The ‘one size fits all' model simply doesn’t work. A number of European countries have
both highly interventionist policies and a strong record on employment generation and
unemployment. The evidence is that two quite distinctive models work particularly
well. First, the Anglo-Saxon model (including the UK) with its lower unemployment
benefits, light touch employment protection, weaker trade unions and more limited
collective bargaining. Secondly, the Scandinavian/flexicurity model (including
Denmark, the Netherlands, Norway, Finland and Sweden) which is characterised by
strong collective bargaining, high levels of employment protection and generous
unemployment benefits accompanied by stringent job-search requirements and
available for limited durations.

Yet while both models achieve similar results in terms of employment and
unemployment rates, some Anglo-Saxon countries have experienced considerable
economic turbulence in the last two decades and an especially deep recession in
2008-09. Moreover, the flexicurity model is much more successful when it comes
to social outcomes and the Anglo-Saxon model is characterised by high earnings
inequality and higher levels of in-work poverty. In both the US and the UK, for



example, both poverty and inequality have risen sharply from the late 1970s
following the adoption of more market-orientated policies. The flexicurity countries
have achieved, in contrast, high employment and good growth rates with much
lower levels of wage inequality and in-work poverty.

Given the strength of the evidence, and the persistence of economic volatility,
Britain should start planning moves towards the flexicurity model. Measures
should include:

Development of a new understanding of the positive contribution that unions
can make to workplaces and to workplace prosperity, allowing the trade
union movement to play a more central role in the major issues of political
economy.

Fairer employment protection legislation to reduce job insecurity and
inequality.

A significant increase in the level of Jobseeker’s Allowance to bring it closer to
the European average, with the maintenance of job search requirements.

Strengthened active labour market policies, with large increases in programme
investment.

These measures should be carefully implemented and their impact evaluated so
that they satisfy the test that they work in the real world. Achieving a fair and
successful labour market is dependent upon their implementation.

This pamphlet draws heavily on the TUC Report Flexible with the Truth? Exploring
the relationship between labour market flexibility and labour market performance
written by Howard Reed. This provides a more detailed summary and analysis of the
extensive body of domestic and international evidence on the economic impact of
labour market regulations, drawing on both macro- and micro-economic studies. It is
available to download at www.tuc.org.uk/flexiblewiththetruth

The TUC Touchstone pamphlet The Road to Recovery: How effective unions
can help to rebuild the economy further discusses the value that effective
unions can bring to long-term employment relations, and to both employees
and employers. It demonstrates that unions have a key role to play in driving
Britain out of recession. The report also provides a range of case studies
highlighting the real economic and social benefits that unions can bring. It is
available to download at: www.tuc.org.uk/touchstonepamphlets



From the early 1980s it became increasingly accepted in academic, policy and
business circles that relatively free and flexible labour markets offer better economic
performance than heavily regulated ones. This view reflected the growing belief in
an economic model that favoured the freeing up of markets across all areas of
economic activity, a reduction in the role of the state and the dismantling of much
of the economic apparatus that had emerged in the post-war decades.

This new ‘neo-liberal’ orthodoxy came to dominate economic thinking among
those who count — governments, corporations and powerful global institutions — as
part of a general shift in favour of market-oriented solutions to economic problems.
It was an approach to policy that was adopted most stridently in the United States
and in the UK under the governments of Ronald Reagan and Margaret Thatcher.The
ideas were mostly much slower to catch on in continental Europe where there has
been much less of a commitment to deregulation over the last 25 years.

What became a clear Anglo-Saxon orthodoxy emerged out of the growing economic
problems of the early 1970s, when the return of turbulence combined with low
growth gave rise to what became known as ‘stagflation’ — a combination of high
unemployment and high inflation. For thinkers on the Right, the solution to these
emerging problems was seen to lie in the freeing up of markets.

High levels of public spending were viewed as ‘crowding out’ private enterprise.
Too much state intervention in the economy was said to stifle free enterprise and
the creation of wealth. State industries and government departments were seen
as inefficient and inflexible. Embracing these views with enthusiasm, Mrs Thatcher
embarked, from 1979, on a radical restructuring of economic policy. The goals of
macro-economic management were refocused to give top priority to squeezing
inflationary pressure out of the system. State industries were privatised. Government
regulations were swept away. A succession of policies were introduced to reduce
what were seen as damaging restrictions on the way labour markets worked and to
tackle what was viewed as Britain’s poor record on industrial relations.

There was of course nothing new about such views. They had long been held
by theorists on the right, but they had been out of fashion in the post-war era
when the political and economic consensus, born out of the depression and rising

* For more detail see Howard Reed, Flexible with the Truth? London: TUC, 2010, Introduction.
Available to download at www.tuc.org.uk/flexiblewiththetruth



unemployment of the early 1930s, favoured enhanced state intervention to mitigate
what were seen as the negative effects of untrammelled markets. The success of
the long post-war boom meant that these radical voices on the right stayed on the
fringes of economic and political thinking. By the early 1980s, however, their views
had displaced the old consensus and become the mainstream view in the US and
the UK, leading to sweeping economic and social change.

Central to the argument of the new neo-liberal orthodoxy was that the problem of
unemployment was not the result of the failure of centrally determined demand
management and a deficiency of demand but a supply-side problem characterised by
the failure of labour markets to work properly. The solution to high unemployment —
which in 1986 stood at 3.3 million compared with 750,000 in 1971 —was seen to lie in
the deregulation of labour markets." There were, it was claimed, too many restrictions
on the freedom of employers while unions were too powerful and wages too rigid
and too high. If restrictions on employers were swept away, and the balance of power
tilted in their favour, the unemployment problem would solve itself. Wages would
adjust to the level which brought the demand and supply of labour into equilibrium.
Productivity would rise as employers were able to have more flexibility over their
labour forces. Entrepreneurialism would be given a new lease of life.

This became the rallying cry of much of the academic economics profession and of
the new right-of-centre governments in the UK and the US. Influential international
bodies also began to promote the virtues of ‘flexible labour markets’. Perhaps the
most coherent expression of this view came in a massive report — The Jobs Study —
published by the OECD in 1994.2 Some of the recommendations of the report were
uncontentious such as setting macroeconomic policies to encourage sustainable
growth and improving labour force skills. But while the report failed to endorse
some aspects of ‘new right’ economic thinking, including a commitment to the kind
of pure monetarism practised in the 1980s, its overall thrust was to stress the role
of labour market flexibility as an essential precondition of economic success.

The OECD advocated making labour costs more flexible by removing restrictions
on wage levels and rates; the reform of employment security provisions that were
seen as inhibiting the expansion of private sector employment; the reform of
unemployment and related benefits systems and the widening of wage differentials.
Detailed policy recommendations included limiting minimum wage legislation
by indexing it to prices rather than average earnings, weakening restrictions
on dismissals to allow faster economic restructuring, restricting the length of
entitlement to unemployment benefits and reducing benefit levels.?

Individual countries were given specific recommendations on issues including wage
formation, conditions of benefit eligibility and employment protection. The OECD
also published charts detailing how far individual countries already complied with
these recommendations. The UK and New Zealand topped the list with 80 per cent
compliance while France stood near the bottom.

In 2003, the IMF restated the view (adopted nine years earlier by the OECD) that the
causes of unemployment could be found in labour market institutions. “Accordingly,
countries with high unemployment have been repeatedly urged to undertake
comprehensive structural reforms to reduce ‘labour market rigidities™.* The IMF went
on to argue that lower unemployment benefits, labour taxation and employment
protection measures would reduce unemployment by nearly 3 per cent.



These arguments have had a big influence on policy, though they have only ever
been fully embraced in the Anglo-Saxon world. For the most part, continental
Europe has only travelled a short way down the ‘orthodoxy’ road. Although there
have been some moves to flexibility in more recent years with, for example, the
German government ending the right to indefinite unemployment benefit in 2003,
these moves have been much less radical than the changes introduced in the UK
and the US. Most European nations have retained policy packages that are closer to
regulated labour markets than flexible ones.

Although from 1997 Labour introduced a number of regulatory measures, from the
introduction of the national minimum wage and improved rights on dismissal to
more generous maternity leave, Tony Blair and Gordon Brown continued to express
support for a flexible labour market as the best way of building a modern successful
economy. By 2008, Britain had the third weakest system of employment protection
(behind the US and Canada) of all developed economies.

Despite the UK being one of the least regulated of OECD nations on most measures
of labour market flexibility, considerable pressure persists for additional deregulation.
Adherents of flexibility have been using the recession to argue that freeing up
labour markets still further would help to stimulate and sustain recovery and have
variously called for the scaling back or delay of regulations such as equal treatment
rights for agency workers, new paternity rights and entitlements to request time
off for training.

In January 2010, the Conservative Party suggested that it was considering handing
over the power to set some benefit rates, including Jobseeker’s Allowance, to local
councils. Under the proposals councils could reduce benefit rates if they considered
it was easy to find work in the area,® despite the fact that the JSA is already one of
the lowest in the developed world.

In November 2009, the British Chamber of Commerce — which has repeatedly
dismissed new regulations as adding to 'red tape’ — called for a “three-year
moratorium” on proposed new labour legislation aimed at, for example, strengthening
the rights of agency workers and increasing paternity leave entitlements.® In the
same month the Confederation of British Industry argued that “employers remain
especially worried about the excessive burden of employment regulation.” CBI
Deputy Director-General John Cridland said: "employers remain deeply frustrated
by the amount of paperwork and regulation they have to deal with.””

Business also favours a weakening of Britain's minimum wage system, even
though in 2009, the rate was raised by only 1.2 per cent. In 2009, a group of
Tory MPs signed up to Christopher Chope’s ‘Employment Opportunities Bill' — a
Ten Minute Rule Bill — which would have allowed companies to opt out of the
minimum wage. A senior Tory has been reported as saying: “It would be foolish
to continue hiking up the minimum hourly rate by the rate of inflation every
year. We need to find ways of helping British business to remain competitive.
The minimum wage won't be scrapped but it will be allowed to wither on the
vine.”®In October 2009, Mark Littlewood, General Secretary of right-of-centre
thinktank the Institute for Economic Affairs, went one further by calling for
the minimum wage to be lowered or scrapped. “The full, and substantial, cost
of Britain’s minimum wage legislation is becoming increasingly plain to see.
In times of plenty, the impact it had on pricing employees out of the labour



market was less dramatic. But in the depths of a recession, it acts as a real
barrier in getting people back to work.”®

This pamphlet demonstrates that there is no case for the argument that UK labour
market regulation needs to be pared back still further. The evidence in fact mostly
favours the strengthening of the regulatory framework. Indeed the orthodox view
and its belief in self-correcting markets that bring full employment and an end to
boom and bust has been largely discredited. The first reason for this is that, after
more than 20 years of experimentation with flexible labour markets, there is now a
substantial body of empirical evidence on their effectiveness. For the most part, this
evidence demonstrates that flexible markets have not been nearly as successful
as adherents have claimed. In many ways, the policies implemented in the name
of neo-liberalism have had seriously detrimental economic outcomes. In a major
study for the Work Foundation in 2006, Who's Afraid of Labour Market Flexibility, for
example, David Coats concluded that “recent research suggests that the standard
account of why ‘Anglo-Saxon'’ [i.e. deregulated] labour markets perform well is shot
through with myths, half-truths and a cynical manipulation of the evidence.”™

Because of the impact of the evidence, the once entrenched orthodox position has
faced ebbing support. The most significant sign of this erosion came in a second
report published by the OECD in 2006. This update on the influential 1994 jobs
Study took a much more balanced view of the role of intervention, with conclusions
that distanced the organisation from those of the 1994 study and added up to a
clear retreat from the pure neo-liberal position.

