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earnings rise, in-work benefits are, inherently, a double-edged sword so far as their impact
on labour supply incentives: they encourage entry into employment and higher earnings
within the lowest range of earnings, but they act as a tax on further increases of earnings
in the phase-out range.?®

In-work benefits can significantly reduce the METRs associated with moving from
unemployment or inactivity to employment (see the IW components in Panels A to C of
Figure 3.3). For example, in-work benefits substantially reduce the unemployment trap for sole
parents in Ireland, Japan, Korea, the Netherlands, New Zealand, the United Kingdom, and the
United States. At the same time, the phase-out range for these employment-conditioned
benefits may increase low-pay/low-hours traps (see the IW component in Panel D). Indeed, the
METR associated with increasing work hours is significantly increased in several countries,
notably Ireland, because higher earnings trigger a substantial reduction of the in-work benefit.

A number of empirical studies have concluded that a well-designed system of in-work
benefits can have a positive overall impact on labour supply and employment, since the
resulting increase in participation is quantitatively much larger than the reduction in
hours worked among some persons already employed (see studies cited in OECD, 2005a,
Chapter 3). Where in-work poverty is of concern, in-work benefits have also proved to be
an effective tool for raising family incomes of low-pay workers (OECD, 2003a, Chapter 3;
Greenstein, 2005), albeit at a substantial budgetary cost. Whether introducing in-work
benefits would better reconcile social protection and high employment in any particular
country - and, if so, what form that benefit scheme should take - is a complicated question,
with the answer depending on a number of factors, including the government’s priorities
between getting more people into work and limiting income inequality, how labour
supply responds to taxes and benefits, and the distribution of wages (e.g. how dense the
distribution is in its lower range). To examine these issues, Immervoll et al. (2006) use
microsimulation analysis for the EU15 countries and conclude that a marginal shift toward
in-work benefits appears to be welfare enhancing in all of the countries considered.

What properties characterise a well-designed system of in-work benefits? There is no
fixed recipe. Indeed, these programmes vary widely in terms of characteristics such as
their generosity, the income level beyond which benefits are withdrawn and eligibility
criteria related to e.g. family structure and prior work history (see OECD, 2005a, Chapter 3).
Nonetheless, recent experience provides some guidelines for effective design:

e A first important consideration is that only in-work benefit programmes that are
sufficiently generous are likely to translate into significant increases in employment
rates. As can be seen in Panels A and C of Figure 3.3, the impact of in-work benefits on
METRs is modest in many of the countries where such schemes were in use in 2002
(cf. the IW component), with the Irish and British benefit schemes having the strongest
impact for the population groups that qualify for these benefits. On the other hand,
generosity may need to be accompanied by narrow targeting in order to channel help to
the neediest families and keep programme costs at a reasonable level.

e If the primary goal is to increase employment, in-work benefits should be designed to
reduce the waste of budget resources arising from the fact that some beneficiaries would
have found a job (or increased work effort), even in the absence of the scheme.?’
Well-designed targeting, and conditions on the minimum number of hours worked to
become eligible, are effective responses to this concern.
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e The level of in-work benefits and phasing-out rates (i.e. the speed at which benefits are
withdrawn as incomes rise) should be set depending on what governments want to
achieve. If the main objective is that of getting individuals into work, a moderate benefit
withdrawn at relatively low rates may be most appropriate. However, this implies that
benefits will continue to be paid at relatively high levels of income, creating some
disincentive effects higher up in the earnings distribution. As a result, a government
which is more concerned about the incentives for career advancement or longer working
hours of those who are already in work would chose higher benefit levels and a faster
phasing-out rate. Putting a time limit on in-work benefits provides an incentive for
recipients to become fully self-sufficient.?®

e The availability of in-work benefits should be made widely known to the target group
and administrative procedures to receive in-work benefits should not be excessively
bureaucratic. The system should also be responsive to changes in family needs. In this
respect, integration with the tax system and payment through the wage package could
be an improvement for recipients, and a cost-saving solution for governments.

e In-work benefits should not be seen in isolation but rather as one component of a
comprehensive strategy to help the transition from welfare to work. The provision of
childcare subsidies would be an appropriate accompanying policy, particularly since single
parents and spouses with children are especially sensitive to welfare-to-work policies. In
addition, under certain conditions, a minimum wage, set at an appropriate level, can be
one of the options to prevent employers from pocketing the earnings subsidy introduced
by in-work benefits.?° And, as is discussed in the next two sections, effective active labour
market programmes may play a constructive role in helping people find appropriate jobs.

Lessons

Countries should review the combined impact of tax and benefit systems on labour
supply incentives for low-skilled workers and consider addressing situations in which the
financial incentives to work are non-existent or very low. Carefully designed in-work
benefit schemes can make a significant contribution to assuring that work pays.
Nonetheless, these types of fiscal measures can only be one component of a broader
strategy to reconcile adequate social protection with high employment rates. Adjustments
to tax and benefit schedules that lower METRs in one earnings range (or for one family
type) must raise METRs of other groups if a minimum income guarantee and budget
neutrality are to be maintained (the so-called “iron law” of welfare reform).

2.3. Active labour market programmes and strategies for activating the unemployed

The original Jobs Strategy recommended that increased emphasis be placed on active
labour market programmes (ALMPs) and that greater efforts be made to improve the
effectiveness of active measures. However, since 1994, the OECD has de-emphasised
resource shifts from passive to active measures (i.e. from paying unemployment benefits to
providing direct assistance for finding a job or upgrading vocational skills) as an indicator
of reform, while increasing the emphasis it places on improving ALMP effectiveness at
any given level of spending.?° Increased priority has also been placed on the effective
co-ordination of ALMPs with the administration of unemployment benefits (see
Sub-section 2.1) and make work pay policies (Sub-section 2.2), so as to implement a
coherent “activation” strategy for recipients of unemployment benefits and other
working-age persons who are not employed (Sub-section 2.4).
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Policy developments since 1994

Consistent with the evolution in the OECD’s position, reforms over the past decade
have been geared more towards increasing the effectiveness of active programmes
rather than raising ALMP spending per se. Reforms have concentrated on a number of
interconnected areas (Table 3.4):

e Enhanced job placement efforts. A number of countries (e.g. Australia, Canada, Germany, the
Netherlands, New Zealand, and Norway) introduced profiling and/or individual action
plans aimed at providing the appropriate mix of counselling, training and other active
measures to help bring each jobseeker quickly back into unsubsidised work. Customised
assistance with intensive support for the long-term unemployed and other vulnerable
groups was another widespread measure.

e Greater emphasis on testing and monitoring work availability. Many member countries
introduced stricter or more strictly enforced job-search requirements (see Sub-section 2.1),
often in combination with more frequent and intense contacts with the public
employment service (PES). Other countries (New Zealand, Norway, Poland and Sweden)
have made an increased use of ALMPs as a work availability test.

e Early intervention in the unemployment spell and compulsory participation in programmes. A
considerable number of member countries have recently employed ALMP measures to
“activate” jobseekers early in the unemployment spell to prevent a loss of skills or
damage to their motivation as a result of long-term unemployment. Compulsory
activation, introduced by a few member countries (Australia, Denmark, Sweden,
Switzerland and the United Kingdom), goes even further by making benefit receipt
dependent on participation in an activation measure after some time has elapsed.

e More efficient administration of PES activities. Increased recognition of the importance of
tying ALMPs closely to the implementation of work availability requirements for the
receipt of unemployment benefits, has led a number of OECD countries to improve the
collaboration between agencies administering different benefits and placement
services, while others have integrated them completely.

® Quasi-market for employment services. In an effort to seize the benefits of the market
mechanism and thus improve the efficiency of placement, Australia made its
employment placement services contestable, while outsourcing most of its labour
market programmes. More recently, some other member countries, especially the
Netherlands, have also engaged in contracting out placement services and/or other
active labour market programmes.

ALMP spending as a percentage of GDP fell modestly during the second half of
the 1990s (see Figure 3.4 and - for more detailed information - Table W.3.2 in OECD, 2006a).
However, passive spending fell even more rapidly, so that active spending rose from 34% to
40% of total spending on labour market programmes. ALMP spending per unemployed
person also increased as a percentage of GDP per capita, rising from 25% in 1994 to 33%
in 2002. In terms of the allocation of spending across the main types of active programmes,
there has been some shift away from subsidised employment and towards more spending
on the PES (e.g. job-search assistance and tighter monitoring of work availability) and
programmes for persons with disabilities (Figure 3.4). Decomposing the spending on
subsidised employment into its components reveals that the 3 percentage points decline in
total spending between 1993 and 2002 resulted from a substantially larger cut in spending
on direct job creation (public or non-profit), partially offset by an increase in subsidies to
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Table 3.4. Active labour market programmes (ALMPs): policy reforms over the 1994-2004 period®
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a) +: Reforms following the OECD Jobs Strategy.

b) Integration of local and national employment services.
¢) For vulnerable groups only.
d) Some services for Maori and Pacific Island Jobseekers.
Source: OECD Economic Surveys.

Statlink: http://dx.doi.org/10.1787/116616056524
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Figure 3.4. Composition of active spending in the OECD area, 1985-2002
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PES: Public employment service.

Note: Unweighted averages for: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
Ireland, Japan, the Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, the United Kingdom
and the United States.

Source: OECD database on Labour Market Programmes.
Statlink: http://dx.doi.org/10.1787/250677458802

regular employment in the private sector.3! Substantial cross-country differences persist in
both the overall level of ALMP spending - expenditures tending to be substantially lower
than the OECD average in non-European OECD countries (and also in Southern Europe),
and substantially higher in Nordic countries — and its composition.

New evidence concerning the effectiveness of ALMPs

Macro-econometric studies. Most macro-econometric studies that have estimated the
impact of ALMP spending on aggregate unemployment have found that there is a significant
favourable effect, i.e. these types of programmes speed re-employment for unemployment
benefit recipients and other jobseekers (Table 3.5). These estimates are subject to the
important caveat that they may reflect simultaneity bias, rather than a causal effect of
ALMPs in lowering unemployment.3? However, Bassanini and Duval (2006) present an
attempt to correct for simultaneity bias, based on state-of-the-art econometric techniques
(see Chapter 7). A robust finding is that higher spending on labour market training is
associated with lower unemployment, whereas no such relationship emerges for other types
of ALMP spending, consistent with the findings of Boone and van Ours (2004).

A number of macro-econometric studies have found evidence for interaction effects
between ALMP spending and either other policies or shocks (Table 3.5). In particular,
Bassanini and Duval (2006) find that the impact of higher unemployment benefits in
raising unemployment is significantly ameliorated by higher ALMP spending, consistent
with the argument that the effective integration of ALMPs with the administration of
unemployment benefits can offset some of the disincentive effects of these benefits
(see Sub-sections 2.1 in this chapter and 1.2 of Chapter 7). Another interesting finding is
that the aggregate unemployment rate rises less strongly in response to an adverse
macroeconomic shock when ALMP spending is higher.
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Table 3.5. Literature survey of the econometric evidence of the influence
of institutions on equilibrium unemployment:
active labour market programmes (ALMPs)

Study Outcome  Comments

Bassanini and Duval (2006) - Spending on labour-market training significantly lowers unemployment;
high ALMP spending also reduces the increase in unemployment associated
with generous unemployment benefits and negative shocks.

Baker, Glyn, Howell and Schmitt (2005) No

Bertola, Blau and Kahn (2002a, 2002b) n.a. ALMP only entered in interaction terms which generally are not significant.

Fitoussi, Jestaz, Phelps, Zoega (2002) - No longer significant with Sweden excluded from sample.

Blanchard and Wolfers (2000) n.a. ALMP only entered in interaction terms; higher ALMP spending reduces
responsiveness of unemployment to negative shocks.

Elmeskov, Martin and Scarpetta (1998) - Also evidence that unemployment benefits increase unemployment most
strongly when ALMP spending is low.

Nickell (1997, 1998) -- For long-term unemployed only in Nickell (1997).

Scarpetta (1996) - Small impact that becomes larger and more significant with Sweden excluded.

