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Unemployment still is the main global challenge

The creation of 64 million jobs for the global eoamy is required, taking 2011 as a
benchmark, in order to restore pre-crisis employimreard absorb the new entrants to the
labour market. In developed countries, the unempt rate in 2011 was almost three
percentage points above the pre-crisis level of @8 cent. In developing countries,
employment has recovered more rapidly, especialisia and Latin America. Nevertheless,
major employment challenges persist even in thesmtdes, as open unemployment rates
remain high, often above 10 per cent in urban ar@ad a high share of employed workers
continues to be underemployed, poorly paid andgedlito accept vulnerable job conditions
(United NationsNorld Economic and Social Prospects, 2012).

Rising and persistent unemployment in many couwnthas prompted a variety of
explanations based on new and old ideas concemgmdjity and inflexibility of labour
markets and the role of the welfare state in gemgrasuch “inflexibilities”. Most of this
reasoning is based on neoclassical employmentytivdoere the main explanation for high or
rising unemployment are real wages exceeding thdilegum level or where the growth of
wages and salaries exceeds productivity growth. Staang labour unions or too high legal
minimum wages are considered as those institutisetings on labour markets that prevent
wages from falling sufficiently to absorb an excespply of labour.

However, in the light of recent experiences of sateeeloped countries, like the United
States, where wages have been lagging behind graitiptor many years but unemployment
rose sharply as an immediate result of the findmrisis these explanations sound somewhat
outdated. Moreover, this kind of reasoning is basada microeconomic concept that is
unjustifiably transposed to the level of the ovieeglonomy. For prices to clear markets, the
supply and demand functions have to be indeperafedch other. This is not the case for the
labour market as a whole. The income situation lbfhauseholds depends, directly or
indirectly, on the value added all producers ireaanomy generate and the latter depends on
the demand of households. If companies adjust greuction downwards in reaction to a
fall in household demand, which is triggered bya# in wages in the first round, this
adjustment itself will feed back into aggregate sehold income through lower total wage
income.



Macroeconomic trends are key to employment in advanced economies

As there is no simple supply-demand apparatusdbald explain unemployment, it is
obvious that employment has to be analysed in adiomewith output growth, instead of
treating the labour market in isolation. Generaitydeveloped countries employment cycles
are very closely associated with output growth egclemployment growth in the United
States (U.S.) and Europe, for example, is typicallgsely associated with growth of
aggregate demand and output (chart 1). Both, ti$ &hd Europe, have needed sustained
recoveries to bring the unemployment rate down arsdfrong downswing, as in 2008 and
2009, has reduced employment despite wage fletyibdind very low wage levels (wage
shares) on both sides of the Atlantic Ocean. Thetfat their macroeconomic environments
have evolved quite differently in the past is do@ifferent macroeconomic approaches rather
than to different degrees of wage flexibility.
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There is also a strong positive correlation betwewrestment in fixed capital and
employment creation in developed countries (chart The evident explanation is that
companies invest and disinvest in labour and dapitdéhe same time, depending on the
overall state of the economy. Consistent with #vglence is a view that regards capital and
labour not as substitutes the use of which is #silt of relative prices of the factors of
production, but as complementary factors of pradadhat are combined to achieve a certain
output and independently of their relative pricE&early, the elasticity of employment in
relation to growth differs from country to countgnd from period to period, but the close
link between growth, employment and investment lehges the belief that a significant
number of new jobs can be created without a ctitezel of investment and output growth.
Once it is recognized that it is not primarily tleative cost of labour but the pace of output
growth that is the key determinant of the levekaiployment, it follows that investment in
real productive capacity and the demand expansiah motivates such investment are the
main drivers of both income growth and employmeaation.

Chart 2

GROWTH OF EMPLOYMENT AND GROSS FIXED CAPITAL FORMAT ION
(GFCF) IN DEVELOPED COUNTRIES, 1971-2010
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Whether or not aggregate demand rises sufficietdlycreate enough employment
depends crucially on the distribution of the gaimmsn productivity growth, which in turn is
greatly influenced by policy choices. The policgenerally adopted over the past 25 years
have sought to keep wages low, and have servecnslate productivity gains either into
higher capital income or into lower output pricBsit keeping wages low in order to generate
higher profits is self-defeating: without risingrphasing power of wage earners, domestic
demand will not grow sufficiently to enable ownefscapital to fully employ their capacity
and translate the productivity gains into profitee only way to avoid this dilemma would be
the hope to stimulate foreign demand through fgllimvages and an improved
competitiveness, which would replace the faltedogestic demand. However, this creates a
fallacy of composition. One country can be sucagssith such an approach but it cannot be
a general solution. Such an employment creationldvbe at the expense of growth and
employment generation in other countries and inoamvork if applied by many countries at
the same time. Only real wages rising in line wpttoductivity growth will generate the
amount of domestic effective demand to nourish reuous cycle of growth, investment,
productivity increases and employment over time.

Macroeconomic trends also matter in developing countries

Structural unemployment or underemployment is anjment feature in most developing
countries, and labour-market and social-securitgtitutions are generally much less
developed than in industrialized countries. Theseditions lead to different behaviours of
actors on both sides of the labour market. Bubday's developed countries, the creation of
such institutions was itself part of the processtofictural transformation that accompanied
industrialization, and the participation of labour productivity growth was a necessary
condition for advancing structural transformatiard aachieving higher standards of living.
Between today's developing countries and the cmsntinat industrialized and created labour-
market and social-security institutions before ghabalization of production and investment,
the main differences are not in the macroeconomocgsses but in the context of corporate
decision-making on production and investment.