Thus the 2006 report no longer backed deregulation as a labour market cure-all
and acknowledged that countries with very different amounts of ‘flexibility’ had
experienced equal levels of success in generating employment. The orthodox account
was, for example, unable to explain why a number of European nations, such as
Denmark, the Netherlands and Norway, were economically successful despite their
relatively highly regulated labour markets. Furthermore, it pointed out that there are
strong drawbacks to flexibility. The US, for example, has the most deregulated labour
market of all OECD nations, and has performed relatively well on some key labour
market indicators such as unemployment and employment. But it also has some of
the highest levels of inequality and poverty in the developed world.

The prescriptions of the orthodox school have also been seriously undermined
by the implosion of global credit markets and the ensuing economic crisis of
the last two years. Neo-liberal economists, a group which still dominates the
international economics profession, completely failed to anticipate the build-
up to the meltdown and the resulting severe recession of 2008-09. Indeed,
the onset of the worst downturn since the 1930s was an event which most
proponents of the neo-liberal view had assured us could not happen in countries
like the United States and the UK, which have keenly pursued a deregulated
path. Their view was that a key economic issue had been resolved — if markets
were allowed to function freely, self-correction would tame the economic cycle.
As the American economist Robert Lucas — Nobel Laureate, one of the high
priests of the new philosophy and a strong critic of Keynesianism — declared
in 2003, “the central problem of depression-prevention has been solved, for
all practical purposes.” This was an audacious claim, and one that has proved
entirely bogus.



The only economists to have foreseen the impending crisis were critics of the free-
market school, a group from the radical wing of the profession such as the Australian
Steve Keen and the late Hyman Minsky, both of whom had long predicted the
‘credit crunch’ and the resulting near-collapse of the global financial system."

The seriousness of the 2008-09 recession adds to what was already a growing
critique of the prescriptions of the orthodox school. The last two decades have
seen a series of global financial crises — the recession of the early 1990s, the Latin
American and Asian crises of the 1990s and the new economy bubble at the turn
of the millennium. These successive crises have exposed the reality of the self-
stabilising predictions of the adherents of free markets.

A key implication of this failure is that as the neo-liberal advocates have been
wrong about the desirability of ‘light regulation’ in financial markets, then they
are also likely to have been wrong about the desirability of deregulation in labour
markets. As the American columnist John Cassidy has written in his new book, How
Markets Fail, the long-held belief among modern economists that the free market
is inherently stable — that it will self-correct — has been proved badly wrong. Alan
Greenspan, former chairman of the Federal Reserve, and a key adherent of the
self-regulating school, admitted as much when he told a Congressional Committee
in October 2008 that he was shocked to find that the system of markets that
“had been going for 40 years or more with very considerable evidence that it was
working” wasn't.

Cassidy concludes that we need a new framework of ‘reality-based economics’
based on empirical analysis of what policies actually work best in practice, rather
than the dogmatic application of abstract theoretical models. This framework
would take sentiments like greed and fear into account and recognise that the
state still has an important role to play if we are to minimise the destabilising and
damaging tendencies of markets.

This pamphlet takes a reality-based view of the relative merits of flexible and
regulated labour markets. It examines the link between labour market flexibility
and economic performance and asks whether the UK is over- or under-regulated, or
has it about right. It looks at the arguments of those who are still calling for Britain
to rein back its already limited system of regulation.

Section 2 looks at what is meant by flexibility, at the history of regulation since
the late 1970s and at where the UK stands in comparison with other countries.
Sections 3 and 4 review the extensive empirical evidence on the effectiveness of
different forms of intervention based on both macro and micro studies, not just
in the UK but in other developed economies. Section 5 looks at whether labour
market policies help account for the lower rise in UK unemployment than would
have been expected from the depth of the recent recession.

The empirical evidence explored is as up-to-date as possible although selected
older studies are also reviewed and summarised when they are relevant. The aim in
every case is to provide a balanced assessment of the evidence base while taking
into consideration the quality and wider applicability of the empirical work that has
been done at both macro and micro levels.



There are broadly two schools of thought among academic economists about
the virtues of free or flexible labour markets (FLM) versus regulated labour
markets (RLM).

The first school of thought — the orthodox or neo-liberal school — is broadly, though
not exclusively, associated with the right of the political spectrum, with those who
favour a free market approach to running the economy. Adherents of this view argue
that just as government intervention to manage demand or effect production is bad
or counter-productive, labour market flexibility is ‘a good thing’ for the economy
while policies which reduce employers’ flexibility are bad.

Orthodox thinkers argue that if left to themselves, markets will work through what
Adam Smith described as an ‘invisible hand’ to deliver maximum efficiency, or
the best possible outcome for the economy including a state of full employment:
any interference in the market will produce an inferior result. This view has the
convenience of delivering straightforward, unambiguous answers to economic
problems. How much regulation should there be in the labour market? According
to the orthodox framework, ‘as little as possible’. What level should wages be set
at? The orthodoxy tells us: ‘Whatever level the market decides.’

But this efficient outcome only follows if the world conforms to a particular
set of very abstract and unrealistic assumptions about the way the economy
functions. These include rational and perfectly informed producers, workers and
consumers and perfect competition in labour and product markets. In this perfectly
competitive world, wages reflect skills and effort and the value of what workers
produce. Competition among employers will mean that workers paid less than their
worth will be offered a higher wage to prevent them leaving. Any two workers
with the same productivity earn the same wage; firms can hire as many workers as
they want at the prevailing wage rate; there are no frictions stopping workers from
leaving their jobs; workers can move from one job to another costlessly; and pay
differentials merely reflect variations in ability.

* For more detail see Howard Reed, Flexible with the Truth? London: TUC, 2010, Chapter 3.
Available to download at www.tuc.org.uk/flexiblewiththetruth
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In this world, welfare and production are maximised, the production process
achieves optimum efficiency; and measures which reduce this flexibility by
strengthening the bargaining power of labour and/or restricting the decisions
of employers will be either ineffectual or counterproductive. Thus interventions
that take wages above a worker’s value to the firm — such as minimum wages or
industry-wide bargaining — simply lead to increased unemployment because firms
will not employ workers when it is not economically viable to do so. Regulations
on working time will reduce efficiency because all workers are already working at
their optimal number of hours. Employment protection legislation will introduce
artificial frictions by making it more difficult for workers to move from one job to
another. Active labour market policy is unnecessary because workers can move
into work costlessly if they so wish. Unemployment benefits reduce the incentive
to work and hence make workers less likely to enter work, leading to increased
unemployment.

Although this perfectly competitive scenario is an extreme case, and perhaps
something of a crude characterisation of the orthodox position, the arguments and
the ‘worldview’ associated with it are still widely used by neo-liberal protagonists
to challenge incursions in labour markets and to defend labour market flexibility.
This view is promoted regardless of the empirical evidence on the impact of
regulations.

There are several different theoretical approaches among the pro-regulation school,
all of which offer a challenge to orthodoxy. One comes from a group which modifies
the orthodox model by assuming imperfect rather than perfect competition. This
school opposes the neo-liberal characterisation of the labour market while remaining
within a broadly neo-classical (mainstream) framework which still assumes that
individual behaviour is rational, forward-looking, and utility-maximising.™

This approach takes a more realistic view of the world — that market behaviour
fails to correspond to the predictions of economic textbooks. It accepts that wages
may not reflect a worker’s full contribution and that employees with the same
productivity working for different firms, or even the same firm, may earn quite
different wages; that there are recruitment and advertising costs involved with
hiring workers; that the costs associated with moving from job to job restrict labour
mobility; and that workers’ and firms’ information about each other is considerably
less than perfect.

The assumption of imperfect competition in labour markets has a huge impact
on the theory of the rule of labour market regulation. Indeed, a labour market
characterised by imperfect competition introduces a number of inefficiencies that
require correction by intervention. Economic theorists have shown that under such
conditions, regulation can therefore improve the working of the labour market.

For example, when imperfect competition leads workers to be paid less than
their true value to the firm, unnecessary unemployment will occur because
some workers will not find it worthwhile to work at the going wage, while the
incentive to improve skills is too low because of the inadequate return. In this
situation, minimum wages and wage bargaining can raise wages for workers who
are being paid less than their value without increasing unemployment (indeed, in

1



some cases they may actually increase employment over a certain range). This is
because in the absence of minimum wage legislation firms can pay workers less
than the value of what they produce without the worker finding it economically
viable to leave for another job elsewhere

Other forms of intervention which can overcome inefficiencies include:

Regulations on working time to prevent workers who face costs of leaving a job
being forced to work more hours than they would like.

Active labour market policies to help reduce unemployment through reducing
the cost to the unemployed of finding work.

The provision of unemployment benefits which can improve the efficiency of
the labour market by subsidising costly job-search activity.

Active trade unions, formal consultation procedures and effective workplace
representation to help deal with grievances and issues relating to workplace
environments where workers who are ‘tied into’ jobs because moving is costly
would rather exercise ‘voice’ than ‘exit’ mechanisms.™

The imperfectly competitive framework does not imply that labour market
regulation is always beneficial; for example, it is still possible for minimum wage laws
to adversely affect employment if they are set too high and excessive protection
can stifle labour mobility. However, the key message is that each piece of labour
market regulation has to be assessed on its own merits.

The imperfectly competitive model of labour markets retains the key features
of mainstream economics such as rational employees and profit-maximising
employers. Because it is a relatively small departure from the neo-liberal model,
a number of non-mainstream economists have developed more radical critiques,
which recognise that the real world is much more complex than is implied in both
perfect and imperfect competitive models.

The Australian economist Steve Keen has identified a list of objections to
these models of the labour market.™ For example, under the theory of ‘bilateral
monopoly’, in situations of both perfect and imperfect competition, powerful
employers can prevent workers being paid the value of what they produce unless
they also organise — for example, into trade unions.”™ Again, the way workers
and employers respond to changes in wages (in economists’ jargon, the supply
of and demand for labour) are not as ‘well-behaved’ as neoclassical economists
assume. There can be multiple equilibria of supply and demand and reducing
wages will not necessarily increase employment (as mainstream economists
would argue). In addition, demand and supply in the labour market are not
independent because changes in labour supply will affect the distribution of
income, which itself affects the demand for goods and services, which in turn
affects the demand for labour.™

If these criticisms of the neoclassical model are correct, then economic theory
gives essentially no prediction as to what the impact of labour market regulation
on economic performance might be. While this doesn’t automatically mean that
any specific labour market regulation is always and everywhere a good idea, it does
mean that the question of whether a particular labour market regulation is good or
bad for labour market performance can only be settled by empirical study.
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Because the theoretical construct of the orthodox school is such a poor reflection
of the way labour markets actually behave, even the advocates of flexible labour
markets accept that to overcome these imperfections there have to be some
constraints on the way labour markets are allowed to operate. Indeed, it is partly
because of these critiques that organisations that once supported the axing of
regulations, such as the OECD, have since modified their views.

Moreover, even those advocates who stick to the pure orthodox position accept that
there may be occasions when intervention is necessary —even if the effect is to worsen
efficiency. This has been called the efficiency/equity trade-off, an acceptance that it is
sometimes necessary to accept a loss of efficiency to pay for a fairer society.

The pro-regulation school argue that the case for intervention is not just a matter of
equity. They argue that some regulations actually improve economic performance,
and that individual acts of intervention need to be assessed on their merits. Those
favouring regulated labour markets tend to be pragmatists who have responded
to a growing body of evidence (reviewed in detail in this pamphlet) showing that
different economies, with very different approaches to labour market flexibility, have
produced equally good results. They claim that, while it has certainly been possible
for badly thought-out regulation to have harmful effects, the idea that there is
some simple positive relationship between the flexibility of the labour market and
good economic performance is not supported by the empirical evidence.

Once it is accepted that untrammelled markets have severe limitations, the policy
question becomes one of degree and type. How far should labour markets be free to
operate and how far should they be constrained? What economic, social and political
principles should determine how much intervention is appropriate? What types of
intervention are most effective?

Today no developed country in the world operates a fully flexible labour market in
which employers are free to set the terms and conditions of employment and workers
are treated as just another input to production, like machinery or raw materials. The
nearest we find to such a system was that operating in the early phases of the industrial
revolution in the late 18th and early 19th centuries (and which still characterises
production in many ‘sweatshop factories’ in developing countries today) when child
labour was commonplace and work was mostly characterised by long hours, unsafe
and dangerous conditions and a lack of holidays and rights.