Boone and van Ours (2004) - ALMP spending on labour-market training lowers unemployment substantially,

smaller negative impact for PES spending and none for subsidised jobs; higher
spending on training reduces the impact of unemployment benefits in raising
unemployment.

No: No significant direct impact on unemployment.
n.a.: Not available.
+/-: Significant positive/negative impact on unemployment in most but not all cases.
++/--: Significant positive/negative impact on unemployment in all cases.
Statlink: http://dx.doi.org/10.1787/614134240010

Evaluation studies using micro-data. A rapidly increasing number of microeconomic
evaluation studies of different ALMPs has greatly expanded the evidence about what works
and for whom.33 One of the clearest lessons is that the returns to different programmes
vary widely and that apparently similar programmes can yield very different outcomes,
implying that the details of programme design are key. It is clear that well-designed
programmes can have a positive impact on employment outcomes for participants, which
are large enough to justify programme costs, but that many existing programmes have
failed to do so. Some general tendencies have been identified in terms of the relative
returns to different types of programmes. For example, relatively low-cost job-search
assistance often rates well, whereas public job creation are typically disappointing in terms
of bringing the unemployed back into unsubsidised work (Kluve, 2006; Martin and Grubb,
2001).3* When proper account is made for the long-run impact of ALMPs on job
attachment, intensive employment services, individual case management and mixed
strategies with selective referrals to long-term training programmes are found to have the
largest impact (OECD, 2005a, Chapter 4).3°

New evidence concerning ALMPs as a component of a comprehensive activation
strategy

What are the components of an activation strategy? A promising development in recent
labour market policy has been the emergence of activation strategies that co-ordinate benefit
administration for unemployment benefits (see Sub-section 2.1) and ALMPs,3® so as to
provide better re-employment services while at the same time enforcing more effectively
job-search obligations for the unemployed. The essence of an activation strategy is to
encourage jobseekers to become more active in their efforts to find work by providing
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job-search support, and requiring regular contact with employment services as well as
compulsory participation in programmes after a certain period of unemployment (OECD,
2005a, Chapter 4). Among the measures that appear to contribute to meeting this goal are:

e For people with a solid record of recent employment, employment services in the first
months of unemployment should focus on offering services such as job information and
matching, job-search training, individualised counselling and vocational guidance and
vocational training, largely on a voluntary basis.

e But for longer periods of unemployment, and especially in countries which provide
indefinite-duration benefits,3’ these services increasingly need to be made obligatory to
prevent a drift into passive benefit dependency, while also providing more re-employment
support. However, participation requirements should be reasonable so that they promote
participation, while avoiding that needy individuals who do not find work drop off benefits.

e These services should be open on a voluntary basis to jobseeker groups that do not qualify
for unemployment benefits and are not subject to any participation requirements.

For activation strategies to be successful, it is essential to monitor and manage the
performance of the employment services. General principles for the governance of
employment services, both private and public, include (OECD, 2005a, Chapter 5):

e Labour market programmes or changes to PES procedures should be introduced when
their benefits exceed their costs for society as a whole. A particular feature of labour
market programmes is that their society-wide benefits are quite well shown by their
impact on public sector finances: lower unemployment and higher earnings after return
to work improve the welfare of the individuals concerned while also saving on
unemployment benefit budgets and increasing tax receipts. Effective performance
management driven by this criterion will thus improve both social welfare and
government financial balances.

® Measures of outcomes and impacts must be hard to “game”.® When employment
services are subcontracted, government agencies should assess outcomes from
employment services in terms of both placement rates and subsequent stability in
employment, based on official data sources rather than data reported by the service
providers themselves.

e “Creaming” (i.e. selection by service providers of which clients to serve) should be
prevented. Government should measure employment outcomes across all persons
originally referred to each service provider, so that service providers cannot improve
their reported success rate by diverting less-easily-employable clients to other service
providers or other welfare benefits.

e Employment services should have an incentive to report evidence that clients are not
available for work or refuse to participate in a labour market programme, but
government should continue to administer benefits so as to protect valid entitlements.

e In countries where there are no or only limited unemployment benefits and informal
sector employment is widespread, employment services should bring clients into
formal employment (see Section 3 of Chapter 4). Moreover, performance management
arrangements that reward employment services for increasing individual earnings, as
they appear in tax or social security records, could be applied.
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What is the impact of a comprehensive activation strategy? Activation programmes
can have a large impact on employment and unemployment outcomes, and benefit
receipt, particularly where benefit entitlements are of long or indefinite duration.
Requiring more and more intensive participation in employment services serves this goal
in two ways:

e Activation requirements increase levels of participation in employment services, thus
making participants’ job search more effective and/or enhancing their skills, provided
these measures are well designed and implemented.

e Given the prospect of having to participate in activation programmes or otherwise face
benefit sanctions, some people on benefits enter work or drop their claim earlier than
they would otherwise have done, and some potential claimants do not initiate a benefit
claim - so-called “motivation effects”.

Recent experience in a number of OECD countries suggests that the impact can be
large, but that activation strategies need to be continuously monitored for effectiveness,
since returns have been quite variable (OECD, 2005a, Chapter 4):

e Welfare caseloads in the United States and unemployment benefit rates in Denmark,
Ireland, the Netherlands and the United Kingdom have fallen by more than half from their
peaks in the recessions of the early 1980s or early 1990s. Australia and New Zealand have
recently experienced 25% to 30% falls over a shorter period. These improvements seem to
be closely related to the adoption of activation strategies in these countries. The benefits
of such strategies may go beyond reducing the duration of job search. Programmes may
help improve the match between the skills of jobseekers and available jobs, thus
enhancing earnings prospects and job stability.

e But limits to activation strategies also need to be recognised. In Nordic countries, which
have a high level of social protection and have spent heavily on ALMPs for many years,
there are some signs of declining returns. Denmark’s activation measures in the 1990s,
although they reduced unemployment, were expensive relative to those used in some
other countries. Testing and evaluation is needed to devise activation programmes that
are effective, affordable and reasonable in terms of requirements on participants.

Lessons

Even though evaluation results for a wide range of active labour market programmes
have highlighted a mixed record, enough successful programmes have been documented
to confirm that an appropriate mix of properly designed ALMPs can reduce unemployment
by improving the efficiency of the job-matching process and by enhancing the work
experience and skills of those who take part in them. These benefits can be maximised by
integrating ALMPs into a comprehensive activation strategy for unemployed persons that
is subject to rigorous performance management driven by continuous monitoring of the
long-run impacts of the different measures used on employment outcomes. A growing
number of OECD countries have moved a considerable way towards implementing such a
system. However, initiatives in this area need to be coupled with systematic evaluation of
which programmes are working well and which are not and need to be improved or ended.
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2.4. Policy issues related to welfare benefits that typically have not been conditional
on availability for work

The 1994 Jobs Strategy included amongits detailed policy recommendations that people
receiving indefinite-duration welfare benefits who are able to work should be subjected to
work availability or similar “restrictive conditions”. No further guidance was provided
concerning the best methods for activating this group, whereas the detailed
recommendations devoted considerable attention to how unemployment benefit recipients
could best be moved into jobs. One of the more striking developments in employment and
social policy during the past decade has been the increased attention that is being paid to
applying activation principles, first developed for the unemployed, to recipients of welfare
benefits that typically have not been conditional on availability for work. For convenience,
these types of benefits will be referred to below as non-employment benefits.3?

Long-term rise in non-employment benefit dependency has not reversed despite recent
gains in employment

From 1980 to the early 1990s, most OECD countries for which data are available
experienced a trend-rise in the proportion of individuals of working age receiving
a social-protection benefit, whether an unemployment or a non-employment benefit
(Figure 3.5).%0 Between 1994 and 1999, overall benefit recipiency declined somewhat in the
majority of these countries. This reflects the progress made in reducing recipiency rates for
unemployment benefits, as unemployment rates fell in most of these countries and
governments became more active at enforcing work availability requirements or offered
more effective re-employment support to this group (Sub-sections 2.1 and 2.3 above). By
contrast, rates of dependency on non-employment benefits have stabilised in some
countries since the mid-1990s, but have continue to grow in others (see Carcillo and
Grubb, 2006). As a consequence, the share of total benefit dependency attributable to
unemployment benefits has declined in most of these countries, often quite sharply, and
even the countries that achieved large falls in unemployment benefit recipiency have often
experienced continuing growth in recipiency for at least one major non-employment
benefit which has therefore received closer attention.

Benefit recipients represent a large share of the potential workforce that will have to be
mobilised if employment rates are to rise as part of an overall response to population ageing
(OECD, 2003a, Chapter 4). Depending on the country, between 11% and 38% of working-age
individuals received a social protection benefit in 1999 (Table 3.6). Importantly, benefit
recipients are nearly twice as numerous as other persons of working-age who are neither
working nor in full-time education: on average over the 16 countries for which data are
available, 20% of the working-age population are benefit recipients and 12% fall into the
residual “other” category. In Denmark and the Slovak Republic, essentially all of the potential
workers who might be mobilised are benefit recipients.

These patterns suggest that there could be a high pay-off to extending activation
measures, currently available mainly to the unemployed, to persons receiving these
non-employment benefits. However, such a policy orientation would only make sense if it
can be verified that: i) it is appropriate to encourage a significant share of non-employment
benefit recipients to work; and ii) the types of activation measures that have proven to be
effective for unemployment benefit recipients, perhaps suitably modified, would also work
for this other group. The rest of this section argues that activation is appropriate and
feasible for many recipients of non-employment benefits, and discusses how this can best
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Figure 3.5. Trends in benefit recipiency,” 1980-99
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a) Percentage of the working-age population receiving income-replacement benefits (full-time equivalent persons).
Source: OECD (2003), OECD Employment Outlook, Chapter 4, Paris.

Statlink: http://dx.doi.org/10.1787/144014521308

be done.*! The discussion focuses mainly on sickness and disability benefits, social
assistance and lone parent benefits. Early retirement and pension benefits are discussed in
Chapter 4.

The case for reforming the management of non-employment benefits

Not all people who receive non-employment benefits can or should work. For
example, the payment of a full income-replacement benefit without work-related

requirements is appropriate in some situations of incapacity or care responsibilities.*

2

However, the exact coverage of fully-inactive benefits varies considerably. Several factors
motivate a redefinition of entitlements:

@ Changes in social expectations. Influenced by broad social trends, the idea that married
women or lone parents should not work has gradually lost support. More generally, a

large proportion of “inactive” persons of working age would like to work, should the right
conditions exist (OECD, 2003a).
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e France and Japan are also examples of countries which have relaxed regulations limiting
work outside of the conventional workweek, by abolishing rules that prevented women
from working at night. Germany and Switzerland are among the OECD countries recently
expanding legal shop-opening hours.

Voluntary part-time. Over the past decade, there has been greater recognition of the
role that voluntary part-time work can play in promoting labour market participation of
under-represented groups (see OECD, 2003a, Chapter 3). This has led to a wide range of
measures being enacted that are intended to make part-time employment either more
attractive or more easily available to workers (see OECD, 2006a, Table W.3.3, Panel B):

e A growing number of OECD countries have enacted measures to facilitate transitions
between part-time and full-time status with the same employer. Although details vary, these
initiatives place an obligation on employers to attempt to accommodate requests from
employees to change their working hours (e.g. to allow a full-time worker to switch to
a part-time schedule for several years after a child is born and then return to full-time
status). The Netherlands has been a pioneer in such measures and in 2001 enacted the
Work and Care Act that strengthened such provisions, while providing particular support
for a “three-quarters job model” for couples with young children, whereby each partner
works three-quarters of a full-time schedule.

e Another widespread reform strategy is to improve pay and benefits for part-time workers.
One approach is to enact equal-treatment laws requiring that pay and employment
conditions for part-time workers be equivalent (on a pro rata basis) with those of
comparable full-time workers. In many EU member states, such reforms have taken the
form of an adaptation of national legislation and collective bargaining agreements to
the 1997 EU Directive on the equal treatment of part-time workers and the promotion of
voluntary part-time work.®3 Japan has introduced measures to improve the hiring and
working conditions of part-time workers and extended social security coverage by
adjusting minimum working-time thresholds. Australia also promoted a pro-rated
system for pay and working conditions, while requiring reasonably predictable hours for
part-time work. Canada has abandoned the previous threshold-based rules for access to
unemployment benefits, opting for a pro-rata system for unemployment benefits based
on the number of hours worked. Similarly, Korea extended eligibility for unemployment
benefits to part-time workers, while still maintaining a threshold-based criterion, albeit
slightly reducing it from 18 to 15 weekly working hours.

e Demand-side measures represent a third strategy for fostering voluntary part-time
employment. Since 1999, Spain applies lower social security contributions to new
part-time employment on permanent contracts. Similarly, Italy modified social security
pension rules to encourage part-time employment, while Portugal expanded part-time
employment in the public sector.