Prior to the globalization of production and invaeht, such decisions were taken
primarily with reference to demand and competiiiorlomestic markets, even when the rest
of the world provided markets for some of the iasiag production as well as outlets for
some labour through migration. By contrast, in mdsweloping countries today such
decisions are taken primarily with reference toeexal demand and global competition.
Moreover, these countries can import advanced tdogies from the North. The problem of
combining technological progress, investment anodpetivity growth with employment
creation is more pronounced when labour-savingn@clyy is introduced in an economy that
produces neither capital goods nor the technologieisodied in them. Since this is a typical
situation for developing countries, it is even margortant for employment creation that
productivity gains translate into higher demanddomestically produced goods and services.

In developing economies that are still highly deget on the production and export of
primary commodities, the link between growth andokryment creation can be quite loose.
This is because direct employment created in exqaghted activities is frequently small,
especially in extractive industries; in additiomog-term growth is often influenced more
strongly by movements in internationally determimpetes for primary commodities than by



an expansion in the volume of domestic output. rigfrmncreases in commodity prices, as
witnessed during the period 2002—-2008, can leadgcmme growth without an increase in real
output, and thus do not necessarily result in higilmployment in the commodities sector.
Transforming income gains resulting from commogitice increases into a sustained process
of growth and employment creation would requireueing that higher prices or productivity
growth in the primary sector translate into gredi@mestic demand and/or more investment. .
The role of the State is essential for capturirsggaificant part of that income and, through its
larger current and capital expenditure, generdtesconditions for higher productivity and
decent employment in the rest of the economy.

The situation is different in those developing @&mierging-market economies that have
achieved a more diversified production structureséme of these economies technological
catching up has led to rapid growth in their trddajmods industries through an expansion of
net exports. Productivity changes are often passedh the form of lower prices, while
keeping wages depressed, in order to maintain redt@rompetitiveness in the context of
falling world market prices, or in the hope of ieasing world market shares. To the extent
that an economy depends entirely on external marfketgrowth, the scope for employment
creation is circumscribed by limited demand expamselsewhere or possibilities for
increased market share.

Therefore, in developing countries, as in developedntries, the ability to achieve
sustained growth of income and employment on thesbaf productivity growth depends
critically on how the resulting gains are distriditwithin the economy, how much additional
wage income is spent for the consumption of domaifi produced goods and services, and
whether higher profits are used for investmentatvaies that simultaneously create more
employment, including in some service sectors, susctihe delivery of health and education.

The need for a new approach: incomes policy for wage-led growth

A successful strategy for growth and employmenedep on investment in fixed capital.
In a market economy with a dominant private segach investment is strongly influenced
by the growth of demand for the goods and sentitaisare produced with that capital, on the
one hand, and on the conditions to finance suchsimvent on the other. Public policies can
support investment on both sides. The experiente thve reform agendas of the 1980s and
1990s has shown that capital accumulation, prodtetgrowth and job creation do not
automatically result from a purely market-determinglocation of resources; successful
strategies for economic growth, catching up andasusd improvements in welfare for all
groups of the population require much more thaegrétion into the international division of
labour. Widening the scope of policy instrumentgdoel those that were deemed acceptable
under the development paradigm of the past 30 ywardd not only allow the pursuit of
additional goals, it would potentially also increashe number of combinations of
instruments. In many cases this will be decisival@ermining the success or failure of a
strategy for growth and employment generation.

Supportive monetary, financial and fiscal policaées required to achieve a strong growth
dynamic based on fixed capital formation that pdeei the additional employment
opportunities required to absorb surplus labout. tBe task of monetary, financial and fiscal



policies to support employment growth can be gyefatilitated by the additional use of an
incomes policy that builds on certain rules foredetining mass incomes in a growing
economy. If well-designed, an incomes policy camtabute to employment growth by
enabling a steady expansion of domestic demand.

In order to attain a trajectory of sustained grovahd employment generation,
productivity gains need to be distributed in a vilagt allows labour income to grow at the
same pace as productivity. As demand would groa similar rate as the supply potential, it
would also serve as an inducement to additionadfixivestment, and as a stimulus for
industrial growth and the creation of jobs to abstbre surplus labour in the economy. In a
market economy, the implementation of such an irermolicy requires an institutional
framework adapted to the economic structure andisterical specificities of each country.
Such an institutional framework is all the more artant as an incomes policy can serve not
only as an instrument for employment generatiorn,dlso as a means to control inflation.
Wage growth based on the productivity rule couldtebute to keeping inflation low by
preventing unit labour costs and demand from irgtngain excess of the supply potential.

Many developing countries have a history of vemyhhinflation, or even hyperinflation,
due to bouts of inflationary acceleration spilliager into nominal wage increases through
indexation mechanisms. This has proved to be exiyenostly, because for central banks to
bring inflation down to their target level agaimp&rmanent upward price pressures from the
cost side, they are obliged to apply shocks tettmomy time and again through interest rate
hikes. This implies sacrificing real investment amohployment for the sake of nominal
stabilization. In some developing countries, a fakegrowth of labour income along the path
of average productivity growth in the economy maydb value for stabilizing the economy,
on both the real and nominal side.

Such an anchoring of nominal wages to the prodigtirowth trend implies that the
share of labour in total income remains unchangedvever, there may be situations when it
is desirable to change a given distribution of medoetween capital and labour in an effort to
redress inequities and national inequalities. lis ttase, more far-reaching adjustments of
labour compensation and government measures teatdhre market outcome should be part
of a social compact.
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