Since that time governments throughout the world have intervened to limit the
freedom of employers.The twentieth century brought new employment rights with
strengthened levels of protection against dismissal and poor working conditions,
new rights for trade unions and more generous unemployment benefits financed
by higher rates of national insurance contributions. Some countries introduced
minimum wage legislation and in most countries there were rising levels of union
membership.

These measures were introduced in part for social reasons, to prevent what was
accepted to be unreasonable exploitation of workers, to protect against powerful
interests and to prevent poverty. Nobel Laureate Robert Solow described this view
in a speech to the British academy in 1998: “Every one of these regulations or
restrictions [on the operation of the labour market] was intended to promote a
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desirable social purpose. Some may do so ineffectively or inefficiently. That is worth
knowing; but the fact remains that wholesale elimination of these “rigidities” is
neither desirable nor feasible.”"”

Such interventions have also been aimed at improving economic performance. Thus
while the most 'flexible’ labour market from an employers’ point of view would be one
where the terms and conditions of employment were set unilaterally by employers to
maximise production efficiency, many employers have not chosen to operate in this
manner but have opted for policies aimed at promoting good employment practices.
As the Department for Business, Industry and Skills has pointed out, involving a
workforce in decisions about the organisation and content of work is often an
essential precondition for high-productivity, well-performing workplaces. It is unlikely
that a workforce which is treated like an inanimate object and not engaged with or
consulted in any way will perform effectively.'

Today governments intervene to influence the functioning of labour markets in a
number of different ways:

To influence (or limit) the degree of wage flexibility through the wage
bargaining system (e.g. by encouraging collective bargaining in the workplace,
across industries or sectors or the economy as a whole) or through legislation
on minimum wages.

To improve trade union rights such as the right to join a union or have a union
recognised for bargaining purposes.

+ To protect labour through employment protection legislation which restrict
employers’ abilities to ‘hire and fire’ employees.

To impose limits on working time such as through the EU Working Time
Directive and regulations on the extent of part-time and flexible working.

To affect maternity and paternity leave rights, the number of paid holidays, the
extent of flexible working, health and safety arrangements and aspects of non-
wage remuneration such as pension arrangements.

To address unemployment through education and training and through active
labour market policies — government-funded programmes designed to get
more unemployed (and inactive) people into work.

To provide income support during periods of unemployment, financed through
payroll taxation.

What level of intervention in each of these areas is appropriate is a matter of
considerable controversy, and degrees of intervention vary widely between
countries. In the UK, the extent and nature of regulation has changed sharply
over time. For much of the UK’s industrial relations history, collective bargaining
— rather than social protection legislation — provided the principal source of
protection for working people. The UK’s system of industrial relations, known
colloquially as ‘collective laissez-faire’, started to develop from the 1870s. At the
beginning of the twentieth century the Trades Disputes Act made it lawful for
trade unions to take industrial action and Wage Councils, which included both
union and employer representatives, were established to set and agree wages
in a number of low paid and ‘sweated trade’ industries. A national system of
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a national collective bargaining gradually evolved in the public and private
sectors'™ and from 1940, the Fair Wages Resolution (which required suppliers
to government departments to respect prevailing wages and conditions) was
extended to cover minimum terms and conditions for employees working in non-
unionised workplaces.

Since the early nineteenth century, there have also been a number of legislative
measures designed to strengthen the rights of employees — rights which were
more or less non-existent until then. A series of Factory Acts from 1819 banned
the employment of children under 10, restricted the hours of children over 10, and
enforced new health and safety regulations, and in 1911 Unemployment Benefit
was first introduced. But it was not until the mid-1960s/70s that legislation began
to play a more significant role in regulating the relationship between employers
and workers, with the introduction of rights over issues such as redundancy pay,
maternity pay, and sex and race discrimination law and equal pay. During the 1970s,
Europe became a key source of employment rights.

Over the same period, national bargaining arrangements started to decline and
a significant number of Wage Councils were gradually wound up. There were also
several attempts from the late 1960s to reform the law on industrial relations
— from Barbara Castle’s controversial White Paper In Place of Strife to Edward
Heath's Industrial Relations Act — all of which foundered. Legislation introduced
by the Labour governments in 1974-76 reverted to the traditional immunities-
based approach to labour law as well as introducing statutory protections from
discrimination for trade union members and activists and time off rights for union
officials. The 1960s and 70s also witnessed moves towards social corporatism, with
the adoption of incomes policies and the establishment of the Social Contract.

By the late 1970s the industrial relations landscape involved a mix of formal
centralised and localised bargaining. Sections of the economy lacked any kind
of collective bargaining machinery. Nevertheless in 1980, 71 per cent of the UK
workforce’s terms and conditions were determined through collective agreements
and 11 per cent by Wage Council orders.?® Although lacking the formalism of
corporate structures built around social partnership in European countries such as
Germany, the UK's industrial relations system offered comparable protection for
the working population.

Industrial relations in the UK were however subject to criticism. Low pay remained
commonplace and access to rights including maternity leave, holiday entitlement,
sick and redundancy pay and hours of work were limited. With a wave of high profile
strikes throughout the 1970s, along with the return of rising unemployment, the
neo-liberal school — which favoured the abolition of Wage Councils, the weakening
of employment rights, lower payroll taxes and weaker rights for unions — began to
gain more influence within the political arena. The previous political consensus in
support of plural industrial relations systems based on free collective bargaining
was unsettled. Successive Conservative governments from 1979 embarked on a
series of radical measures designed to encourage the greater flexibility favoured by
business and pro-market economists (see Box 1).
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Box 1: Conservative measures to
de-regulate the labour market, 1979 — 97




The impact of these policy changes, along with the changing economic climate, had
a profound impact upon the labour market environment and the nature of industrial
relations. By the time the Tories lost the election of 1997, the relationship between
employers and employees had been transformed. The trade union movement,
perhaps at the height of its influence in 1979, had found its powers, membership
and finance ebbing away. The number of days lost to strikes fell from 29.5 million in
1979 — the year of the winter of discontent — to 278,000 days in 1994. Trade union
membership in Great Britain stood at 13.5 million in 1979, 57 per cent of potential
union membership. By 1997 that figure had fallen to 7.8 million.

Workers had been forced to lower their expectations of both work and welfare while
bargaining power had shifted sharply away from labour and in favour of capital. These
changes contributed to the fall in the share of wages in GDP and the rise in the
inequality of earnings that occurred between 1979 and 1997 — indeed this was one
of the intended goals of the policy changes.?® In 1997, the unemployed faced much
greater insecurity than was the case at the end of the 1970s.

While most of this transformation was the direct product of legislation, some of it
was also the result of wider economic and social shifts, notably the recessions of the
early 1980s and early 1990s, the acceleration in the shift in employment away from
manufacturing, and shifting cultural, political and social attitudes and lifestyles.

When Labour came to power in 1997, it was not one of their priorities to turn back the
tide of the previous 18 years.Tony Blair made it only too clear that the commitment to
flexible labour markets would be maintained.As Labour’s leader told the TUC Congress
in September 1995: “There is not going to be a repeal of the trade tnion laws. Ballots
before strikes are here to stay. No mass or flying pickets. All those ghosts of the past.”
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Blair shared much of the Thatcherite position on industrial relations. He supported
most Conservative reforms of the labour market and bought into the ‘supply-side’
agenda to improve industrial efficiency and productivity. Gordon Brown was equally
emphatic that Labour believed in labour market flexibility and ‘light regulation’. As he
put it in Labour’s business manifesto published in March 1997, Labour “would not turn
the clock back to the 1970s in industrial relations because we know that flexibility
is vital for business to prosper.” Indeed flexibility became as much the watchword of
successive Labour governments as of the previous Conservative administrations.

Despite this declared commitment to the market, Labour was more interventionist in
practice than they were in rhetoric. Thirteen years of Labour rule brought a number of
workplace reforms, though these measures were always presented as part of Labour’s
commitment to economic modernisation, prudent finance, fiscal stability and low
inflation. As Tony Blair put it, he wanted partnership in the workplace combined with
the “pursuit of strong markets, modern companies and the creation of an enterprise
economy.”?* Blair and Brown rarely missed an opportunity to argue that their
economic priorities lay in improving productivity, enterprise and job creation.

Since 1997, there have been a number of measures aimed at the operation of the
labour market, most of which have involved a modest increase in regulation (see
Box 2):

Box 2: Labour measures to re-regulate
the labour market, 1997 — current
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Despite these measures Blair and Brown remained, at least until the onset of the
recession, much more receptive to the business than the trade union lobby. Most
of the limits on trade union rights, introduced during the 1980s and 1990s, still
exist with the effect that industrial action remains vulnerable to legal challenge
by employers.The effect of these rules was again highlighted in 2009 when courts
imposed injunctions preventing industrial action from taking place, including in
the recent British Airways cabin crew dispute. The Labour Government has also
taken little positive action to extend the coverage of collective bargaining, with
trade union recognition contingent upon workplace membership of above 50 per
cent, a measure that particularly restricts collective representation in sectors
with the most transient and low-paid workforces (such as hospitality).




Wedded to low replacement rates (the share of earnings in work met by benefits
when unemployed), Labour continued the policy of raising unemployment
benefits in line with prices rather than earnings. In 2009, the value of Jobseeker’s
Allowance — £64.30 per week — stood at 13 per cent of median earnings.

Considerable pressure was exerted on Blair by the trade union movement to
move Britain in the direction of the European model of social consensus and
corporatism. Many European nations are still characterised by institutionalised
tripartism that brings together government, business and trade unions in formal
discussions on the management of the political economy. In these models,
centralised negotiations often take macro-economic factors into account in the
determination of wages. Despite this, Blair — who held that the principal role of
unions was to help add value to companies — refused to introduce the type of
social consensus model widely adopted on the continent. The one exception was
the Low Pay Commission, established as an advisory body in determining the level
of the national minimum wage. Despite strong pressure from the TUC, Blair also
repeatedly blocked attempts by the European Commission to introduce legally
binding workplace representative bodies in companies with over 50 workers, even
though such practices were commonplace abroad.

Although Labour implemented a clear, if modest, increase in labour market
regulation from 1997 — including the minimum wage, enhanced maternity and
paternity rights, and the right to request flexible working — today the UK'’s labour
market remains one of the most lightly regulated of any developed economy, closer
to a flexible than a regulated labour market. Table 1 ranks OECD countries by a
simple summary measure of employment protection (EP) embracing a number of
dimensions of protection from regulations governing the dismissal process, notice
periods, severance pay and appeal procedures to regulations governing fixed-term
and temporary contracts and agency workers. The index, devised by the OECD,
ranges from zero (no protection) to 6 (extremely high protection). The UK was the
third least protected of the 26 OECD countries in 2008 (after the US and Canada),
compared with the second lowest in 1990.