New evidence

Over the past decade, the historical decline of annual hours worked per worker has
slowed in most countries and even reversed slightly in a few countries (as in Sweden and
United States). Another striking development is the greater diversification of working
hours: the share of employees working “modal” hours has fallen in a number of countries
(OECD, 2006a, Table W.3.4).84 Meanwhile, recent survey evidence shows greater variability
in daily and weekly work schedules, representing a shift away from a fixed weekly
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schedule with invariant starting and finishing times on each work day, although this
evolution is more common among full-time male managers, professionals and technicians
than other workforce groups. This growing diversification in work schedules may have
supported employment of groups which need flexible arrangements, so as to help combine
work and family life (e.g. persons who wish to combine work with study, young parents and
older workers) — without such arrangements, they may not be able or willing to participate
in the labour market. However, it is difficult to assess how large of a quantitative
contribution the expansion of flexible working-time arrangements has made to raising
overall employment during the past decade.

Since 1994, it has become clearer that there are cases where greater working-time
flexibility has made it more difficult to reconcile work and family life. In effect, the types
of flexibility that employers seek to enhance production efficiency sometimes create
scheduling difficulties for workers. This suggests that it may be desirable to modify the
Jobs Strategy by placing increased emphasis on assuring that working-time arrangements
are also “family friendly”.

Important for understanding possible conflicts between working hours and family life
is the fact that the volume of hours worked in couple families with children has increased
significantly. Since 1985, the share of dual-earner couples has grown steadily, including for
families with pre-school children, as the share of mothers with young children working
full-time or part-time has increased (Figure 3.11). Longer working hours can raise the living
standards of families by raising family income. However, time pressures on families may
have become more severe with greater participation of women in the labour market. A
recent OECD regression analysis shows that significantly less conflict between work hours
and family life is reported by workers having some control over their working time, for
example regarding work-breaks or the scheduling of days-off (OECD, 2004a, Chapter 1).

Figure 3.11. Work situation of couple families with a child under 6, 1985-2002

Percentage share of couple families®

I 1985 [ 1990 [ 1995 B 2002
60

40

30

20 |

10 |

Two full-time workers One full-time worker and one One full-time worker with Part-time only or workless
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a) Weighted averages for the following EU countries: Austria, Belgium, France, Germany, Greece, Italy, Luxembourg,
the Netherlands, Portugal, Spain and the United Kingdom.
Source: OECD (2004), OECD Employment Outlook, Chapter 1, Paris.
Statlink: http://dx.doi.org/10.1787/432107516243
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Lessons

Consistent with the 1994 Jobs Strategy recommendations, many OECD countries have
taken measures to promote flexible working-time arrangements and part-time work. The
stated purpose of the measures has often been to: i) enable greater flexibility for employers
to better match workers’ work schedules with production operating needs; and ii) ensure
greater choice for the workers regarding work schedules. This has probably helped promote
job creation and labour force participation of certain groups. However, measures to help
reconcile work with family life should be reinforced, including:

e Workers and employers should be able to negotiate working-time arrangements in a
decentralised manner within a framework of general rules, set by working-time legislation
or another binding framework, on minimum standards to safeguard workers’ health and
safety conditions.

e Government can play an active role in promoting “family-friendly” employment policies
by facilitating access to child care and parental leave. The system of time savings
accounts can be explored further in this regard.

3.5. Product market regulations

The impact of product market regulations on labour market outcomes:
the key mechanisms

As part of the policies to promote better labour market performance, the 1994 Jobs
Strategy recommended the removal of regulations that impede the entry and expansion of
new firms, and that constrain product market competition in general. In addition to boosting
productivity, strong competition in product markets can have a significant impact on labour
market performance through several channels.®® Increased competition as a result of
product market reforms will boost average real wages via lower prices. The gain in real wages
for workers in the reforming sectors may be attenuated somewhat if prior to reforms they
contain a large rental element that is reduced as intensified competition lowers product
market rents and thereby the scope for rent sharing. On average, though, real wages will
unambiguously increase, and higher consumption wage will stimulate labour supply. At the
same time, labour demand will increase with new entry and associated capital investment.

Furthermore, an increase in product market competition is likely to result in changes
in the functioning of the labour market with repercussions for employment and
unemployment. Stronger competition may harden the bargaining position of employers, as
yielding to high wage demands cannot be compensated by higher prices to the same extent
as before. On the other hand, more intense competition in product markets will reduce the
bargaining strength of workers, as it increases the employment costs of a given rise in wages.
Both effects would contribute to lowering the unemployment rate that is compatible with
stable inflation. To the extent that the rental element in wages is diminished with stronger
competition, this would also tend to reduce “wait unemployment” as it would become less
attractive for unemployed workers to prolong their job search for employment opportunities
in “high-wage” sectors.

While these effects will tend to reduce unemployment and boost employment in the
long run, there could be significant short-term adjustment problems. This is because weak
competition forces in product markets not only spill over into wages but also to productivity
levels as rents are taken out as “quiet life” and “x-inefficiency”. Under these circumstances,
increased competition may result in a labour shake-out. This in turn may lead to an increase
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in joblessness and a drop in employment rates, both of which could be protracted when
unemployment and related benefits are linked to past wages, including any rent
components, thus making unemployment and other forms of inactivity financially attractive
compared with wages that are no longer artificially boosted by rents.

Competition-enhancing product market reforms: recent developments

Overall, product market regulation (PMR) has become less constraining for competition
during the past two decades (Figure 3.12). Given different starting points and patterns of
reform, cross-country differences in the stance of competition-restraining PMR®® increased
across the OECD in the 1980s and 1990s. From the late-1990s, however, the dispersion in policy
stance has fallen, in part because such regulation in the euro area and former transition
countries has moved towards that of the more liberal countries. Notwithstanding this
convergence, however, competition-restraining PMR regulation in the OECD area is still
characterised by significant differences across countries (Conway et al., 2005). In 2003, the most
liberal countries with regards to their PMR included Australia, Canada, Denmark, Iceland,
New Zealand, the United Kingdom and the United States (Figure 3.13). At the other extreme,
product market regulations were most restrictive in France, Greece, Italy, Mexico, Turkey and
most eastern European countries.

Much of the strengthening of product market competition since 1998 has been driven
by a reduction of state control under the form of easing or elimination of coercive forms of
regulation, such as command-and-control measures and price controls, and less state
interference in the operation of public or private business enterprises, such as direct
control over business enterprises (Figure 3.14). Significant easing in all types of barriers to
foreign trade and investment has also been recorded. In contrast, progress in removing
legal impediments to new entry in sectors sheltered from competition has been
limited and the extent of privatisation has been modest. Therefore, a “hard core” of
competition-restraining regulations still persists in almost all countries, especially barriers
to entrepreneurship. Additional measures to significantly strengthen competition in most

Figure 3.12. Evolution and dispersion in regulatory environments, 1980-2003“
The scale of the PMR indicator is 0-6 from least to most restrictive
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PMR: Product market regulation.

a) Box plot of the summary indicators of regulatory conditions in seven non-manufacturing sectors. The horizontal
line in the middle of the box is the median value of the indicator across the 21 OECD countries for which these
indicators exist. The edges of the box are the 2nd and 3rd quartiles of the cross country distribution. The two
whiskers are the extreme values and the dots represent outliers (the United States in 1980 and 1985 and Greece
in 2000 and 2003).

Source: OECD International Regulation database. Statlink: http://dx.doi.org/10.1787/144838380211

OECD EMPLOYMENT OUTLOOK - ISBN 92-64-02384-4 — © OECD 2006 105



3. GENERAL POLICIES TO IMPROVE EMPLOYMENT OPPORTUNITIES FOR ALL

106

Figure 3.13. Country groupings based on confidence intervals
for the PMR indicators, 2003% P
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PMR: Product market regulation.

a) The confidence intervals are calculated using stochastic weights on the low-level indicators to generate a
distribution of overall PMR indicators for each country. The 90 percentage confidence intervals are calculated
from that distribution. Indicator values for the “relatively liberal” and “relatively restrictive” countries are
significantly different at the 90 percentage level of confidence.

b) The scale of the indicators is 0-6 from least to most restrictive of competition.

Source: OECD (2005), Economic Policy Reforms: Going for Growth, Paris.  Statlink: http://dx.doi.org/10.1787/041331735118

Figure 3.14. Sources of changes in the OECD average PMR indicator, 1998-2003
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PMR: Product market regulation.
a) Shows the contribution of each of the low-level (OECD average) PMR indicators to the change of the OECD-average
overall PMR indicator.

Source: OECD (2005), Economic Policy Reforms: Going for Growth, Paris. ~ Statlink: http://dx.doi.org/10.1787/842221355752
countries will accordingly have to involve reductions in regulatory and administrative
opacity, administrative burdens on start-ups and statutory barriers to entry in certain
sectors, and, in some countries, less state control.
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Correlations between different aspects of competition-restraining PMR are apparent in
the 2003 indicators. Domestic impediments to competition tend to be lower in countries
that have lower barriers to foreign trade and investment, suggesting a link between a
country’s degree of openness and domestic policy reform. In addition, restrictive economic
regulations still tend to be associated with burdensome administrative environments,
and legal barriers frequently block new entry into sectors in which publicly-controlled
companies operate. The stance of competition-restraining product market regulation also
appears to be linked to the stance of employment protection legislation. More generally,
countries which have undertaken labour market reforms recently had also deregulated
their product markets beforehand. There are several potential reasons why labour and
product market reforms are complementary (see Chapter 6).

New empirical analysis

In recent years, empirical studies have confirmed the negative impact of
competition-restraining PMR on labour market outcomes. It is well-established that such
regulations slow down the process of resource reallocation.®” Combining indicators of
product market regulation with measures of labour market regulations, Boeri et al. (2000)
and Nicoletti et al. (2001) find cross-country evidence that anticompetitive product market
regulations adversely affect non-agricultural employment rates of OECD countries. Using
time-varying indicators of PMR, Nicoletti and Scarpetta (2005) find that product market
reforms contribute to increasing non-agricultural employment rates.

The empirical analysis reported in Bassanini and Duval (2006) indicates that
competition-restraining regulations have a significant negative impact on labour market
performance. It suggests that an easing of such regulations by two standard deviations could
reduce aggregate unemployment rates in an average OECD country by three-quarters of a
percentage point. This magnitude of PMR reform is not exceptional with respect to historical
experience. Indeed, it corresponds to the easing of product market regulations in the 1998-2003
period in the OECD area on average. However, additional cuts of this magnitude would imply
that the degree of restriction embedded in regulations in the “average” OECD country be
brought down to that of the least restrictive country at present (United Kingdom). As discussed
in Chapter 4, empirical analysis suggests that stronger competition in the product market
would increase employment rates of women but reduce those for people in the 55-to-64 age
group. There is, however, little evidence that it affects employment rates of prime-age men
and youth.

4. Lifelong learning and training policies

One of the broad policy recommendations contained in the 1994 Jobs Strategy was to
upgrade workers’ skills and competencies (OECD, 1994a). Policies to enhance human capital
were seen as making an important contribution to higher economic growth and
employment, while also helping to address concerns about poverty, low pay and inadequate
opportunities for career advancement by fostering the creation of high-skill, high-wage jobs
(see Chapter 5).88 The detailed policies that were put forward to enhance human capital
formation targeted potential problems at three stages of participation in lifelong learning:
initial education, the transition from school to work and continuing vocational training (CVT)
for adults. The analysis in this section is limited to the third of these stages,®’ for which the
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detailed policy recommendations were to improve the incentives for enterprises and
workers to invest in CVT by:

e Creating fiscal incentives to expand CVT, e.g. by implementing a training levy/grant
scheme to stimulate enterprises to undertake more skill development or a system of
“training credits” for adult workers.

e Expanding the availability of training leave.

e Encouraging changes in financial accounting and related business practices so as to
make the economic long-term value of investments in skills more transparent.

Since 1994, OECD countries have accorded a high priority to enhancing lifelong
learning policies, including adult education and training, and national experiences with
different types of adult learning policies have generated new insights into what works well
in practice and what does not (OECD, 2003a, ¢; OECD, 2005b). The economic rationale for
training policy has also attracted sustained attention from researchers, who have clarified
the nature of the market failures affecting CVT outcomes. Despite this progress, large
cross-country differences in training policies and participation rates persist, as does
considerable uncertainty about how best to foster a lifelong learning system that supports
high employment levels and living standards, while also helping to address the concerns
about employment insecurity and low-paid employment.

4.1. The policy challenge
The returns to adult education and training are potentially high

Workers who maintain and upgrade their competencies by undertaking training during
their working life fare better in the labour market. A large empirical literature has
documented that workers receiving CVT subsequently experience higher wage growth
and that a significant part of this association reflects the causal impact of training on
productivity and wages (see Leuven, 2004, for a survey of this literature). Trained workers
also benefit from more secure employment prospects: although there is considerable
variation across countries, on average, a 10% increase in the time spent by an adult on
education or training is estimated to be associated with: i) an increase in the probability of
being active of about 0.3 percentage point; and ii) a fall in the probability of being
unemployed of almost 0.2 percentage point (Figure 3.15). One way that training enhances
“employability” is that workers who receive training during their career are in better position
in the event of lay-off, since they are more successful in searching for a new job.° Training
received during fixed-term contracts also contributes to making temporary jobs a stepping
stone towards open-ended contracts (OECD, 2004a, Chapter 4). These findings suggest that
expanded access to training could play a significant role in reducing temporary-work and
low-pay traps (see Section 2 of Chapter 5).

At the macro level, a vast amount of research has demonstrated that human capital
investments make a large contribution to fostering economic growth and long-run
improvements in living standards. Extending human resource development beyond the
provision of formal education and vocational training preceding entry to the labour market
is essential for at least two reasons: i) the slow renewal of the labour force through the
entry of young qualified workers would not suffice to satisfy the demand for new skills
resulting from technological and structural changes; and ii) as the workforce ages, there is
a growing risk of older workers losing their current jobs and lacking the competencies to
move into new jobs, because their skills have become outdated.®?
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Figure 3.15. Impact of prior training on the probabilities of unemployment
and participation

Panel A. Estimated change in the probability of being unemployed as a result of training or education, prime-age workers?
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a) Percentage point impact of a 10% increase in the number of years in which an average individual receives some
education or training. Data refer to individuals aged 25-44 years.

Source: Update of OECD calculations made for OECD (2004), OECD Employment Outlook, Chapter 4, on the basis of the
European Community Household Panel (ECHP), waves 1 to 7 (1994-2000) for the European countries and on the
National Longitudinal Survey of Youth 1979 (NLSY79) for the United States (1992-98).

Statlink: http://dx.doi.org/10.1787/602487788568

Is the investment in adult education and training too low?

Despite the fact that there are clear private and social benefits from training, it is often
claimed that investment in workers’ skills is too low - and this, in turn, would justify
government intervention. Although available evidence does not point conclusively to
underinvestment in human capital, it may be that current incentive work against achieving
appropriate levels of such investment:

e Training and capital market imperfections may be one factor. Workers may be unwilling to
fund their training, even when the potential payoff is high, because its content and quality
are difficult to specify in an enforceable contract. Moreover, since human capital cannot be
used as collateral, it may also be difficult for individuals to finance training through
borrowing — a barrier that may be particularly daunting for workers in low-paid or insecure
jobs. This is probably why, in most OECD countries, firms pay for more than 70% of the
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vocational training courses of their employees - despite the fact that most of this training
appears to provide general, rather than firm-specific, skills and competencies (OECD,
20063, Figure W.3.4).%2

® Market failures related to so-called “poaching” may also cause firms to invest less in the human
capital of their workers than would be socially optimal. This can occur when the training is
general, since workers may be tempted to quit after being trained in order to accept better
job offers. In such cases, future employers appropriate a part of the benefits of the training
without having contributed to its costs, reducing the current employers’ incentives to train.

o However, employers may exercise some degree of market power over their trained personnel,
allowing them to implement pay scales that do not fully reflect the increase in productivity
brought about by training. Any such “wage compression” would reinforce employers’
incentives to train their workers, so long as labour turnover rates are not too high.

Training inequalities

Workforce groups with lower earnings and employment security also receive less training,
thereby compounding their disadvantage. Gender differences in the volume of education and
training are of the order of 15% on average (see Figure 3.16) — equivalent in size to the average
gender wage gap (OECD, 2002, Chapter 2). Even more striking, older workers and individuals
with less than upper secondary education receive less than 50% of the volume of training
received by an average individual aged 26-65. The same occurs for workers in low-skilled
occupations, in temporary jobs, in small firms or self-employed (OECD, 2005b, Chapter 1).

No inefficiency would be implied if these large inequalities in training investments
reflect differences in the potential economic returns. Consistent with such an interpretation,
the estimated impact of training on wage growth tends to be larger in the case of relatively
young and well-educated employees, both high-training groups (OECD, 2004a, Chapter 4).
However, the available evidence suggests a much more homogeneous impact of training on
workers’ employment prospects (Figure 3.17). Since much of the economic benefit from

Figure 3.16. Differences in training for selected groups
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a) Persons aged 26 to 65, excluding those in full-time education or retired.
b) Weighted average for Australia, Belgium (Flanders only), Canada, the Czech Republic, Denmark, Finland, Hungary,
Ireland, Italy, the Netherlands, New Zealand, Norway, Poland, Switzerland, the United Kingdom, and the
United States.

Source: International Adult Literacy Survey.
Statlink: http://dx.doi.org/10.1787/282510750537
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Figure 3.17. Impact of training on the employment prospects
of different labour market groups

Panel A. Estimated change in the probability of being unemployed as a result of training or education, by labour market group?
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Panel B. Estimated change in the probability of participating in the labour market as a result of training or education,
by labour market group?
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a) Percentage point impact of a 10% increase in the number of years in which an average individual receives some
education or training. Data refer to individuals aged 25-44 years.

Source: Update of OECD calculations made for OECD (2004), OECD Employment Outlook, Chapter 4, on the basis of the
European Community Household Panel (ECHP), waves 1 to 7 (1994-2000) for the European countries and on the
National Longitudinal Survey of Youth 1979 (NLSY79) for the United States (1992-98).

Statlink: http://dx.doi.org/10.1787/200427480640

increased “employability” accrues on future jobs, these returns are likely to be discounted by
employers when assessing possible training investments. This raises the possibility that
policies to increase training for low training groups could be efficiency-enhancing in some
cases. Equity goals might also be furthered by expanding training access for e.g. women or
workers in low-paid or insecure jobs.

4.2. Implications for policy

How much, if at all, governments should seek to raise overall investments in training is
a question that economic research has yet to answer clearly. Nonetheless, quite a bit can be
said about the desirable characteristics of training policies, should a decision to intervene
be taken. Four types of policies appear potentially useful for reinforcing workers’ and
employers’ incentives to invest in socially valuable training, namely, measures to: i) make the
training market more efficient; ii) increase financial incentives for firms to invest in training;

OECD EMPLOYMENT OUTLOOK - ISBN 92-64-02384-4 — © OECD 2006

111



3. GENERAL POLICIES TO IMPROVE EMPLOYMENT OPPORTUNITIES FOR ALL

iii) increase financial incentives for workers to invest in training; and iv) encourage the
co-operation of social partners in meeting training needs. All of these policy approaches can
contribute to overcoming certain of the market failures discussed above. A second common
advantage is that these are demand-side approaches which focus on increasing workers’ and
employers’ demands for training, leaving training supply more or less free to adapt to
increasing demand.?® These four types of measures are discussed below.

Improving the functioning of the training market

One way of reducing the poaching problem is through contractual arrangements that
provide greater assurance to employers considering training their workers that they will
be able to recoup their investment. Examples of such contractual arrangements include
pay-back clauses and apprentice contracts. Statutory or contractual pay-back clauses specify
that a worker voluntarily leaving the firm, within a specified period after receiving education
or training, has to reimburse at least part of the training costs incurred by the employer. In
apprentice contracts, apprentices are paid less than their productivity during most of the
period covered by the contract, but a recognised qualification is delivered at the end.

Practical considerations limit the diffusion of both of these approaches, but there are
ways to foster their broader adoption where they are appropriate (OECD, 2003a, c):

e Workers may be justifiably reluctant to sign contracts with pay-back clauses, when the
training involved does not lead to a clearly recognised qualification, since this would imply
incurring an obligation in exchange for a service of uncertain value. Formal education
courses are particularly suited to pay-back clauses because programme content and
quality can be more easily assessed, but not all types of training have these characteristics.
Beyond helping to define quality standards and improving information diffusion and
guidance (see below), public policy can improve the diffusion of pay-back contracts by
improving the legal framework for their application and creating incentives for their use.?*

e Apprenticeships typically have been restricted to young labour market entrants. However,
prime-age and older workers may also benefit from in-depth occupational training that
would allow them to change careers. Governments can thus foster greater diffusion of
apprenticeships by removing age barriers due to e.g. age differences in government
subsidies.?®> However, the short-term sacrifice of earnings associated with apprenticeships
will still tend to limit the participation of mid-career workers in these programmes.”® To
be successful, apprentice contracts should lead to a clearly recognised qualification.

Training outcomes can also be improved by providing workers with better information
about the content and value of training courses (OECD, 2005b, Chapter 2). This would
reduce uncertainty about the expected returns to different training options — thus reducing
information imperfections in the training market. Public interventions may be able to
increase actual and perceived training benefits:

e Quality information and guidance systems have an important role to play in stimulating the
demand for adult learning and in facilitating a better match between workers’ demands
for training and the offerings of training providers. Indeed, workers often have limited
information about the likely benefits from training, are unaware of the variety and quality
of training services that are available to them and cannot gauge the uncertainty of the
returns from the investment. Since personal guidance is costly, a two-tier approach may
be desirable, offering free access to basic information plus fee-paying personal guidance
services on an optional basis, with public support in the case of low-income individuals.
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® Regulation of the quality of training suppliers may be useful, particularly in countries where
the provision of adult learning is mainly private. Initiatives to assure training quality
standards, such as accreditation of institutions in which vouchers can be spent, are a
natural complement to co-financing policies, since there is considerable evidence that
low-quality training providers can be a problem for these schemes.?’

e Measures fostering the portability of skills and transparency in the signalling of learning outcomes
can increase the individual and social benefits from training, by helping trained workers to
more easily locate jobs that make productive use of — and more fully compensate - their
new skills. Several OECD countries have introduced standardised competence-based
qualification systems, in which workers are allowed to take individual skill tests
independently of the way skills are acquired.

The (first-best) strategy of correcting imperfections in the training market appears
promising, but it can only go so far since many of these imperfections result from
informational and organisational difficulties that cannot be fully overcome.”® This suggest that
second-best training policies — that is, policies to induce optimal investment levels given the
persistence of market imperfections — may also have a role to play. Such measures include
providing financial incentives to firms and workers to invest in training, as well as fostering
co-operation of the social partners in the provision of CVT. The next three sub-sections discuss
these types of measures.