Table 1 shows a modest convergence towards the average level of employment
protection (EP) across these nations over the 1990s and 2000s, with most of the
countries with the lowest EP (such as the US and the UK) seeing small increases
and most of the countries with the highest level of EP (such as Portugal and
Spain) decreasing levels of protection.
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Table 1: Employment protection in selected OECD countries, 1990 — 2008

OECD employment protection index (EP) Change
Country 1990 rank 2008 rank 1990-2008
United States 0.21 0.85 +0.64
United Kingdom 0.60 2 1.09 3 +0.49
Canada 0.75 3 1.02 2 +0.27
New Zealand 0.86 4 1.16 4 +0.30
Ireland 0.93 5 1.39 6 +0.46
Australia 0.94 6 1.38 5 +0.44
Switzerland 1.14 7 177 8 +0.63
Hungary 1.27 8 2.11 11 +0.84
Poland 1.40 9 2.41 15= +1.01
Japan 1.84 10 173 7 -0.11
Austria 2.21 11 241 15= +0.20
Finland 233 12 2.29 14 -0.03
Denmark 2.40 13 1.91 9 -0.49
Netherlands 2.73 14 2.23 13 -0.50
Korea 2.74 15 2.13 12 -0.61
Norway 2.90 16 2.65 20 -0.25
France 2.98 17 3.00 22 +0.02
Mexico 3.13 18 3.23 24 +0.10
Belgium 3.15 19 261 18 -0.54
Germany 3.17 20 2.63 19 -0.54
Sweden 3.49 20 2.06 10 -0.53
Greece 3.5 21 2.97 21 -0.53
Italy 3.57 22 2.58 17 -1.01
Turkey 3.76 23 3.46 25 -0.30
Spain 3.82 24 3.11 24 -0.71
Portugal 4.10 25 3.05 23 -1.05
Average 2.30 2.20 -0.10

Source: OECD Main Economic Indicators

Another measure of labour market flexibility is trade union density (the percentage
of employees who are members of a trade union). This is much easier to measure
than EP, being a simple index. Table 2 shows the OECD countries ranked on this

measure, from highest to lowest union density.
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Table 2: union density, OECD, 1990-2007

Trade union density (%) Change (% pts)
Country 1990 rank 2007 rank 1990-2007
Iceland 92.1 1 88.6 1 -2.5
Sweden 80.0 2 70.8 2 -1.8
Denmark 753 3 69.1 3 -6.2
Finland 725 4 703 4 -2.2
Norway 58.5 5 53.7 5 -4.8
Ireland 56.7 6 317 9= -25.0
Poland 54.8 7 14.4 22 -40.4
Belgium 53.9 8 52.9 6 -1.0
New Zealand 48.8 9 22.0 14 -22.8
Luxembourg 47.0 10 418 7 -5.2
Austria 46.9 1 317 9= -15.2
Australia 40.0 12 185 19 -21.5
United Kingdom 39.3 13 28 12 -11.3
Italy 38.8 14 333 8 -5.5
Greece 375 15 23 13 -14.5
Canada 32.9 16 29.4 11 -35
Germany 31.2 17 19.9 15 -11.3
Portugal 27.5 18 18.7 18 -8.8
Japan 254 19 18.3 20 -71
Netherlands 24.3 20 19.8 16 -4.5
Switzerland 22.7 21 19 17 -3.7
Turkey 19.2 22 83 25 -10.9
Korea 17.2 23 10 24 -7.2
United States 15.5 24 11.6 23 -3.9
Spain 12.5 25 14.6 21 +2.1
France 103 26 7.8 26 -25
Average 41.6 31.8 -9.8

Source: OECD Main Economic Indicators
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Table 2 shows that union density across the OECD decreased by an average of ten
percentage points over the period 1990 to 2007.The UK's fall in union density, from
39 per cent to 28 per cent, is about average. On this measure, the UK came 12th in
2008 — about mid-way in the rankings.

Another study — published in 2008 — attempted a more comprehensive approach
to measuring labour market flexibility, placing countries into four different groups
according to the strength of (a) employment protection legislation, (b) union and
collective bargaining strength and (c) ‘social protection’ — the generosity and
coverage of their unemployment insurance.?® Although developed nations are a
very long way from having uniform or harmonised labour market policies (unlike,
for example, macroeconomic policy, where in Europe, membership of the Euro
dictates a common monetary policy for most of the EU), the study was able to
find four distinct groups, as follows:

The ‘Anglo-Saxon flexible labour market’, a cluster of countries which includes
the UK, US, New Zealand and Canada. These countries feature relatively
low levels of EP and union strength and a low-to-moderate degree of social
protection.

Belgium, Switzerland and Ireland fall into the ‘European flexible labour market
category’ —rather like the Anglo-Saxon cluster but with slightly more protection
and regulation on all three dimensions.

Finland, the Czech Republic and Denmark fall into what has been described
as the ‘flexicurity’ category, with moderate levels of employment and social
protection, moderate union power and strong job search requirements for the
unemployed.

The remaining European countries — Spain, Germany, Italy, Portugal, Poland,
Norway, Sweden, France and the Netherlands — are in the ‘corporate continental
triple secure’ category, with high scores on all three indices.

The study shows that of the countries in the study, the ‘flexicurity’ countries seem
to perform best according to a range of indicators of economic performance.
They demonstrate high growth and relatively low unemployment, inequality
and poverty.
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So has the UK been right to link itself to the flexible labour market model? Has
the adoption of a comparatively low level of employment and social protection
contributed to improved economic performance? This section looks at the
macro level impact of regulation on employment and unemployment. The
next section looks at micro-studies, which consider the impact of individual
dimensions of labour market flexibility.

The orthodox position has been that employment protection measures, high
levels of unionisation and generous unemployment benefit systems will increase
the overall level of unemployment. Under this model regulation is associated
with weak economic performance and light regulation with strong economic
performance.Advocates of ‘light touch’ regulation — a mix of orthodox economists,
business leaders, leading politicians from all main parties and international
organisations such as the OECD and the IMF (though both have recently softened
their views) — have long argued that the continental European ‘social model’, with
its higher taxes, stronger welfare systems and more powerful unions, has led to
higher rates of unemployment and lower rates of employment than the more
lightly regulated UK and US.

The reality is much more complicated. Figure 1 shows the level of unemployment
in 2007 (that is, before the onset of recession) for a range of countries. While
France and Germany have high unemployment rates, several European states with
relatively highly regulated labour markets — for example Norway, the Netherlands,
Denmark and Austria — have unemployment rates that are lower than those of
the UK and US, despite their lower levels of regulation. A comparison of labour
force participation rates — the proportion of the labour force employed — would
show a similar pattern. Again, very different labour markets achieved comparable
levels of employment performance.?’

The main countries where the orthodox view finds some support are Germany
and France, both of which have had higher levels of unemployment and lower
levels of employment participation along with higher levels of regulation. Some of
France’s and Germany'’s problems may lie, at least in part, in their more rigid and
controlled labour markets. In recent years, Germany has attempted to make its
labour market more flexible through, for example, a reform of its once indefinite

* For more detail see Howard Reed, Flexible with the Truth? London: TUC, 2010, Chapters 3 and 4.
Available to download at www.tuc.org.uk/flexiblewiththetruth
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Figure 1: Unemployment rates, 2007
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Source: OECD, Eurostats

and relatively unconditional unemployment benefit system and a change in its
wage bargaining rules to allow for greater scope for flexibility at enterprise level.
Table 1 shows a sharp fall in the degree of employment protection in Germany
over the 18 years to 2008.

Nevertheless it would be wrong to conclude that the solution to above average
German unemployment lies in further heavy doses of de-regulation. Economic
dislocation caused by unification, along with the speed with which East German
wages were brought into line with West Germany's, contributed to the nation’s
sustained unemployment. Its employment problems are, according to Adair
Turner, also related to the wider macro-economic strategy of the Eurozone, which
follows tight monetary policy and emphasises price stability, and the level of the
deutschmark exchange rate at the time the single currency was created.?®

France has also engaged in a major internal debate about how to tackle high
unemployment, which is at least in part structural, but has not yet taken serious
moves to make its market more flexible. The nation has, for example, a relatively
high level of youth unemployment yet its adult minimum wage applies from the
age of 18 while the UK has a lower rate for 18—22 year-olds and 16—17 year-olds.

Despite the outlying position of Germany and France, there remains a lack of
an obvious pattern between regulation and unemployment. Figure 2 shows the
relationship between the OECD’s employment protection index (EP) and the
unemployment rate (the average over the five years 2004 -08) for the 26 member
countries.

The figure includes a linear regression trend line (the best statistical estimate
of the relationship between EP and unemployment). While this appears to
show a slight positive relationship, and would be interpreted by orthodox
commentators as evidence that high employment protection is associated
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Figure 2: The relationship between employment protection and unemployment
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with higher unemployment, such a conclusion does not follow. This is because
the line explains very little of the variation in the points on the graph and the
relationship is not statistically significant. The extent of the variation measured
by the graph is given by the ‘R-squared’ statistic, which is around 0.07. This
shows that only 7 per cent of the variation in the figure is accounted for by the
regression line.

Moreover, even if there had been a statistically significant positive relationship,
such two-way correlations are subject to the limitation that no other control
variables are included in the analysis. To the extent that other variables are
correlated with either unemployment or EP, we could be picking up the effects
of these variables rather than a true causal effect of EP on unemployment.
This is known as ‘omitted variable bias’. Thirdly, there is no way of establishing
the direction of causality. It could be that increases in unemployment lead to
increases in employment protection rather than the other way round.

A similarly ambiguous conclusion emerges when unemployment (averaged over
2003-07) is correlated with union density (Figure 3). This shows that despite
orthodox claims about the adverse impact of unions on the labour market, there
is in fact no statistically significant relationship between trade union density
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Figure 3: The relationship between union density and unemployment
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and unemployment, and thus no support for the orthodox view of unions as an
impediment to efficient labour market functioning. Similar findings emerge from
a study of the impact of changes in employment protection levels on productivity.
Simple comparisons reveal no evidence in support of economic orthodoxy.

Because of the limitations of these simple correlations to say anything conclusive
about theimpact of different degrees of regulation, there have been a number of more
sophisticated studies of the relationship between regulation and unemployment.
These studies use techniques which overcome the problem of omitted variable
bias because they can handle more than one variable at once (though they do not
overcome the problem of determining the direction of causation).

These studies have examined the impact of a number of different aspects of
regulation — including the extent of employment protection, the unemployment
benefit replacement ratio, the duration of unemployment benefit, union density,
the degree of centralisation of wage bargaining and the 'tax wedge' (the amount of
direct tax workers pay on their gross earnings, i.e. a measure of the tax burden on
employees) — on the level of unemployment across different countries.
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One study published in 2005 surveyed all the main earlier studies supplemented
by the authors’ own analysis to bring the studies up to date.?® These were the
key conclusions:

«  The only variables found to have a consistent correlation with unemployment
rates were the presence of a co-ordinated bargaining system where unions and
employers negotiate wages at national or sectoral levels (which is associated
with reduced unemployment) and the tax ‘wedge’ (which is associated with
increased levels of unemployment).

+  Theimpact of bargaining co-ordination (if causality does run from co-ordination
to unemployment rather than the other way round, which is impossible to say
for sure) varies sharply — from around a one to a 10 percentage point decrease
in unemployment.

+  The tax wedge variable has a minor impact on employment. A 10 percentage
point increase in the tax wedge — a huge increase — is associated with a one
percentage point increase in unemployment (however these studies do not take
into account the ways in which the expenditure of tax receipts can improve
economic performance).®

+ The employment protection (EP) and unemployment benefit duration variables
are significant and positively correlated with unemployment in most of the
listed papers though the effects are small. In one case, 1-unit increase in EP (a
large increase, given that the OECD use a 6-point scale and most countries are
between 1 and 3) is associated with less than a 0.3 percentage point increase
in unemployment. In the most recent data, increased EP is actually associated
with a small reduction in unemployment.

Thus the collated evidence in this study does not support the straightforward
conclusions of the orthodox school. At most it offers limited support for the notion
that employment protection and the tax wedge have a small positive correlation
with the unemployment rate, controlling for other factors. However, the strongest
result is that more co-ordinated wage bargaining systems are associated with lower
levels of unemployment — an argument which runs counter to orthodox labour
market prescriptions.

As the authors of the survey conclude: “Our results suggest a yawning gap
between the confidence with which the case for labour market deregulation has
been asserted and the evidence that the regulating institutions are the culprits.
It is even less evident that further weakening of social and collective protections
for workers will have significant positive impacts on employment prospects.
The effects of various kinds of deregulation on unemployment are very hard to
determine and may be quite negligible.”*’

These results were published in 2005 and few of the studies included data from
the twenty-first century. There have been two more recent major studies — a
2006 OECD study which uses data up to 2002 and an academic study published
in 2007.22 Both confirm the picture of ambiguity. Sometimes the orthodox
predictions are upheld but mostly they are not. For the most part the findings
are inconclusive or where there is a clear pattern, the impact is weak. The main
findings of the OECD Report — which examines the impact on employment as
well as unemployment rates — are summarised below:
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Those that are supportive of the orthodox position:

+  The tax wedge is significantly related to unemployment, with the impact of
a 10 percentage point increase in the aggregate tax rate associated with a
2.5 percentage point rise in unemployment (this compares with only a one
percentage point rise in the 2005 survey). However these studies do not take
into account the ways in which the expenditure of tax receipts can improve
economic performance.