Financial incentives for firms

Tax subsidies or grant schemes for firms have the potential to raise employers’ investments
in training, but such schemes should be carefully designed in order to avoid waste of public
resources and also ensure that they reach their targets. What counts for employer’s decisions
to invest in training is the difference between their marginal expected benefits and marginal
training costs. Thus, a co-financing policy should take the form of matched contributions that
do not cover total costs.?® In addition, co-financing policies should reduce marginal private
training costs for every subsidy recipient:

e Tax deductions. The Austrian corporate tax system provides an example of how these
efficiency conditions can be implemented. Under this scheme, firms can deduct 120% of
the cost of training from turnover when determining taxable income, implying a reduction
of 20% in the marginal costs of training. By contrast, a fixed deduction (or other lump-sum
subsidy) which does not change marginal costs will not modify investment decisions and
will, at best, pay for training that would have been done anyway. Tax deductions for
spending on training also appear to be problematic when the aim is to target specific
workforce groups with low training rates, because there is a strong risk of inducing
inefficient substitution, in terms of who receives training, between groups that do and do
not qualify for this benefit.1%

e Train-or-pay levy schemes. Train-or-pay schemes, such as those in France and the Quebec
province (Canada), typically do not fulfil the conditions outlined above for creating
efficient investment incentives.'%! Experience suggest that these types of schemes may
create high deadweight and that much of the increase in training that results benefits
workforce groups who already receive above-average training, but that providing worker
representatives with an active role in developing and implementing company training
plans may mitigate these problems (Ok and Tergeist, 2003).
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e Levy/grant schemes. Levies which are directed to a common fund to which firms can apply for
training grants provide another model for inducing higher employer investment in training.
Training grants are disbursed on a case-by-case basis which provides greater potential for
avoiding deadweight while increasing training access for e.g. low-skilled and older workers,
or employees of small firms.'9? Japan and Spain provide examples of national levy/grant
schemes, while sectoral schemes operate in France and the Netherlands, and both national
and sectoral schemes are present in Belgium and Korea (OECD, 2005b, Chapter 3).

There are few a priori grounds for preferring tax deductions to grant schemes or
vice versa. Instead, practical considerations will dictate the choice of one approach rather
than the other. Tax-based schemes have the advantage of building on existing institutional
arrangements for taxation, allowing them to be applied with limited implementation
costs. However, grants awarded through a case-by-case analysis of training plans have a
greater capacity to avoid financing training that would be undertaken anyway in the
absence of the subsidy (“deadweight”), at least in theory. In practice, exploiting the
potential of grants requires information and competences that are often not sufficiently
available within national administrations. In addition, their administrative costs are high
and, often, their lack of transparency leaves them open to abuses.

Financial incentives and training leave for workers

Another policy strategy is to reduce the financial and other barriers to training that
confront workers. Surveys of workers confirm the importance of financial barriers to
training, but also underlies the importance of time constraints (OECD, 2006a, Figure W.3.5).
Indeed, the two reasons cited most frequently by workers for not taking additional training
are “too busy/lack of time” and “too busy at work”, while significant numbers also cited
“family responsibility” and “course offered at inconvenient time”. Lack of access to the
desired type of training content (or language of instruction) is also an obstacle for workers
seeking more training.

To the extent that workers do not invest sufficiently in training because of borrowing
constraints, public authorities can put in place schemes like loan guarantees, subsidisation
of interest payments and/or lending by public bodies with, possibly, income-contingent
repayments (OECD, 2003a, Chapter 5 and 2005b, Chapter 3). In principle, loans can be neutral
for the public budget, thereby making it easier to develop large-scale programmes. However,
except when these schemes are intended to finance higher education of youth and/or are
combined with training leave, they have proved to be of only limited appeal for adults,
who tend to be more reluctant than younger persons to finance uncertain investments in
human capital through loans — perhaps, due to existing debts (e.g. home mortgages), family
responsibilities, or shorter payback periods in the case of older workers. Low take-up is likely
to be a particular problem when the aim is to raise training investments for groups with low
training rates, such as low educated and older workers.

When the policy goal is to increase training access for groups currently receiving little
continuing vocational training, individual training subsidies frequently may be an appropriate
instrument (OECD, 2005b, Chapter 3). In the absence of rigorous evaluations, it is difficult to
distinguish a priori between different types of schemes (e.g. vouchers, individual learning
accounts and grants from specific funds). However, subsidy schemes are more likely to be
efficient when they take the form of matched contributions that reduce the marginal costs of
training for all subsidy recipients.'93 For instance, the US and Canadian individual learning
accounts typically imply a government subsidy smaller than 100% (often a 3 to 1 match,

114 OECD EMPLOYMENT OUTLOOK - ISBN 92-64-02384-4 — © OECD 2006



3. GENERAL POLICIES TO IMPROVE EMPLOYMENT OPPORTUNITIES FOR ALL

targeted on low-income/low-wealth households) of the amount saved by the individual for
personal development purposes, including training (OECD, 2003a, Chapter 5). Vouchers are
less likely to be consistent with these principles, although they might be justified when
targeted on disadvantaged groups.'%*

Meeting the training needs of employed individuals may frequently require them to
stop working for a considerable period of time, implying that the opportunity cost of
training might be high in terms of both time and foregone earnings. For this reason, many
OECD countries have introduced various types of statutory or contractual training leave
schemes that guarantee employees the right to return to their jobs after completing the
training course, as well as institutional arrangements facilitating access to training and
education on a part-time basis (Table 3.14).1° Reinstatement rights help to reduce the risk
element of human capital investment borne by the worker and imply some cost-sharing
with employers (who need to either replace the worker or make do without them on a
temporary basis). Nonetheless, very few workers take training leave in most countries
(OECD, 2003a, Chapter 5), perhaps because foregone income is also an important a barrier to
individual investments in training (OECD, 2003c). Government co-financing can address
this issue by offering training allowances,'% as can institutional arrangements that foster
cost-sharing among employers and employees (e.g. pay-back clauses, apprenticeships,
company-based individual learning accounts, and time-accounts).

Role of social partners

The involvement of employee representatives and the social partners in the
organisation and provision of CVT can make an important contribution to improving the
performance of national training systems by mitigating the problems discussed above,
although the form this co-operation should take will vary with national labour relations
practices and institutions (Ok and Tergeist, 2003). As early as 1991, the social partners at
the OECD level (the Business and Industry Advisory Council and the Trade Union Advisory
Council) published a joint statement on education and training, which identifies the
promotion of lifelong learning as an area where there is a broad convergence of interests
between employer and employee, but also some substantial differences concerning the
best approaches to adopt. This dialog has continued in international, national and
sub-national fora, while numerous concrete instances of co-operation — sometimes in a
tripartite context — have been initiated or further developed.

Joint governance of training funds supported by national or sectoral training levies
provides an important example of collaboration between the social partners in a number
of OECD countries. For example, worker representatives are typically involved in the
preparation of company training plans that are submitted for possible funding via training
grants and, in many cases, the disbursement of grants is also jointly managed by
representatives of employers and employees (OECD, 2005b, Chapter 3). Training issues have
also been increasingly addressed in collective bargaining. Indeed, in a number of countries
sectoral training funds (e.g. in Denmark, Germany, Italy and the Netherlands) or
company-level funds (e.g. the UAW-Ford National Joint Training Fund in the United States)
have been established through collective bargaining.'®” In a number of European countries,
work councils also play an important role in the development and implementation of
company training strategies. Finland provides an example of a country where work
councils have actively collaborated in the organisation of enterprise-based training (Ok and
Tergeist, 2003).
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Table 3.14. Education and training leave schemes in selected OECD countries

Eligibility

Type of financial support

Who covers the costs?

Number of beneficiaries
(% of total employment)

Austria Three years with same
employer.

Employer agreement.
For any training of more
than 16 hours per week.
Employer agreement/
self-employed:

General adult education:
> 26 weeks in present job.
Tertiary level:

> three years’ work
experience.

Denmark

Finland Employees with a work

history of over 10 years.
Germany Specified in collective
bargaining agreements
and Lénder legislation.
Employees with work
history > one year.

Korea

Netherlands  Specified in collective

bargaining agreements.

Norway Those with a work history
of over three years and
with the current employer

for the past two years.

Poland Workers directed
by the employer

to a school or training.

Workers who have been
employed by the same
firm for at least one year.

Spain

Sweden Workers employed

for at least six months

or with a work history

of over 12 months during

the last two years.

A daily allowance of EUR 14.5 for a period
of 3-12 months.

Paid to employees or to employer if the latter
pays full wages during training leave.
Maximum unemployment benefit (9/2004):
EUR 423 per week full-time attendance.
Maximum duration of SVU: 80 weeks

(full-time equivalent) at basic education level.

1-52 weeks (full-time study) within

a five-year period at tertiary level.
Vocational (VEU): unlimited time.

EUR 440 per month plus an earnings-related
amount covering 15-20% of the last monthly
wage up to one year.

Full wage costs.

1/3 of the wage costs and part of direct
costs. Occupational training of over 30 days
and 120 hours.

Full wage costs.

NOK 80 000 per year: 60% loan, 40%
converted from loan to grant upon passing
examination.

< 50% of beneficiaries of education leave
(formal education) received full pay,

20% received reduced pay.

At secondary level: coverage of wage costs
up to five hours and six working days before
the final examination.

At tertiary level: coverage of wage costs up
to 28 days of training leave; refund of travel
costs, material and tuition fees.

Full forgone wages up to 200 working hours.

Grants and loans of SEK 33 880 for 20 weeks
of full-time studies; a supplementary loan
for workers > 25 if the income during

the 12 months immediately preceding
studies has been above a certain threshold.

Austrian Employment
Service.

State budget.
Employers contribute
towards VEU allowance
via training levies
(Employers’
Reimbursement
Scheme).

Education and training
insurance.

Employment insurance.

Sectoral training funds
determined in collective
agreements paid

for by employees

and employers.

State Education Loan
Fund for basic
educational attainment.

Training Fund:
enterprises, which
establish the training
fund, have the right
to receive financial aid
for training from state
budget resources.
Social partners’
mandatory contribution
to the Tripartite
Foundation.

Study allowance

by the government.

2263 in 2002 (0.1%).

SVU: 14 000 or 0.61%

of workforce aged

25-59 in 2002.

VEU: 9% of workforce
aged 20-70 (based

on transactions, not
beneficiaries as these may
participate several times
in a year).

5236 in 2002 (0.2%).2

1% to 2% annually.

7756 in 2000 (0.04%).
n.a.

17 000-18 000 employees
(0.8% of employed)
exercised their right

to take full education leave
in 2003.

n.a.

4731in 1999
1394 in 2002 (0.01%).2

0.7% in 2002.

n.a.: Not available.

a) The figure refers to the number of employees who have taken

17% indicate studying was the major reason.
b) The figure refers to the number of individual training permits approved by the Tripartite Foundation.

Source: OECD (2005), Promoting Adult Learning, Paris.

alternation leave, of whom only roughly

Statlink: http://dx.doi.org/10.1787/628048134147

Rigorous evaluation evidence is lacking concerning the relative effectiveness of these

different forms of collaboration between social partners. Accordingly, it is not possible to
draw any firm conclusions concerning which approaches work best in any given national
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context. However, it does appear that the involvement of worker representatives in CVT
tends to be associated with a shift toward more general forms of training, as well as more
equitable participation in training across the work force (Ok and Tergeist, 2003).

Lessons

Recent experience has confirmed the importance of human capital investments for
achieving strong economic growth and mitigating poverty and inequality. Although it is
clear that continuing training for adult workers is an important component of an effective
lifelong learning system, considerable uncertainty persists about the level and mix of
training that would be socially optimal. Nonetheless, considerable progress has been made
in identifying effective policy strategies for raising the overall level of enterprise-based
training or improving training access for underserved groups (e.g. less-skilled or older
workers) when these are adopted as policy goals:

e A mixed, demand-driven training strategy appears to be the best approach. Mixed, in the
sense that measures to improve the functioning of the training and capital markets
should be combined with government co-financing to increase firms’ and workers’
financial incentives to invest in training.

e Among the strategies for improving the functioning of training markets are developing
contracting forms, such as pay-back clauses and clearer credentialing of new competencies
acquired through either formal training or work experience.

@ So as to minimise deadweight and low-productivity training, government co-financing of
training investments by employers and employees should take the form of matched
contributions that do not cover total costs and, as much as possible, reduce marginal
training costs for every subsidy recipient. When training grants are offered on a case-by-case
basis, as in levy/grant schemes, active involvement of social partners can contribute to their
efficient operation where this is consistent with national labour relations practices.

e A high priority should be placed upon collecting rigorous evaluation evidence
concerning the effectiveness of different policy approaches for enhancing economically
and socially productive forms of lifelong learning.

Notes

1. Of the ten main policy areas highlighted in the 1994 OECD Jobs Strategy (see Chapter 1), this
chapter discusses policies related to planks one (macroeconomic policy), three (working-time
flexibility), five (wages and labour costs), six (employment protection), seven (active labour
market programmes), eight (improve labour force skills and competences); nine (unemployment
and related benefit systems) and ten (product market regulation). In some instances, policy
issues that were grouped under a single plank in 1994 are discussed separately in this report. For
example, the analysis of early retirement issues was placed under the heading of working-time
flexibility in 1994, but is discussed separately in Chapter 4, as part of a broader discussion of
expanding employment opportunities for older workers. Core working-time issues (e.g. the
length of the work week and mandatory paid leave) are analysed in Sub-section 3.4.

2. By contrast, there appear to be fewer robust associations between these factors and employment
rates.

3. That is, additional types of evidence provide a check of whether it is valid to interpret the empirical
associations highlighted by the macro-econometric estimates as reflecting the causal impacts of
policies and institutions on labour market performance. Baker et al. (2005) argue that many of the
results obtained by earlier studies using panel regression models based on aggregate data are not
robust and provide an unreliable basis for making policy choices. This judgement is arguably
too categorical, but policy choices definitely should be informed by a diverse range of evidence.
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Furthermore, it should be borne in mind that alternative sources of information also have limitations.
For example, it is often difficult to obtain reliable estimates of policy effects using micro-econometric
techniques because estimates based on observable variations in “treatments” are frequently subject
to endogeneity bias (e.g. due to selection effects). Considerable progress has been made in obtaining
more reliable estimates in such cases (Heckman and Vytlacil, 2004), but greater internal validity is
often achieved at the price of reduced external validity (i.e. results that are less general). Moffitt (2004)
surveys these issues and concludes that the best way forward is to consider a wide range of types of
evidence, as is done in this report.

4. A recent OECD study on the sources of economic growth has confirmed empirically the
importance of macroeconomic policy settings — in particular, as concerns inflation and price
stability - for strong growth performance (OECD, 2003b).

5. On the other hand, a lower cost of capital may lead to some capital-labour substitution, though
this is unlikely to completely offset the positive output effect.

6. Good structural policies enhance the resilience of the economy to adverse macroeconomic
shocks, making it easier for macroeconomic policy to stabilise the economy (see Section 1 of
Chapter 6).

7. The 1994 Jobs Strategy recommendations for reforming the social protection system for job losers
and other out-of-work persons were organised around two themes (OECD, 1994a). A first theme
was the need to reform unemployment and related benefits systems so as to provide financial
incentives for rapid re-employment. Much of the concern here centred on assuring that benefit
payments - and their interaction with the tax system - did not create situations in which accepting
a job would result in little or no increase in disposable income, a so-called “unemployment trap”.
These issues are analysed in Sub-sections 2.1 and 2.2 below. The second theme was that active
labour market programmes, such as job-search assistance and training programmes for the
unemployed, should be expanded and their effectiveness enhanced. These issues are analysed in
Sub-sections 2.3 and 2.4. The more detailed policy recommendations grouped under these two
headings made it clear, however, that these two broad areas of reforms were viewed as being
closely related to each other, a view that is also adopted here.

8. When social ministers of OECD countries met in the Spring of 2005, they endorsed an “active
social policy agenda”, one component of which was a concerted effort to encourage greater
employment and economic self-sufficiency among beneficiaries of social protection benefits
(OECD, 2005d).

9. Furthermore, benefits need to be financed by taxes which in turn may have a negative impact on
employment (see Sub-section 3.2).

10. The introduction of employment-conditional transfers and tax credits in some countries
amounted to a lowering of the net replacement rate (see Sub-section 2.2).

11. The French and US wage insurance schemes limit payment to a maximum of two years, while the
Germany and US schemes limit eligibility to job losers (trade-displaced workers in the
United States) aged 50 years and older.

12. See Figure W.3.11in OECD (2006a) for the evolution since 1961 of this indicator, which is an average
of estimated gross replacement rates over the course of a five-year spell of unemployment for a
number of different family types and earnings levels. Accordingly, it reflects both replacement
rates and benefit duration. Modest reductions during the past decade occurred in several OECD
countries, but gross replacement rates have been quite stable in the majority of countries and
even rose quite strongly in several.

13. The political economy of reform is discussed in Chapter 6 of this report.

14. Krueger and Meyer (2002) argue that the more recent literature provides much more reliable
estimates of the causal impact of unemployment benefits on labour supply than earlier studies,
because better statistical strategies have been used to isolate exogenous variations in individual
entitlements.

15. Fredriksson and Holmlund (2005) develop a theoretical model of optimal unemployment insurance
design and conclude that a system of job-search monitoring, enforced by benefit sanctions, can
improve efficiency by allowing more complete income protection for job losers, while limiting the
moral hazard associated with this form of social insurance. They also conclude that sanctions
outperform limited benefit duration and workfare as a tool for reducing the labour supply
distortions from unemployment benefits. However, this is a new area of research and it is difficult
to assess the generality of this result.
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Similarly, a recent OECD study of policies to meet the structural adjustment challenge resulting
from rapid technological change and globalisation emphasises the role of an adequate
unemployment benefits system for lowering the adjustment costs borne by displaced workers and
maintaining political support for trade and investment liberalisation (OECD, 2005c).

Indeed, overly strict legislation may have the paradoxical effect of reducing the enforcement of
work availability, since case workers may be reluctant to apply sanctions which they view as
being unreasonably harsh.

See Blanchard and Tirole (2003, 2004), Cahuc and Zylberberg (2005) and Fath and Fuest (2005).

This is achieved, in part, by inducing a reallocation of labour from high-turnover firms to
employers offering more stable jobs (Andersen and Meyer, 1993, 1994, 2000; Topel, 1983). The
effect of experience-rating in lowering unemployment also appears to be strongest when labour
market conditions are weakest (Card and Levine, 1994).

Other fiscal measures, such as re-employment bonuses or in-work benefits, can play a
supplementary role in reinforcing the financial incentives to become re-employed. These types
of measures are analysed in Sub-section 2.2, as part of a more general discussion of policies to
make work pay.

The METR is defined as (1 — Ane/Age) where Ane is equal to the change in net earnings and Age is
the change in gross earnings experienced by the household. Note that the METR concept treats
reductions in income-tested benefits, as earnings rise, as a tax on earnings, while in-work
benefits are treated as negative taxes (in cases where higher earnings result in larger in-work
benefits). Since 2001, the OECD has constructed METR measures for a number of different family
types and labour market transitions (see OECD, 2004d; and Carone et al., 2004).

The METRs in Figure 3.3, Panel A reflect the maximum initial entitlements available to job losers
at the specified wage (expressed as a percentage of the average production worker wage). In most
countries, these METRs tend to be higher for low-paid workers due to the progressivity built into
the schedule for unemployment benefits. Comparing the left and right-side charts also illustrates
how METRs vary with family characteristics that affect tax liabilities and benefit entitlements
(e.g. the number of children or the presence of a spouse and whether that spouse is employed).

The main exception is single parents in Ireland, due to its in-work benefits scheme which is
particularly generous to the lowest earners. Earnings losses upon re-employment are common
for older and more experienced job losers (OECD, 2005a, Chapter 1).

Panel C of Figure 3.3 illustrates only one of many potential inactivity traps, since the financial
incentives to work generally will vary according to the types of “inactivity” benefits a given
individual receives. For example, persons qualifying for disability or early retirement benefits
appear to face very high METRs in some countries (OECD, 2003a, 2004d).

Evers et al. (2005) and Immervoll et al. (2006) summarise the empirical literature on labour supply
and conclude that most of the response to changes in wages net of taxes occurs along the extensive
margin (i.e. participation) rather than the intensive margin (i.e. hours of work).

Typically, the in-work benefit varies with earnings varies with earnings as follows: i) no in-work
benefit is paid until hours exceed some minimal threshold (which can be set at zero); ii) the benefit
then increases proportionately with earnings until a maximum level is reached; and iii) benefits are
progressively clawed back as earnings rise above a second threshold. Since in-work benefits have
to be financed by taxes, they may also imply an increase in METRs and a potential disincentive to
labour supply above the earnings level at which the entire benefit has been clawed back.

If raising the incomes of the working poor is an important policy goal, then a different approach
to benefit targeting would obviously be desirable.

With time limits, there is a risk that work becomes less attractive than unemployment when
in-work benefits are phased out. A potential offset to this danger is that the job experience
acquired, while the benefit is paid, will have improved the workers’ employment prospects
sufficiently to encourage them to continue working.

Fuller discussions of childcare and minimum wages can be found in Sub-section 1.1 of Chapter 4
and Sub-section 3.1 of this chapter, respectively.

The pitfalls of emphasising spending levels, per se, were highlighted by the disappointing results
associated with the very large increase in ALMP spending that occurred in Sweden in the first
half of the 1990s (Calmfors et al., 2001), as well as sometimes disappointing evaluation results for
specific active measures in a considerable number of countries.
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31. This re-allocation between different types of spending within total subsidised employment is
consistent with the results from programme evaluation studies, which tend to conclude that
direct job creation is a poor investment because it rarely leads to unsubsidised jobs (Martin and
Grubb, 2001).

32. The inclusion of ALMP spending as an independent variable in cross-country panel models is likely
to create simultaneity bias in the estimated parameters, because this variable is highly endogenous
(e.9. ALMP spending per unemployed person tends to fall in a cyclical downturn, as unemployment
rises). Various approaches have been used in the literature to “instrument” this variable, but it is
difficult to verify how successfully simultaneity bias has been eliminated. In light of this difficulty,
several of the studies reviewed in Table 3.5 only included interaction terms between average ALMP
spending over the entire sample period and one or more time-varying variables.

33. Recent surveys of the evaluation literature include Heckman et al. (1999), Martin and Grubb
(2001), Kluve and Schmidt (2001), Betcherman et al. (2004) and Kluve (2006).

34. One difficulty with these measures is that they often entail large dead-weight losses (subsidised
jobs are created that would have been created even without the subsidy) and substitution effects
(workers who qualify for a subsidy replace others who do not).

35. Micro-evaluation studies often have short post-programme observation windows and fail to capture
the effect of ALMPs on post-programme job attachment. This is especially an issue for programmes
that aim at increasing job-match quality, such as those with some training content (Boone and van
Ours, 2004). These programmes tend to fare better the longer the observation window. Typically
micro-evaluations also take no account of how the prospect of mandatory participation in intensive
programmes may motivate some benefit recipients to intensify their job search.

36. To some extent, this was a re-emergence, since a close integration between the benefit
administration and ALMPs was emphasised in a number of countries in the late 1960s and 1970s,
only to lose favour in later years (OECD, 2002, Chapter 4).

37. Indefinite duration benefits for the unemployed typically take the form of categorical social
assistance benefits, which become available (subject to an income test) only after entitlements to
unemployment insurance and for unemployment assistance have been exhausted.

38. For example, outcomes should not be measured only in terms of job placements, because
employment services colluding with employers can increase reported placements by placing the
same person repeatedly into the same job.

39. Statistical statements about non-employment benefits - defined as social-protection benefits
that are not conditional on availability for work — are somewhat uncertain, because OECD
databases remain incomplete (OECD, 2003a, Chapter 4). Another source of uncertainty is that
many countries have a large lone-parent or non-categorical social assistance benefit (such as the
RMI in France and AFDC/TANF in the United States) which is conditional on availability for work
for some recipients but not others, and thus is partly an “unemployment” and partly a
“non-employment” benefit.