+  'High and lasting’ unemployment benefits are positively correlated with
unemployment and there is some evidence that macroeconomic shocks such
as recessions may be amplified by very high benefits.

Those that are supportive of the pro-regulation position:

+  Highly centralised and/or co-ordinated wage bargaining systems are associated
with reduced unemployment and act to dampen recessions.

+  Publicly funded training programmes have a significant association with lower
unemployment.

+ Union density is positively correlated with employment rates.

Again, several interventionist measures were found to have no consistent correlation
with the level of employment or unemployment. The 2007 study found that the
replacement rate and union density were positively related to joblessness while
strong employment protection reduces it.

Overall, the macro evidence finds little conclusive support for the orthodox
proposition that labour market regulation has a negative impact on economic
performance. The strongest result — that co-ordinated bargaining is associated with
reduced unemployment — runs directly counter to the orthodox prospectus. Despite
this evidence, neither the OECD nor the IMF have recommended that countries where
collective bargaining is weak — like the US, Britain and Australia — should reform their
labour market to establish co-ordinated bargaining institutions.

The only two robust findings from the macro evidence that provide limited
evidence for the orthodox model are that the size of the tax wedge and the
generosity of the unemployment benefit system are correlated with higher
unemployment. However, in both cases, the effects found are mostly small.*®
As the authors of the 2007 study conclude: “The influence of institutional
arrangements is actually far more complex than implied in most theoretical
models and policy agendas. Notably, the results appear more complex than
what is stressed by the ‘new orthodoxy view'. We do not generally confirm
the superiority in terms of employment performance of systems founded on
deregulation (or even flexicurity).”*

The empirical evidence shows that there is no single route to achieving low
unemployment, no ‘one size fits all’ set of policies that are appropriate for all
economies, irrespective of their cultural and social background and institutional
structures. Countries with very diverse approaches to the labour market have ended
up with very similar outcomes when it comes to employment and unemployment.
For example, the ‘Scandinavian’ and the ‘flexicurity’ nations, despite being highly
regulated, have enjoyed relatively successful employment and unemployment
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outcomes over the last decade. As the eminent American labour economist, Richard
Freeman, put it in 2005: “The evidence for the Jobs Study orthodoxy was and remains
at best mixed. Many economists have known that the time-series and cross-country
data on which some proponents of the view relied was of dubious value. Indeed,
in various Employment Outlook analyses post-1994, OECD economists themselves
made clearer the fragility of the empirical support for some of the orthodox claims.
Other analysts, usually country specialists, have known that the simple flexibility
story does not explain the good or poor performance of their national economies.
How else to account for the success in employment of Scandinavian countries... [or]
the success of the United States compared to economic near-clone, Canada? "
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Because of the ambiguity, and the well know weaknesses associated with
measurement and methodology in macro-studies, the micro-level evidence is in
many ways more useful. Micro-studies have several advantages over macro-studies.
Whereas macro-studies are limited by problems of aggregation and simplification
of variables into indices, and the difficulty of establishing causal links, micro-studies
are able to control for other factors which might affect labour market outcomes in
a much more systematic fashion.

The flip-side of this increased accuracy in isolating (as far as is possible) the causal
impact of individual dimensions of labour market flexibility is that the results
from micro-studies are not individually generalisable. Each relates to a specific
time, place and policy, and multiple studies are required to reach systematic
conclusions about ‘what works’ in policy terms.

The orthodox prediction is that a minimum wage will either have no effect on the
labour market whatsoever (if set at a level below what the lowest-paid worker in
the labour market is paid) or will reduce employment (if set above this level). In this
view, the higher the minimum wage is, the higher unemployment will be.

Alternative views based on imperfect competition in the labour market suggest
that it is possible that many workers are being paid less than the value of what
they produce and in this situation, it is possible for a minimum wage to raise wages
without adverse effects on employment.® In certain models there may also be
a positive impact on employment.?” There is a certain critical level above which
adverse employment effects may occur, but it is an empirical question as to where
that level is. However, the actual rate may need to vary in this model, by, for
example, setting lower rates for workers with lower than average productivity (such
as young workers) to avoid adverse employment effects.

The debate on the impact of a minimum wage has swung wildly ever since a 1995
study by two eminent American labour economists produced results which showed

* For more detail see Howard Reed, Flexible with the Truth? London: TUC, 2010, Chapter 5.
Available to download at www.tuc.org.uk/flexiblewiththetruth

31



that the best estimate of the effects of the minimum wage on US employment
was zero.® This conclusion — which overturned the standard orthodoxy — was
challenged in a 2007 study which concluded that there is a significant negative
impact from increases in the minimum wage on employment, averaging across a
range of US and other country studies.®

However, a more recent large-scale analysis based on 64 studies in the US argues
that the results of the 2007 study (at least for the US) were driven by ‘publication
bias’.*° This is the tendency, well-documented in academic publications in a wide
range of subjects, for empirical research which produces an intervention outcome
significantly different from zero to be deemed more ‘interesting’, and hence more
likely to be published than research which shows no effects.*’ Once publication
bias was controlled for using standard statistical techniques, the estimated average
effect of minimum wages on employment was found to be almost exactly zero.

In the UK, the Low Pay Commission commissions regular empirical work on the
impact of the UK’s national minimum wage (NMW) which currently stands at £5.80
for an adult. Prior to its introduction there was concern that it would prompt knock-
on wage increases for slightly higher paid workers in a bid to maintain differentials.
The Commission’s latest report suggests that this does not seem to have happened.*
There is some evidence of reductions in hours for adult men resulting from increases
to the NMW in 2001 and 2003, but these are small in magnitude. In general, there
is no statistically significant evidence of reductions in employment or increases in
unemployment arising from the uprating of the minimum wage in the UK, even
though it has increased in real terms and relative to median earnings since 1999.

This finding is consistent with earlier evidence on the initial introduction of NMW
which found no employment or unemployment effects, though one study found some
evidence that the minimum wage increased wages at the expense of profitability
for firms based in industries which employed particularly high shares of low-paid
workers.** There is also some evidence supporting the argument that, in the absence
of a minimum wage, workers are paid less than the value of what they produce, and
that the minimum wage stops this happening (at least for workers at the bottom of
the wage distribution) by placing a floor under wages.*

In summary, once correction for publication bias is made there is no evidence of
adverse effects of minimum wages on the labour market in the United States.
Nor is there evidence of adverse effects in the UK. Given that studies have shown
that the minimum wage does seem to set an actual wage floor, rather than being
set below levels at which it would actually bite, the absence of a measurable
employment effect presents a real challenge to the orthodox view of labour
markets and is considerable prima facie evidence in favour of an alternative
understanding — whether it be a conventional imperfect competition model of
the firm's wage-setting decisions or based on more complex arguments around
inequality of bargaining power.

That said, policymakers need to be careful not to be reckless with increases in
the minimum wage. Even in alternative models, there remains some level above
which minimum wages are likely to cause unemployment.
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‘Employment protection’ (EP) involves policies which reduce the ease with which
firms can get rid of workers and soften the impact of redundancy when it happens
— for example through unfair dismissal legislation and statutory redundancy pay
provisions. As shown in section 2, EP provisions in the UK were loosened during
the 1980s and 1990s. Though there was some modest re-regulation under Labour,
the UK still has the third weakest level of protection among OECD nations.

Most theoretical work predicts that EP legislation will reduce the flow of jobs. This is
because it reduces the rate of job loss (by making it more difficult for firms to get rid of
workers) but also reduces the rate of job creation. However, the theoretical literature
is split on whether EP is good for the wider economy in terms of employment,
productivity and innovation.

While orthodox models predict that EP, like most other regulations, reduces
efficiency by impeding the ‘ideal’ operation of the market, in more realistic models
the effect is more mixed. On the negative side, some models predict that EP may
create a barrier between a core workforce of employed, well-protected ‘insiders’
and a casual or unemployed periphery of ‘outsiders’.* There may also be reductions
in productivity growth and/or innovation if EP impedes employment shifts from
less productive to more productive firms.*

On the positive side, many ‘job-search’ models of the labour market suggest that the
optimal level of EP for economic efficiency is greater than zero because a reduction
in the risk of being fired acts as an insurance mechanism for workers.*” Similarly,
severance pay is a (partial) insurance against the risk of being made unemployed,
particularly in countries where unemployment benefits are low.* EP can also increase
productivity and/or innovation in an economy where skill enhancement is important,
but firms are vulnerable to economic shocks.*

While the empirical evidence is mixed, there are plenty of studies which suggest that
moderate levels of protection can be economically effective. As shown in section
2, while some countries with strong protection, such as Germany and France, have
high unemployment most, such as Denmark, Sweden and the Netherlands, have
low unemployment.

One cross-European study found that while job mobility rates are negatively related
to stricter EP, EP has more positive effects on youth labour markets and on skills
acquisition.®® A study of the impact of the 1999 British reform which reduced the
qualifying period for unfair dismissal provisions from two years to one year found
that it reduced the probability of leaving employment for workers with tenure of
between one and two years, probably because the reform induced employers to
find workers who were better matched to their jobs (and thus, less likely to be
candidates for firing).*’

Very low levels of employment protection actually reduce growth because
they reduce the incentive for workers to improve their skill levels.>? Thus, up to
moderate levels, EP is productivity-enhancing. However, very high levels of EP can
raise wages and thus lower profitability (and hence investment), which reduces
productivity growth.
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In summary, while strong EP can reduce the extent of job flows and job re-allocation
between different sectors of the economy, a certain degree of EP helps preserve
jobs where acquiring skills is an important determinant of productivity. In addition,
whatever the economic effects, EP plays an important social role, offering a degree
of workplace security that would not occur in a free market and protection against
the process of industrial change that can be highly destructive.

Given that the UK has the third lowest EP level of any developed country, the ambiguity
of the empirical evidence suggests that it is unlikely that a reduction in EP from this
low level would deliver enhanced labour market performance or that modest increases
would be detrimental. Indeed given the theoretical literature which suggests that EP
has positive effects on productivity at low levels, which turn negative at high levels,
reducing EP from where we are now could actually reduce productivity.

This section looks at policies aimed at making work more compatible with having
and looking after children, and measures which increase flexibility for workers with
children while reducing it for employers.

The promotion of access to childcare for working families has been an important
element in Labour’s aim of increasing the overall working-age employment rate by
moving more lone parents and couples with children into work. The Working Families
Tax Credit (introduced in 1999) and the Child Tax Credit (introduced in 2003) both
included support for childcare expenditure for low-income working families, while
the ambitious 2004 Ten Year Childcare Strategy planned for a number of extensions
to current state support for childcare provision.>

The evidence is that, by reducing the net cost of entry to work, childcare subsidies have
a positive impact on the labour supply decisions of mothers — whether lone parents
or in couples. Although the subsidy has to be paid for out of increased taxation (so
that the resulting increase in the tax burden may have some adverse and offsetting
impact on economic efficiency®), the UK evidence is that childcare subsidies boost
female employment, assist women'’s re-entry into the labour market after having
children, and contribute to a reduction in the pay gap between men and women.*®
Such subsidies are an important part of the ‘welfare-to-work’ strategy.