40. These estimates are expressed in full-time equivalent persons using the methodology first
developed by the Dutch Ministry of Social Affairs, which was subsequently revised and
augmented by the OECD. A fuller explanation of data sources, methods and results can be found
in Chapter 4 of OECD (2003a). Carcillo and Grubb (2006) analyse more recent trends in
expenditures and case loads for some of the major benefit types, but do not estimate overall
benefit recipiency.

41. This discussion draws upon Carcillo and Grubb (2006) who analyse these questions in much
greater detail.

42. Non-employment benefits address three main types of “social risk” that can make it difficult or
undesirable to require a person to work: incapacity (sickness or disability), care responsibilities
(care for children or in some cases other relatives) and early retirement (benefits paid only to
older individuals of working age). National trends are varied, but on average recipiency rates for
early retirement and care-responsibility benefits may have peaked in recent years whereas
recipiency rates for incapacity benefits often increased further after 2000.

43. In several EU countries, there are no partial invalidity benefits, even though invalidity is clearly a
matter of degree (European Commission, 2002a).

44. In the Netherlands, a retesting launched in 1994 and completed in 1998 led to reclassification of
disability benefit entitlements - in some cases, benefit loss - in 30% of all cases. In October 2004,
a large-scale obligatory re-examination of people below the age of 50 receiving disability benefit
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was started. In early results, large numbers of employees were reassessed as having work
capacity greater than had originally been assessed (http://dlapiperglobal.admin.hubbardone.com/
files/upload/Newsletter April2005.pdf).

45. “Rehabilitation” benefits or allowances are a distinct benefit when they are financed under
employer liability for work injuries and illness (workers’ compensation schemes). In some other
cases, rehabilitation benefits may only be the name given to the general sickness or disability
benefit. In Norway and Poland a benefit called rehabilitation allowance (rather than a permanent
disability pension) is paid after exhaustion of short-term sickness benefits if recovery is still likely
(see summaries of benefit systems at http://www.ssa.gov/policy/docs/progdesc/ssptw/andeuropa.eu.int/
comm/employment_social/missoc2001/missoc_194_en.htm).

46. A UK evaluation (Kirby and Riley, 2004) of pilot implementations of “work-focused interviews”
estimated that they had no employment impact. But they have increased take-up of another
programme, the New Deal for Lone Parents (Evans et al., 2003) and appear to play a role in the
Pathways to Work programme for short-term incapacity, which has a considerable impact
(European Commission, 2002b).

47. Just as the supply-side policies discussed in Sub-section 3.2 have some relevance for reinforcing
labour demand, so too the demand-side policies discussed in this section may help to reinforce
labour supply. An example of the former is that efficient job-brokering by the PES could reinforce
labour demand by lowering recruitment costs for employers. An example of the latter is that
product market reforms reinforcing competitive pressures may indirectly raise labour supply, by
raising real wages and thus making work more attractive vis-a-vis benefit receipt.

48. Although Belgium moved in the opposite direction, the shift towards co-ordination of bargaining
at the central level was used to determine maximum, rather than minimum, wage targets as
from 1996 (Brandt et al., 2005). This use of national co-ordination to encourage overall wage
restraint is similar in nature to the role that tripartite agreements and social compacts have
played for a longer period in several other European countries, including Ireland (since the
national wage agreement in 1987) and the Netherlands (since the Wassenaar Agreement of 1982).
See Fajertag and Pochet (2000) and OECD (2004a, Chapter 4) for discussions of recent experience
with social compacts.

49. Building upon earlier laws in 1988 and 1993, the 1996 Workplace Relations Act reinforced the
on-going transition from a wage arbitration system - under which quasi-judicial industrial
tribunals played a leading role in setting the terms and conditions of employment and frequently
extended agreements beyond the original parties to a dispute to cover all employers in an
industry - to a mixed system in which enterprise bargaining plays a large role. The 1991
Employment Contracts Act in New Zealand represented an earlier and more abrupt break with
what had been a similar system of wage arbitration.

50. As an example, the option of invoking opt-out clauses for firms in distress was introduced in
Spain in 1994, but it has rarely been used. However, recent surveys of German firms with 20 or
more employees and work councils indicate that between one-fifth and one-third have made use
of opt-out clauses.

51. France is the most striking example with union membership below 10% of the work force, yet
over 90% are covered by collective bargaining.

52. These changes in minimum wages must be seen in the context of other labour market reforms in
many of these countries, notably the increased use of make-work-pay policies for low-skilled workers
(Sub-section 2.2) and of employer subsidies or tax exonerations targeted at low-wage workers
(Sub-section 3.2).

53. More detailed surveys of this literature are provided by Aidt and Tzannatos (2002); Flanagan (1999);
and OECD (2004a, Chapter 3). For analyses of the impact of collective bargaining on wage
compression, see Baker et al. (2005); Bertola et al. (2002a, b); Blau and Kahn (1999); Kahn (1998, 2000);
and OECD (1997b, 2004a, Chapter 3).

54. Blanchard and Wolfers (2000) report evidence that high union density increases the impact of
adverse shocks, though this effect is not always statistically significant. Several of these studies
find that union density interacts with wage co-ordination - albeit in a way that is not consistent
across studies. There is also some evidence that a larger degree of unionisation reduces
employment and participation.

55. Across all of these studies, union density appears to be more strongly related to unemployment
than bargaining coverage. However, this finding probably reflects the greater availability of
internationally comparable data on union membership, than on bargaining coverage. Particularly
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in countries where contractual terms for union members are routinely extended to many
non-union workers, the “monopoly” distortions from collective bargaining are probably more
strongly associated with union bargaining coverage than with union membership. This is the
conclusion reached by Aidt and Tzannatos (2002), based on a broader literature survey that
encompasses a large number of national studies.

56. Centralised/co-ordinated bargaining may also facilitate implicit or explicit “social pacts” under which
unions agree to restrain wage demands in exchange for policy concessions from the government.
However, the 1994 Jobs Strategy recommendations concerning collective bargaining reflected
scepticism concerning the likely contribution of corporatist bargaining structures to good labour
market performance (OECD, 1994a,c). Among the grounds for this reticence were the often
disappointing experience with incomes policies during the 1970s and 1980s.

57. See Aidt and Tzannatos (2002) and Flanagan (1999) for more comprehensive surveys of the
empirical research which conclude that the evidence for a hump-shaped relationship is overall
quite weak.

58. See Bertola et al. (2002a, b), Blau and Kahn (1999), Calmfors (1993), Freeman and Schettkay (2000),
Puhani (2003), and Siebert (1997).

59. In this regard, there may be an argument for establishing a youth sub-minima, because the
association between holding a minimum-wage job and poverty is especially weak for this age
group (who often live with their parents). As was mentioned above, evidence for job losses caused
by minimum wages also tends to be strongest for youth.

60. In France, employers’ social security contributions for minimum wage workers were cut significantly
after 1997, but the potential reduction in labour costs was off-set to a considerable extent by a
sizeable increase in the minimum wage relative to the median wage. It should be noted, however,
that the calculations in Table 3.10 - which gross-up the minimum wage by employers’ contribution
rates for a single worker with no children at the 0.67 average production worker earnings
level - understate the extent to which targeted tax exonerations have lowered the cost of employing
some minimum wage workers.

61. The detailed recommendations relating to wage-setting flexibility are discussed in
Sub-section 3.1.

62. However, high tax rates per se do not appear to influence levels of undeclared work across
countries and time (OECD, 2004a, Chapter 5). See Section 3 of Chapter 4 for a discussion of
policies to reduce undeclared work.

63. As measured here, the tax wedge includes personal income taxes, as well as employers’ and
employees’ social security contributions, minus cash benefits. This wedge measure does not
include indirect taxes (i.e. consumption taxes) and exclusion of these taxes in the tax wedge
indicators tends to bias downwards the result, particularly in countries where indirect taxes are
high, such as in the Nordic countries.

64. The wedges shown in Figure 3.7, Panel A are calculated for a couple family, consisting of an APW
worker, a non-working spouse and two children.

65. In Korea and Japan, this was mainly due to increases in social security contributions. In Norway,
personal income taxes increased along with social contributions. The reported increase in the tax
wedge in Australia is mainly due to a methodological revision, as state payroll taxes were
included for the first time in the calculation of the tax wedge in 2002. The changes shown for
Austria, the Czech Republic and Japan are also affected by changes in methodology.

66. The large decrease in Mexico in Figure 3.7, Panel A is in part due to the fact that employers’
contributions to privatised social security are no longer reported as taxes from 1999.

67. Negative tax wedges reported in these figures reflect tax credits and child benefits in excess of
any taxes.

68. Only five of these 17 studies found no statistically significant relationship between a higher tax
wedge and higher overall unemployment, and three of those found evidence that a higher wedge
has adverse impacts on employment and participation (Di Tella and MacCulloch, 2005) or on the
employment status of certain workforce groups. Bertola et al. (2002b) report decreases in the
relative employment of women, youth and older workers, while Scarpetta (1996) reports increases
in long-term unemployment. Higher labour tax wedges also appear to be associated with
unemployment increasing more sharply following an adverse macroeconomic shock (Bertola et al.,
2002a; Blanchard and Wolfers, 2000).

122 OECD EMPLOYMENT OUTLOOK - ISBN 92-64-02384-4 -~ © OECD 2006



3. GENERAL POLICIES TO IMPROVE EMPLOYMENT OPPORTUNITIES FOR ALL

69. The implications of different wage bargaining systems for wage claims are discussed in more
detail in Sub-section 3.1.

70. The evidence that a higher tax wedge raises unemployment is reinforced by the observation that
most empirical studies assessing the impact of labour taxation on real labour costs per employee
have concluded that labour costs rise with the level of taxation (Leibfritz et al., 1997; Nickell,
2003).

71. Alesina etal. (2005) show that Prescott’s analysis implies a labour supply elasticity that is
implausibly high, in light of the large empirical literature estimating labour supply elasticities
using both individual-level data and cross-country regressions. They conclude that the impact of
international differences in the tax wedge on labour utilisation is overestimated in Prescott
(2004), arguing that part of the cross-country differences in labour supply attributed to
differences in taxation are due, instead, to factors omitted from the analysis (e.g. public pensions
systems and other benefits in Europe which encourage early retirement, the provision of
childcare, etc.).

72. Disney (2004) attempts to divide contributions for public pensions into tax and premia
contributions. His analysis suggests that only the tax component has a negative impact on
employment.

73. As the wage level is the only qualifying condition, the tax exoneration applies to both new
recruits and longstanding members of the workforce. Typically, the reduction in contributions
remains in effect as long as the monthly wage remains below a pre-defined ceiling, with no other
limit as to duration. One obvious way of reducing the “pure” windfall effects is to introduce
tighter targeting. Possible target groups include new hires (possibly limited to e.g. the long-term
unemployed or welfare recipients) or low-skilled single parents. Targeted employment subsidies
are found throughout the OECD area and account for a significant share of expenditure on active
labour market programmes (see Sub-section 2.3).

74. See Sub-section 2.2 of Chapter 5 for a discussion of low-pay traps.

75. New Zealand provides an interesting case in point. The Employment Relations Act (ERA), which came
into force in 2000, marked a significant departure from the previous legislation in that it promotes
collective bargaining as a positive basis for employment relationships (Forster and McAndrew, 2003).
The ERA increases procedural inconveniences for dismissals somewhat, by establishing minimum
regulatory provisions for dismissals while also specifying that stricter procedures may be set by
individual employment agreements or collective bargaining. The ERA also tends to limit the use of
fixed-term contracts, by requiring “genuine reasons based on reasonable grounds” to employ a
worker under such a contract. The detailed application of this new standard is largely left to be
settled at the bargaining table, although the ERA does stipulate that neither excluding or limiting the
rights of employees under the Act, nor establishing the suitability of the employee for permanent
contract, are valid reasons for using fixed-term contracts.

76. In the United Kingdom, the probationary period (during which new hires can be dismissed
subject to only limited constraints) was also reduced at the end of the 1990s, from two years to
one year.

77. The case of Spain shows the importance of reforms that reduce both the strictness of EPL for
permanent and fixed-term contracts. The liberalisation of the use of temporary contracts of the
early 1980s, while maintaining relatively strict protection for workers with permanent contracts,
led to temporary employment accounting for essentially all employment growth and rising to
account for over one-third of total employment by the early 1990s. This evolution raised concerns
about the potentially detrimental effects from an increasingly “dual” labour market. As a result
(and in line with the recommendations of the 1994 Jobs Strategy), protection was eased
somewhat for permanent workers, in combination with measures to restrict somewhat the use
of temporary contracts and make it easier for employers to transform temporary contracts into
permanent ones. Since 1994, only the Slovak Republic and Korea have followed a similar path and
relaxed the regulation of both permanent and temporary forms of employment.

78. Bingley et al. (1999) find that the level of worker turnover in Denmark is relatively high, at
about 30%. Denmark is also at the low end of the international scale in terms of average job
tenure, along with the United Kingdom and the United States (OECD, 2001, Chapter 3).

79. Cahuc and Kramarz’s (2004) critique of French EPL provides an illustration of the pitfalls that can arise
when too much emphasis is placed upon employment protection regulations as the instrument for
reducing the insecurity associated with job loss. French firms announcing large-scale restructuring
are required to negotiate a social plan (“plan de sauvegarde de I'emploi”), setting forth a strategy for
reintegrating the workers whose jobs are being discontinued. Retraining agreements (“congé de
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conversion”) offering job losers six months of training and job-search support, are often a compulsory
component of this plan, as are other measures such as severance pay. This policy package results in
a slow and legalistic process which discourages labour mobility that is desirable from an efficiency
perspective, while providing adjustment assistance to workers who are laid-off that is less timely,
less well calibrated to their actual earnings losses and less effective than could be provided by making
greater use of unemployment benefits (which vary according to unemployment duration) and ALMPs
organised by the PES (which specialises in providing such services).

80. As was discussed in Sub-section 2.1, the UI system in the United States uses experience-rating (ER)
to discourage excessive layoffs. Blanchard and Tirole (2003) argue that a well designed Ul system
with ER can outperform severance pay as a means for discouraging excess layoffs and insuring
workers against income losses from involuntary job loss. As they note, the introduction of ER in
countries where fixed-term contracts are common would require measures to insure that the
termination of temporary contracts is treated in the same manner as the termination of
permanent employment relationships. If this is not the case, then employers will have an incentive
to make excessive use of fixed-term contracts.

81. The EU Directive on Working Time, adopted in 1993 and later amended in 2002, forms a key
reference for national standards in EU countries. This directive specifies a 48-hour maximum
weekly limit, including overtime, a minimum daily rest period of 11 hours and a daily limit of
eight hours for night work.

82. This has resulted in a major reorganisation of work and work schedules that are likely to have
had a positive impact on hourly productivity growth, but not enough to compensate the
reduction in working hours, even though the growth in unit labour costs has been maintained at
reasonable levels due to wage moderation and subsidies to reduce employers’ social security
contributions (Crépon et al., 2004). More recently, France has taken measures that would make it
easier and less costly to lengthen the workweek from the statutory norm of 35 hours.

83. The general trend in EU countries is towards the adoption of labour standards to protect
part-time workers stipulated in an EU framework agreement on part-time work aimed at
eliminating discrimination against part-time workers and improving the quality of part-time
work. Most EU member States apply pro-rated rights to pay, holidays, sickness benefits and
access to the same working conditions as a full-time worker doing a comparable job.

84. In a few countries, the share of men working a standard workweek has increased. These tend to
be countries where there has been a shift from very long hours to standard hours (e.g. Mexico and
Portugal). Trends in the diversity of working hours have been more mixed for women than for
men, due to very different evolutions in the relative shares of women working part-time and
full-time schedules.

85. See Krueger and Pischke (1997); Amable and Gatti (2001); Pissarides (2001); Spector (2002);
Blanchard and Giavazzi (2003); Messina (2005); Ebell and Haefke (2003).

86. Product market regulations in this section refer to competition-restraining regulation only and
exclude health and safety regulations that are directed at social objectives.

87. See, for instance, Loayza et al. (2005); Scarpetta et al. (2002); Brandt (2004); Klapper et al. (2004);
Cincera and Galgau (2005)

88. The Jobs Strategy recommendations to enhance the creation and diffusion of technological
know-how and to nurture an entrepreneurial climate were also seen as being, in part, indirect
measures to improve job quality and living standards in the long run, by supporting rapid
productivity and real wage growth (OECD, 1994b).

89. This section analyses training for employed adults, while publicly funded training programmes for
unemployed or inactive persons receiving social protection benefits are discussed in
Sub-section 2.3 along with other active labour market programmes. The discussion of youth in
Sub-section 1.3 of Chapter 4 - in particular, the analysis of the labour market difficulties
encountered by early school leavers - illustrates the importance of a good initial education and a
smooth school-to-work transition, but a detailed analysis of school systems and pathways from
school to work lies outside the scope of this report. The Secretariat has just launched a new
thematic review of the school-to-work transition which will highlight examples of good and bad
practices. These reviews will build upon an earlier studies of the school-to-work transition (OECD,
2000b) and career guidance (OECD, 2004b).

90. For instance, the probability of finding a new job within two years after lay-off is estimated to be
8 percentage points greater for a worker aged 35 years or more, if she took some training in the
year before the job loss job (OECD, 2004a, Chapter 4).

124 OECD EMPLOYMENT OUTLOOK - ISBN 92-64-02384-4 -~ © OECD 2006



3. GENERAL POLICIES TO IMPROVE EMPLOYMENT OPPORTUNITIES FOR ALL

91. The evidence for the link between human capital investments and overall growth is more extensive
for initial education than for adult training. This appears to be due, in large part, to the much
greater availability and higher quality of international data on educational attainment. Firm
and industry-level studies show that training is associated with gains in productivity. This
finding - together with the strong positive correlation between initial education and subsequent
participation in training - suggests that some of the strong positive association between higher
educational attainment and economic growth probably reflects the impact of higher adult training
on productivity (see Bassanini et al., 2005; OECD, 2003b, and the numerous studies cited therein).

92. One of the core predictions of the standard human capital theory has been that workers should
pay all of the costs of general training, because they can appropriate all of the benefits by quitting
and moving to another firm, as soon as they have been trained. Recent theoretical and empirical
research has come to very different conclusions (Brunello and De Paola, 2004).

93. Whereas a unitary public supply model continues to characterise initial education, there has
been a trend away from such approaches for adult education and training (OECD, 2005b).
Demand-side approaches to adult training appear to be better suited to the heterogeneity and
continuous evolution of firms’ and workers’ training needs.

94. In Germany, contractual pay-back clauses are enforced by courts only if the quitting employee is
judged to be able to benefit from the content of training in the new job. This condition can be
expected to reassure the workers that they will be liable to pay only when the training truly has
enhanced their labour market situation, thereby increasing the incentive for workers to accept
such clauses.

95. Since all age restrictions were removed from apprenticeships and traineeships in Australia
in 1992, persons aged 25 years and over have accounted for the majority of new apprenticeships
(OECD, 2003c). Furthermore, this strong growth has not come at the expense of younger
apprentices, whose numbers also rose.

96. Training leave schemes may offer a more viable model for intensive mid-career training in many
instances, particularly when a training allowance compensates for a substantial share of
foregone earnings (see below).

97. In the case of the levy scheme adopted in Australia for a relatively short period in the 1990s,
many of the new providers that entered after the introduction of the scheme were of dubious
quality. Similarly, there is evidence that some training providers participating in the English
Individual Learning Account initiative were abusing the system by offering low-value,
poor-quality learning. (For a discussion of these and other examples, see OECD, 2005b, Chapter 3.)

98. First-best policies would also encompass measures to make it easier for workers to finance
training through borrowing on credit markets, as well as all of the policy reforms envisaged by
the 1994 Jobs Strategy which aim to reduce imperfection in product and labour markets. For
instance, reforms reducing barriers to entrepreneurship, employment protection legislation and
minimum wages - by removing barriers to resource reallocation, reducing mark-ups and
allowing pay-scales to reflect productivity more closely - are likely to reduce search costs for
trained workers. If so, then the share of training benefits that can be appropriated by workers
should rise, increasing their incentive to pay for training. However, remaining imperfections in
the training and credit markets could still create barriers to workers investing in training.
Furthermore, reducing wage compression in the presence of these imperfections could have the
perverse effect of lowering training, because employers’ incentives to invest would be reduced.

99. More precisely, the subsidy component of a policy package should compensate only the gap between
marginal costs and marginal private benefits at the socially desirable investment level, leaving to
employers and/or employees the responsibility of financing the rest. Although it is difficult to
estimate the optimal matching rate, focussing resources on co-financing schemes with large leverage
potential appears to provide a good “rule of thumb” in practice. Doing so minimises costs for the
public budget of achieving a given increase in training. It also reduces the risks of financing training
that would have been undertaken anyway or that has little social value. Experience shows that
limited public co-financing can mobilise substantial investment from employers (examples includes
apprenticeships, time accounts, company-based individual learning accounts, as well as training
consortia pooling together resources from different enterprises; see OECD, 2003c, 2004a, 2005b).

100. For example, Leuven and Oosterbeek (2004) show that tax deductions available to firms training
workers aged 40 years or older - introduced in the Netherlands in 1998 and recently abolished -
induced significant substitution between workers above and immediately below the age
threshold, making the overall efficiency of the scheme questionable.
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101. These schemes combine a tax of a given percentage of payroll with a 100% automatic subsidy of
training expenditures up to that percentage of payroll. By covering total costs up to a pre-determined
ceiling, train-or-pay schemes do not provide a matched contribution to firms that would have spent
less than the legal minimum in the absence of the scheme and, therefore, “overpay” any increase in
training investment they induce. Conversely, firms that would have spent up to the legal minimum
anyway enjoy a windfall, which does not increase their incentives to invest in training.

102. When the policy goal is to increase training for specific workforce groups, measures that enhance
those worker’s incentives to invest in training may also merit consideration (see below).

103. An additional argument in favour of matched contributions is that individuals are more likely to
be effective in monitoring service quality when they have some own resources at stake.

104. Vouchers usually involve a lump-sum payment that covers training fees up to a fixed ceiling
(examples are training vouchers in Italy and the Geneva Canton of Switzerland; ISFOL, 2002;
Conseil d’Etat de la République et Canton de Genéve, 2000). Recipients who would have spent more
than the maximum ceiling receive a windfall that does not modify their marginal costs. Conversely,
those who spend less than the ceiling have no incentive to invest in training yielding high social
returns. To the extent that vouchers entail a ceiling on entitlements, the former distortion cannot
be completely avoided, but it can be reduced by targeting vouchers on disadvantage groups
previously receiving little training. Similarly, the latter source of inefficiency can be dampened by
avoiding that subsidies pay for the totality of training costs. For example, in Upper Austria,
vouchers cover no more than 80% of training costs for older and low-qualified workers (OECD,
2005b, Chapter 3).

105. A complementary approach is to shorten the duration of training by better recognising prior
learning, so that individuals can start their training from the actual skill base that they possess.
Although a number of models of recognition of prior learning have been adopted in OECD
countries, little information is available on the numbers of workers benefiting from them, the
extent to which credit is granted, the actual costs of these schemes, as well as their credibility
among providers and, ultimately, their impact on the quality of studies (OECD, 2005b, Chapter 2).

106. The relative success of the Swedish schemes (with 0.7% of the employees on training leave
in 2002) can be attributed to the relatively high replacement rate guaranteed by co-financing
schemes. Although the Swedish scheme guarantees only a relatively small allowance, it can be
complemented through income-contingent loans. Even higher take-up has been achieved by a
Belgian training leave scheme which fully covers foregone wages and out-of-pocket training costs
(up to a ceiling). However, such a system is extremely costly for the public budget and is
potentially vulnerable to supporting low-productivity training (OECD, 2003a, Chapter 5).

107. Similarly, in most countries where pay-back clauses are in use, their terms were defined by
collectively negotiated or individual employment contracts.
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