Although Labour has made several extensions to mothers’ rights to statutory
maternity leave and pay since 1997 and introduced statutory paternity leave (for two
weeks) these provisions remain less generous than many other European countries. In
general, employer organisations have been more opposed to extensions of parental
leave rights than to childcare, because of perceptions that parental leave imposes an
additional cost burden on employers — either due to the cost of having to cover for
the person on leave or the temporary disruption for the business.
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While the orthodox view suggests that in the short run, parental leave costs are
shifted on to employees via lower net wages, in more complex models — where there
is imperfect competition and potential scope for bargaining — the effects of parental
leave are less clear. On the negative side, long periods of family-related leave might
be disruptive to the business if they cause working patterns to have to be rearranged
and reduce productivity. On the other hand, if family-related leave allows a mother or
father to return to the same job — rather than having to leave the labour market and
return to another job — it could raise productivity compared with a situation where
no parental leave scheme is available.

Although there is limited evidence on the wider economic impact, the empirical
evidence suggests that paid maternity leave has strong social benefits. It increases
the time that women spend out of the labour market immediately after giving
birth; it increases the likelihood of women returning to employment after the leave
period runs out; it increases the likelihood of women returning to the same job (i.e. it
improves worker retention; it has much bigger effects than unpaid maternity leave)
largely because women are much less likely to take unpaid maternity leave; it has
positive effects on child health (measured by birthweight), a negative correlation with
infant mortality, and a positive impact on mothers’ health outcomes.*® The more
limited evidence for fathers is that when fathers take longer parental leave, they are
more involved in the care of their infants nine or 10 months after the birth.>’

Paid maternity leave has a much more powerful impact on encouraging female
employment than unpaid leave. Maternity leave improves job retention for women
and, since reductions in pay for women moving jobs after childbirth are a large part
of the explanation for the gender pay gap, it contributes to greater gender equality
by enabling women to return to their pre-childbirth jobs (and pay levels). Research
over the period 1998 —2004 has also found that workplaces in which the incidence
of family-friendly working practices increased were more likely to be identified by
managers as having improved in financial performance relative to others. However,
it is not clear what the causal interpretation of this relationship is — whether high-
performing workplaces had more spare funds to introduce family-friendly working, or
whether family-friendly working actually improved workplace performance.

The right to request flexible working, introduced for parents with children under six in
2003 and extended to parents of children under 16 in 2009, is a classic piece of ‘soft’
labour market regulation — it gives employees the right to make a formal request for
flexible working arrangements though employers are under no obligation to agree to
the request.

One 2006 study found that 91 per cent of employers accepted all requests for
flexible working in the 12 months prior to the survey, and 92 per cent said they
would consider a request for flexible working from any employee — even those
without children.®® Forty per cent of employers said they had received at least one
request for flexible working in the 12 months prior to the survey. This suggests
considerable previously unmet demand for flexible working and that employers are
(in the majority of cases) prepared to be flexible about accommodating demands.
This is further evidence that real-world labour markets operate differently from
the idealised economic textbook versions.
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While there is no direct empirical evidence on the impact of the right to request
flexible working on the wider economy, the extensive willingness of employers
to respond to such requests suggests that effects on productivity or profitability are
unlikely to be negative.

Orthodox economists have portrayed trade unions, like minimum wages, as little
more than mechanisms for creating unemployment by raising wages above their
market-clearing levels in the unionised sector.®® It was the alleged adverse effects
of trade unions on equilibrium unemployment levels in the economy — together
with concerns about the number of working days lost to industrial action in the
1970s — that were the justifications used by the Conservatives for their new legal
restrictions on the freedom of unions.

However, by the 1980s the orthodox economic view was being challenged in a
way which demonstrated a potentially positive role for unions under theoretical
assumptions that deviated from strict orthodoxy. Analysis of their role in an
imperfectly competitive environment shows that, as with the analysis of the impact
of a minimum wage under imperfect competition, there is scope for unions to
increase wages (at the expense of reductions in profits) without adverse effects on
employment. This is known as the efficient bargaining model.%°

Based on groundbreaking research on the economics of imperfect competition by
academics such as the Nobel Laureate economists Joseph Stiglitz and James Mirrlees,
a number of studies have shown how unions could play a positive role in liaising with
management to make workplaces fairer and more effective by providing a trusted
channel to articulate workforce suggestions and grievances.®’

The role of trade unions is thus another example of an area of economic
theory where relaxation of the basic assumptions yields predictions that are
completely different from the orthodox view. However, the new theories tell us
nothing about the magnitude of trade unions’ positive impact on wages and/or
productivity or workplace functioning — or even if such effects can be detected
in the real world.

Despite these new theories, trade unions are still viewed as a negative force by the
anti-regulation school. Changes in union law have weakened the opportunities
once available to unions while employers have often displayed a reduced
willingness to recognise unions for bargaining purposes.®

This weakening in trade union rights has failed to recognise the economic benefits
that unions bring. In the UK, unions have been shown to be worthwhile institutions
for their members and to be associated with ‘good practice’ in the workplace.
For example, research for the Department of Business, Enterprise and Regulatory
Reform has shown that union density is significantly related to reductions in more
serious disciplinary actions such as suspensions and dismissals.®* A union presence
has also been found to have what one writer has called a ‘sword of justice’ effect
in the workplace — an important role in promoting social justice at work — with, for
example, a better record on gender equality, better treatment for disabled people
and fewer workplace accidents.®* The presence of trade unions in the workplace is
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also positively correlated with the availability of parental leave (above the statutory
minimum), special paid leave and job-sharing options.®®

There is also evidence that union density is associated with a range of positive
wider economic outcomes. A World Bank analysis across developed and developing
countries found that the extent of collective bargaining by trade unions was
negatively associated with unemployment, inequality and the incidence of
strikes.%® Another study found that trade union recognition in manufacturing
firms is positively related to several different types of innovative practice.” The
existence of trade unions is also correlated with several aspects of good workplace
performance, although it is admittedly hard to show a definite causal link. As shown
in the macro-economic literature above, countries where unions are involved in
setting co-ordinated bargaining agreements across the economy tend to have lower
unemployment. The TUC Touchstone pamphlet The Road to Recovery®® provides
further discussion of the workplace benefits that collective bargaining can bring,
including workplace innovation, employee engagement, improved retention and
reduced absence, increased income equality and improved access to education.

There is also evidence that in some countries, including Denmark and the
Netherlands, the tripartite approach has accelerated the pace of structural
reform, encouraging unions to agree to wage restraint in return for tax reform,
improvements in welfare provision, greater diversity in working time or accepting
changes that are employment-enhancing.®® Because of these positive associations,
the OECD has more recently come to accept that under certain conditions, trade
unions can contribute to jobs growth and that high levels of collective bargaining
through centralised negotiating and corporatist models have produced successful
labour market outcomes in a number of countries.”

While orthodox commentators have argued that generous unemployment
insurance systems simply lead to unemployment, the OECD has recommended
both in-work financial support for low-income earners and an active labour
market policy as key planks of the strategy for reducing unemployment.”” So
what does the micro-evidence say about the impact of all these policies in the
UK and other comparable countries?

In the UK, the system of unemployment insurance has gradually been pared back.
Today, Jobseeker’s Allowance (JSA) pays £64.30 per week for adults aged 25 and over,
requires an adequate record of national insurance contributions and is only paid for
six months with claimants required to demonstrate that they are actively seeking
work (although income-related JSA can be claimed for longer for those passing a
strict income test). The UK benefits system also provides varied support for non-
working people who are unable to work because they are sick or care for others.
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The orthodox view is that the more generous out-of-work benefits are, the less
likely people are to be in work. This is because unemployment insurance raises
the ‘reservation wage' — the net income from work above which people find it
worthwhile to enter work. The orthodox view is that anything which reduces
the reservation wage is good, whereas anything that increases it is bad. For
example, the OECD's 1994 Jobs Study advocated reducing the generosity of
unemployment insurance,imposing short time limits on claim periods, tightening
the criteria for eligibility and reducing the tax burden on low earners.

Most orthodox economists do not argue that out-of-work benefits for jobseekers
should be abolished entirely, as they accept the rationale for a safety net to
alleviate extreme poverty on equity or social justice grounds. However, they
mostly argue that the existence of safety nets is part of the ‘efficiency/equity’
trade-off — the acceptance of a loss of efficiency in return for a gain in equity.

Other economists have challenged this view, particularly its assumption of
‘perfect information’, whereby workers move costlessly into their most-preferred
jobs. Indeed, recent theoretical research into labour market dynamics — the
process by which workers move between jobs and from unemployment to work —
is dominated by ‘search-matching’ models. These accept that job-searching takes
time and effort and demonstrate that it is quite possible that unemployment
benefit at a level greater than zero can enhance efficiency by providing workers
with the means to make a more effective (and often more time-consuming)
search for jobs, which also means they are likely to get a higher wage than if they
took a job quickly.”

The empirical evidence on the effects of unemployment insurance is mixed.
The macro-evidence (discussed in section 3) indicates a negative correlation
between the generosity and duration of unemployment benefits and levels of
unemployment. The micro-evidence is usually based on examining labour market
performance before and after specific reforms.

Research on the replacement of Unemployment Benefit with JSA in the UK in
1996 shows that it is important to consider what happens to inactivity as well as
unemployment when evaluating the success of reforms of this type. The official
government evaluation claimed that the reform was successful because flows off
the ‘claimant pool’ of people receiving the allowance increased when the reform
was introduced.” However, other studies suggest that while the tightening of
the work search requirements and reduction in the qualifying period did result in
large reductions in the claimant count, these were overwhelmingly into inactivity,
not employment.”™

There is also recent evidence on Germany’'s ‘Hartz reforms’ introduced from
2003.These implemented most of the OECD ‘medicine’ by reducing the duration
of unemployment benefit eligibility from an indefinite period to 12 months and
by greater enforcement of the job-search criteria. Although this evidence shows
that the reforms had some effect in decreasing unemployment, this was also in
part the result of a better macroeconomic environment leading to substantial job
growth in the years following 2004.7

A US study has shown that while more generous unemployment benefits do
increase unemployment durations, about 60 per cent of this increase is due to
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unemployed people choosing to smooth their consumption patterns over time.
This reduces workers’ risks of immediate and severe poverty, as well as maintaining
demand in the wider economy. Higher benefits also help unemployed workers to
secure better matches, which better utilise their skills. Using cost-benefit analysis,
the study argues that the optimal unemployment benefit level would be just over
50 per cent of the average US weekly wage.”® By comparison, the current JSA level
in the UK is £64.30 — just 13 per cent of gross average earnings, much lower than
the relative value in other countries such as the Netherlands and Denmark.”

The evidence on the effect of reforms to unemployment insurance is therefore
mixed. Even pro-regulation economists accept that over-generous unemployment
benefits with indefinite eligibility and limited job-search conditions are likely to
act as a disincentive to work. On the other hand, evidence from the much less
generous UK and US systems suggest that benefit reforms which start from a
relatively ungenerous base, and tighten eligibility conditions still further, can have
adverse effects on the efficiency of job searching.

A'third way’ on unemployment insurance between the extremes is exemplified by
the Danish ‘flexicurity’ system, which combines generous benefits with stringent
job-search conditions and time limits. Research suggests that this hybrid approach
can achieve low levels of unemployment while avoiding the negative social and
economic aspects of the UK and US models.™

One way of overcoming the problem of out-of-work benefits raising the
reservation wage is to raise the level of in-work incomes using in-work benefits.
The UK has a long history of in-work financial support, going back as far as 1971,
when Family Income Supplement was introduced. This was replaced by Family
Credit in 1988, the Working Families Tax Credit (WFTC) in 1999 and finally the
Working Tax Credit (WTC) in 2003.7

In general, orthodox economists are less opposed to in-work financial support
because it helps to restore financial incentives to enter work to something like
the level that they would be in the absence of an out-of-work benefit system.
Also, in-work benefits offer a way of redistributing income without adverse
effects on the incentive to work (indeed, while encouraging work); this makes
them desirable to many commentators on equity, as well as efficiency grounds.
The UK has also been influenced by the political and economic debate on in-
work benefits in the US, where the Earned Income Tax Credit (EITC) system has
been shown to have significant positive effects on the employment rates of lone
parents and low income families with children. Early New Labour thinking on in-
work benefits was heavily influenced by the US experience, and the WFTC was in
some ways meant to mirror the EITC.

The empirical evidence on the effectiveness of in-work benefits in promoting
employment shows clear positive results for lone parents —who face unambiguous
financial incentives to enter employment as a result of the policy. Studies have
shown that the increase in generosity of the WFTC compared with its predecessor
benefit, Family Credit, boosted lone parent employment by between 65,000 and
80,000 (between 3.8 and 5.2 percentage points) between 1999 and 2003.%°
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In contrast, the impact of the WFTC on the labour supply of married mothers has
been found to have insignificant effects overall.®' This is largely because by raising
household income, increasing in-work benefits for a couple where just the man is
working can make the woman less likely to seek work. In the case of two-earner
couples, increasing in-work benefits might make the second earner more likely
to move out of employment. For couples where neither earner works, in-work
benefits make it more likely that one earner will enter work.

An increased emphasis on active labour market policy (ALMP) has been the main
‘interventionist’ recommendation that the OECD has been making for the last
fifteen years, first in its 1994 Jobs Study and most recently in its 2009 Employment
Outlook, where it argues that countries need to be spending a lot more on ALMP to
reduce the unemployment impact of the current recession.

In practice, ALMP can comprise a host of different policies including assistance
with job-search activity (for example, using personal advisers or training
courses to assist unemployed people); employer subsidies to take on long-term
unemployed people; direct job creation when the government/public sector
agencies assign long-term unemployed people to jobs directly; and assigning
unemployed people to training schemes to improve their skills. In most countries
these policies are targeted specifically at long-term unemployed people and/or
marginalised groups.

There is substantial empirical evidence on the effectiveness of different types of
ALMP — particularly from the US and Canada, where these types of programmes
have a long history. One summary study of US and Canadian active labour market
initiatives from the 1980s and 1990s found that such programmes mostly have
positive effecs on employment.®? The OECD has reached similar conclusions
about job-search, finding that subsidised job or earnings supplement programmes
are particularly effective.®

In the UK, there have been a number of active labour market policies over the last
decade starting with the New Deal programmes from 1998.These first targeted
long-term unemployed people aged under 25 and were then extended to the
over-25s. They offered assisted job-search support (the ‘Gateway’) followed by
assignment to work or training options — a subsidised job with an employer,
full-time education and training, a voluntary sector job or a placement with the
Environmental Taskforce — if the client had not secured a job after six months.
This was followed by the voluntary New Deals from the early 2000s available
for some of the groups not covered by the compulsory New Deals — including
lone parents and disabled people. These voluntary programmes offered people
intensive job-search assistance, training and jobs through public, private and
voluntary sector ‘job brokers’. The Pathways to Work programme — mandatory
work-focused interviews coupled with job-search assistance — from 2004 was
aimed at claimants of Incapacity Benefit (since replaced by Employment and
Support Allowance).

On the whole, the evaluations of UK ALMP schemes (though less thorough than the
US evidence) show positive effects from each programme, although there is some
evidence that the long-run effects are smaller than the short-run effects. As with the
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US evidence, ‘work-first’ options (programmes that offer assistance with job-search,
or which place participants into work directly through subsidised jobs) seem to be
more effective than full-time education and training-based options.

From October 2009 the Government began to replace the existing New Deal
schemes with a ‘Flexible New Deal’ programme, which integrates the schemes and
expands the role of private and voluntary-sector contractors in delivering work
placements. They also set aside £1 billion (the Future Jobs Fund) to create jobs for
young people unemployed for more than six months. Economists including Paul
Gregg and Richard Layard have proposed a ‘Job Guarantee’ scheme, which would
extend the FJF scheme to all unemployed adults who have been out of work for
over 12 months. It would take the ‘work first’ approach to its logical conclusion
by creating jobs for people facing long-term unemployment using direct funding
from the public purse. They propose creating low-skilled jobs in sectors such as
maintenance (e.g. of public housing, schools, hospitals and roads) and social care
(e.g. home helps). Workers would be paid the national minimum wage rate or just
above rather than only receiving their benefits.®*

There is evidence from Denmark and the Netherlands, where these types of schemes
have been tried already, that they reduce unemployment — which is as expected
given that the government is essentially creating additional jobs.®* Previous
evidence on whether such schemes can help long-term unemployed workers into
unsubsidised jobs is mixed — it depends very much on whether the Job Guarantees
can help clients acquire the skills they need to forge a long-term relationship
with the labour market and on whether continued support with job-searching is
provided throughout the programme 2 The final point to note is that schemes like
this do involve additional initial expense relative to New Deal programmes; for
example, Gregg and Layard have estimated that a programme of Job Guarantees
for all Flexible New Deal claimants for six months (after already going through the
Flexible New Deal) would cost around £2.5 billion more than existing policies. This
gross cost could however be reduced in the long run as people entering the Job
Guarantee scheme make the transition into sustainable long-run employment —an
outcome that would also bring considerable social benefits.

While some commentators have dismissed such schemes — Labour MP Frank
Field (a vocal opponent of recent welfare-to-work schemes) has called the New
Deal schemes “a £60 billion waste of money”#” — their views are not supported
by the balance of evidence. Indeed, the main recommendation from the most
recent OECD Employment Outlook in the context of the current recession is that
spending on active labour market policies with a proven success record should
rise to limit the increase in unemployment.®® The OECD also argues that the
‘safety net’ feature of unemployment benefits in a time of substantial increases
in unemployment is vital. Many people who become unemployed may be out
of the labour market for a considerable time, and it is important that out-of-
work benefits are generous enough to avoid families falling into dangerous levels
of poverty and hardship. The OECD’s call for increased spending on ALMPs is
particularly resonant in the UK, where overall spending on ALMPs as a proportion
of GDP — at 0.3 per cent — is only around half the OECD average.®
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Although the 2008-09 recession has brought the most severe contraction of
economic activity for the UK since the 1930s — a 6 per cent fall in GDP on the
latest data surpassing the early 1980s recession (which saw an output fall of
around 4.5 per cent) and the early 1990s recession (with a fall of around 2.5 per
cent) — the UK labour market seems to be performing significantly better than
it did in either 1980—84 or 1990-93. While the recessions of the 1980s and 90s
saw a rise in unemployment of between 1 and 1.5 percentage points for every
percentage point decrease in GDP, unemployment has only risen by 2 percentage
points so far in the current recession, despite GDP falling some 6 per cent. The
fall in employment over the last two years has also been a lot shallower than in
the previous two recessions.

Table 3: Changes in unemployment and employment
in the last three recessions

Early 1980s Early 1990s Late 2000s

Rate (%) Quarter Rate (%)  Quarter Rate (%)  Quarter
Unemployment
Before 5.9 1980 q1 72  1990q3 58 2008 q2
After 12.0 1984 q2 108 1993 q1 78  2009q3
Change +6.1 +3.6 +2.0
Employment
Before 74.0 75.0 746
After 68.0 70.0 725
Change -6.0 -5.0 -2.1

Source: ONS, Economic and Labour Market Review, January 2010

Notes: figures used are for men aged 16-64 and women 16-59; as the impact of the 2008-09 recession on the

labour market may not have run its course, the ‘after’ row for this recession should be taken as indicative only.

* For more detail see Howard Reed, Flexible with the Truth? London: TUC, 2010, Chapter 7.
Available to download at www.tuc.org.uk/flexiblewiththetruth
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Part of the explanation for the improved employment position is that public
sector employment showed a small increase between the first quarter of 2008
and the third quarter of 2009, offsetting falls in the private sector.®® But the key
reasons are that average hours worked have decreased while average earnings
have been squeezed. Between the second quarter of 2008 and the second
quarter of 2009, average hours worked by employees fell by 0.4 hours, while
the proportion of employees working part-time increased by 0.8 percentage
points.®’ This fall in hours has been a product of a rise in the proportions of
part-time and temporary workers in the UK labour force, along with an increase
in the number of ‘involuntary’ part-timers — i.e. part-time workers who would
like to work full-time but cannot find a full-time job.”2 There is also some
evidence that unions and firms have negotiated temporary short-time working
arrangements as a response to the fall in demand.*®

In addition, the annual rate of increase in earnings (including bonuses) fell from
3.3 per cent in the autumn of 2008 to 1.2 per cent by the autumn of 2009.
Because public sector earnings grew by some 2.8 per cent in the year to the
end of the third quarter of 2009, the bulk of the wage restraint took place in
the private sector.®* These reductions in hours and modest wage increases have
helped enable employment to stay relatively high despite the severity of the
recession.

Some pro-orthodox commentators have claimed that the relatively good recent
performance of the UK labour market demonstrates the benefits of a ‘flexible
labour market’ and the rewards which the UK has reaped from the Conservative
reforms of the 1980s and early 90s. In essence, it is argued, the UK labour
market is now so flexible that companies can cut production, hours and wages
while keeping more of their employees in work. It is also argued that more
onerous redundancy procedures have also played their part, making it more
difficult to fire than in the early 90s slump. However, while these factors may
have played a role, there are several reasons why they do not appear to be the
sole or main explanation.

First, as table 3 shows, relative to the size of the recession (in terms of lost
output), the rise in unemployment during the early 90s recession was not that
different from the early 80s recession, despite the weakening of regulation
over the decade.®® The main difference in labour market behaviour seems to be
between the current recession and both earlier recessions, rather than between
the early 80s and the early 90s. This does not fit the orthodox view because
the labour market was more regulated in most respects in the late 2000s than
in the early 90s.

Second, itis entirely possible that some of the additional labour market regulations
introduced since 1997 — such as the right to request flexible working — have
improved the operation of the labour market and made it more able to withstand
recession. It is not possible to be sure of this at the moment as it is too early
for rigorous empirical research and the full impact of the recession is not yet
known.

Third, it is possible that as the economy is more reliant than in the past on human
capital, it has been in the interests of business to retain workers and their skills. If
this is true both employers and workers (also anxious to stay put) will have been

43



more willing to support wage freezes, pay cuts and sabbaticals. As one expert has
put it: “In its co-operation between management and workers, Britain is looking
ever more like continental Europe from 1945-1973."%

Fourth, there is some tentative evidence that the greater emphasis on active
labour market policies — such as the Future Jobs Fund guarantee scheme for
young people and the extra spending on helping unemployed people find work
— have helped restrain the rise in unemployment. The beefing up of Jobcentre
services appears to have made a positive impact on claimant unemployment
levels — the number of claimants coming off JSA in January 2010 was 13 per
cent. This compares favourably with December 1991 (two months after the
economy returned to growth) when only seven per cent of claimants moved off
unemployment benefit.®’

Fifth, although the UK has enjoyed a relatively mild rise in unemployment, the
opposite is the case in the US, despite heading the flexibility league. As BBC
economics editor Stephanie Flanders has pointed out, the unemployment rate
has risen much faster in the US than in either the UK or Germany. In the latter
the rise in unemployment has been lower than in the UK despite its greater
regulation. US employers seem to have (on average) adopted a strategy of laying
off staff as quickly as possible, to reduce short-term costs. By contrast, companies
in Germany (and to an extent in the UK) have been much more likely to hold onto
their skilled workers and reduce average hours of work rather than instigate mass
redundancies. According to Flanders: “Far from becoming more American in this
recession, the argument would have to be that British employers have become
more German, holding on to their skilled workforces much more tightly than they
ever have before, but cutting hours to reduce the impact on the bottom line.”%

Finally, it is quite possible that factors completely separate from labour market
regulation have affected the labour market response to recession differently
this time round. Recent research from the Bank of England® suggests that other
economic factors — for example the depreciation of the sterling exchange rate by
25 per cent between 2007 and 2009 (compared with a stable exchange rate in the
early 1990s recession until the pound’s exit from the Exchange Rate Mechanism
in 1992) and a more lenient approach by business creditors (resulting in fewer
business failures in this recession than in the last recession, at least in the short
run) may be just as important as anything to do with the labour market itself.

The UK'’s better than expected performance on employment does not provide
support for the supremacy of the neo-liberal model. Instead it appears that
change in the composition of the workforce, the modest post-1997 re-regulation
and the UK’s more active labour market programmes have all played a role in
limiting the recession’s labour market effects. While the full picture is still far
from clear, there is no evidence that reduced regulation is responsible for the UK'’s
improved performance.
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Today there remains considerable support for the idea that labour market
flexibility is the key to economic success. The Treasury continues to argue that
Britain’s flexible labour market, the third least regulated of all OECD countries,
is the key to strong economic and employment performance. The Confederation
of British Industry and the British Chamber of Commerce along with several
right-of-centre thinktanks have called for the reining back of some current and
planned regulations.

Yet, as shown in this pamphlet, the fundamental arguments of the anti-
regulationist school and its belief in self-regulating markets simply don't stand up
to the economic experience of the last two decades. The free market experiment
has been plagued by instability, not the stability it predicted.

The empirical evidence provides no backing for those calling for the weakening
or abolition of the minimum wage and cutbacks in current and planned labour
market interventions. While badly thought-out regulation can be harmful, the
evidence is that it is possible to achieve successful economic outcomes (low
unemployment, high employment participation and growth) with strong social and
workplace protection. More regulation does not necessarily mean poorer economic
performance while increased regulation of the appropriate kind can actually improve
performance in the right circumstances. Indeed, the OECD, once the champion of
the orthodox view, has accepted the case for intervention in recent years.

This is because the empirical evidence shows that properly designed and monitored
interventions can have positive economic and social outcomes. The only two
findings which support the orthodox position are, firstly, that employment
protection legislation reduces the flow of workers between jobs (and thus,
perhaps, slows down re-allocation of labour from less to more productive uses);
and secondly, that generous unemployment benefits paid for an indefinite length
of time without job-search conditions can reduce the incentive to work and lead
to persistent unemployment.

Even in these cases the overall picture from the micro-research is more complex.
Econometric studies are split fairly evenly on whether the impact of EP on overall
productivity in the economy — as opposed to job flows — is positive or negative.
Positive impacts include improvements in skills and reduced vulnerability to
economic shocks. Some individual employment protection measures, such as
maternity leave and policies to limit and mitigate dismissal, have significant social
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benefits without serious detriment to job creation and economic innovation.
Employment protection measures at the levels applying in the UK have minimal
if any negative impact on employment. Parental leave policies are important for
encouraging female employment and reducing the gender pay gap. Moreover, if
generous unemployment benefits are combined with limited duration and strong
job search incentives as in the Scandinavian countries, they are not associated
with higher unemployment.

In the UK, the introduction of the national minimum wage in 1999 failed to deliver
the dire consequences predicted by its critics. Trade unions have no significant
negative consequences for labour market outcomes, and may have positive
effects in promoting workplace cohesion and social justice. While wage flexibility
is important for economic dynamism and to withstand economic shocks such as
recessions, the macro-evidence is that coordinated and responsible bargaining
systems are associated with lower unemployment. Under the right conditions,
social corporatism works.

Active labour market policies, if well designed, can make a substantial difference
to the employment prospects of long-term unemployed people. And in-work
benefits boost labour supply while redistributing income to low-paid workers.
Both these policies have been endorsed by the OECD (as have childcare subsidies)
and have the additional advantage of enhancing labour market performance and
contributing to social justice.

In the last decade Britain has allowed a modest re-regulation of its labour
market — through for example, the introduction of the national minimum wage,
statutory rights to trade union recognition, the right to fair representation
at work and to (paid and unpaid) maternity, paternity and adoptive leave —
without detriment to employment creation or any evidence of serious additional
rigidities. Indeed, the impact of the 2008—-09 recession on unemployment in
the UK suggests that the labour market has been working well. Even though
the full picture is still far from clear, the available data does not support the
orthodox position that the UK labour market is performing better than in the
early 1990s because it is less regulated.

If there is a relationship between regulation and unemployment, it lies not in the
level but the nature of regulation. Most importantly, the ‘one size fits all’ model
simply doesn’t work. A number of smaller European countries have both highly
interventionist policies and a strong record on employment generation, labour
force participation, unemployment and growth. These policies have included high
levels of unionisation along with relatively generous unemployment benefits and
welfare provisions. Although some European nations — notably Germany and France
— have experienced problems, the widespread claim of ‘euro-sclerosis’ is greatly
overdone.

The evidence is that two quite distinctive models work particularly well in terms
of supporting low unemployment and relatively high employment rates:

First, the Anglo-Saxon model (including the UK) with its lower unemployment
benefits, lower taxation and light touch employment protection, weaker trade
unions and more limited collective bargaining.
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Second, the Scandinavian/flexicurity model (including Denmark, the
Netherlands, Norway, Finland and Sweden), which is characterised by strong
collective bargaining, high levels of employment protection, generous welfare
benefits and stringent job-search requirements and time limits on the
durations of contributory benefits (with ongoing social assistance available
for those in need).

The flexicurity model also demonstrates that flexible labour markets don't have
to be de-regulated. These countries have managed to combine a high degree of
protection with an ability to respond quickly, flexibly and effectively to changing
economic circumstances and shocks.

What is also significant about these two models is that while both achieve
similar results in terms of employment and unemployment, some Anglo-Saxon
countries have experienced considerable economic turbulence in the last two
decades and an especially deep recession in 2008—09. Moreover, the flexicurity
model is much more successful when it comes to social outcomes. Thus the
Anglo-Saxon model is characterised by high earnings inequality and higher
levels of in-work poverty. In both the US and the UK, for example, both poverty
and inequality have risen sharply from the late 1970s with the adoption of
more market-orientated policies.

The flexicurity countries, by contrast, have achieved high employment and good
growth rates with a more generous welfare state (and higher taxes), much lower
levels of wage inequality and in-work poverty and higher levels of employment
security. It is @ model that has been identified by the OECD as an effective
alternative to the orthodox model. As Coates has argued: “Policy makers need to
be much clearer about emphasizing the twin objectives of economic dynamism
and social justice, flexible labour markets and security for workers.”®

The 'reality-based’ experience shows that Britain could take a bolder approach to
labour market intervention as a means to improve social outcomes and enhance
economic performance. Although Labour has implemented stronger measures
in some areas such as parental leave, childcare support and flexible working,
Britain’s labour market remains closer to the US than the European model. Its
levels of social protection, employment rights and collective bargaining fall well
short of those in place in most European countries with the result that Britain
remains towards the lower end of the international regulatory league table. Yet
the continental experience is clear — it is possible to achieve both social and
workplace justice and economic dynamism.

Stronger regulation is also needed to help deal with the fall-out from the greater
economic volatility of recent times. The freeing up of markets since the early
1980s has coincided with a substantial increase in domestic and international
economic turbulence. Indeed Britain has seen three deep recessions since the
late 1970s, each leading to a significant surge in unemployment. For the most
part our relatively weak safety nets have proved inadequate in the face of the
successive ratcheting up of unemployment in each of these downturns.
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Given the strength of the evidence and the persistence of economic volatility,
far from paring back on regulation Britain should instead start planning
moves towards the flexicurity model by adopting the following findings and
recommendations:
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To allow the trade union movement to play a more central role in
the major issues of political economy, Britain needs to develop a new
understanding of the positive contribution that unions can make to
workplaces and to economic prosperity. Union membership in the UK is
low, especially in the private sector, while collective bargaining covers only
35 per cent of the workforce compared with over 80 per cent in countries
such as Austria, Denmark, Belgium, Finland and Sweden. Unions are mostly
frozen out of decisions that can have major implications for the national
workforce. Yet the empirical evidence is clear — and acknowledged by the
OECD - that strong, co-operative and responsible unions can play a very
positive role not only in creating greater workplace fairness but in wider
economic performance. Indeed countries with co-ordinated bargaining
systems and good tripartite relationships tend to have a strong employment
record. As set out in the TUC’s Touchstone pamphlet The Road to Recovery,
the Government should consider measures including restoring ACAS's duty
to promote collective bargaining and supporting the revision of the Posting
of Workers Directive. The Government also needs to incentivise employers
to support collective bargaining, rewarding employers that develop fairer
pay systems, and to further support and extend collective agreements in
the public sector. The Government should also recognise the impact that
Conservative de-regulation in the 1980s has had on unions’ capacity to
organise, and consider reinstating important trade union rights.

There is a need for fairer employment protection legislation to reduce
job insecurity and inequality and to enable all workers to benefit from
flexible working patterns. There is evidence that enhanced rights would
contribute to increased labour market participation and productivity levels.
Such protection forms a key part of successful flexicurity systems. Enhanced
redundancy payments can contribute to labour market restructuring by
enabling individuals to retrain for new employment. Enhanced family-
friendly leave arrangements and the extension of flexible working patterns
from individuals with caring responsibilities to the wider workforce is likely to
improve worker motivation and employers’ ability to recruit and retain staff.

Job-search requirements. The evidence is clear that the flexicurity model —
which combines generous out-of-work benefits with job-search conditions
and time-limits for contributory benefits (with ongoing social assistance
available for those in need) — is an effective way of reducing long term
unemployment.

The level of Jobseeker's Allowance (JSA) should be increased to nearer
the European average. In the UK, the unemployment benefit replacement
rate has fallen sharply over the last 30 years. It is now well below the OECD
average and is among the lowest of any country in the developed world.Thus
for a married couple with two children with average earnings, benefit rates
meet 53 per cent of former net earnings compared with an OECD average of



76 per cent.’”! Yet, as the OECD has acknowledged, unemployment benefit
plays a vital ‘safety-net’ role in times of high unemployment. As long as a
higher benefit rate is buttressed by tough job-search requirements, raising
the JSA rate would offer greater financial protection to those who are most
vulnerable to economic instability, giving more time to find the right job
without increasing unemployment.

To tackle rising levels of long term unemployment and greater economic
volatility, Britain needs to strengthen its active labour market policies
(ALMP), recognising that conditionality in the benefits system must be
accompanied by improved support for unemployed people. Britain has
developed a more responsive active labour market strategy in recent years.
Nevertheless, despite the call from the OECD to increase spending on ALMP
measures with a proven record of success, Britain’s proportionate spending
in this area is only half the OECD’s average. To prevent the further growth of
long-term unemployment, Britain should accept the widely-backed proposal
for a new universal job guarantee scheme available to all adults who have
been unemployed for more than 12 months. As unemployment has risen
in the UK, increased JSA and Tax Credit payments have acted as important
automatic stabilisers —but it is also vital that spending on active labour market
responses increases during recessions, promoting a quick re-integration of
job losers into employment and preventing the risk of them sliding into long
term unemployment and inactivity. This is a vital issue: even employers with
a positive view of unemployed people are more cautious about recruiting
those who have been unemployed for a long time. The evidence is also clear
that long term unemployment is highly damaging to future prospects and
has contributed to Britain’s intractable ‘low-pay, no-pay’ cycle, a problem
that affects more than 15 per cent of the population.'™?

All these measures should be carefully implemented and their impact evaluated
so that they satisfy the test that they work in the real world. Implementation
should follow the approach adopted with the introduction of the national
minimum wage, in which the Low Pay Commission has closely monitored its
impact to prevent damaging side-effects on employment. The Commission’s
remit ensures that decisions on raising the minimum wage are taken on the
basis of the empirical evidence. Successive extensions of intervention should
be monitored, assessed and adjusted accordingly to ensure that they have
positive benefits. This evaluation could be carried out by developing a model
along similar lines to that of the Low Pay Commission, which could be named
the Labour Market Commission. One of the strengths of the Commission model
is that as well as being independent of government, it is a successful example
of a tripartite organisation with representatives from business, government and
the unions.

Now that the prescriptions of the orthodox school have been discredited, it
is time to re-assess the nature of the UK's labour market provisions. There is
a strong case, based on successful practice in other counties and backed by
firm international empirical evidence, for moving the UK away from its weakly
regulated model to the higher levels of social protection available in many
European countries. The evidence is clear that, contrary to the neo-liberal
claims, this would bring improved economic and social outcomes.
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