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Overview
of cmploymcnt trends
and projc:ctions

Main findings

® Five years after the global financial crisis, the global employment situation
remains uneven, with emerging and developing economies recovering much
faster than the majority of advanced economies. Employment rates (the propor-
tion of people of working age who have a job) exceed pre-crisis levels in 30 per
cent of the countries analysed. In 37 per cent of the countries, employment
rates have increased in recent years, but not enough to return to the pre-crisis
situation, while in the remaining 33 per cent of countries, employment rates
have continued to decline. Based on current trends, employment rates across
emerging and developing economies will return to pre-crisis levels in 2015;
while employment rates in advanced economies will only return to the pre-
crisis situation after 2017.

® At the global level, the number of unemployed people will continue to increase
unless policies change course. Global unemployment is expected to approach
208 million in 2015, compared with slightly over 200 million at the time of
publication.

® Key labour market weaknesses that preceded the crisis have remained acute or
worsened, even in high-growth economies. For example, over the past 5 years,
the incidence of long-term unemployment (the share of unemployed per-
sons out of work for 12 months or more) has increased in 60 per cent of the
advanced and developing economies for which data exist.

® [n addition, many workers have become discouraged and are no longer actively
looking for a job. Labour force participation rates decreased between 2007 and
2012 in more than half of the countries analysed. In those countries where
labour force participation rates declined by a full percentage point or more, on
average around one-quarter of the decline was due to cyclical effects and the
remaining three-quarters to structural changes in the population. If the people
who made up the cyclical decline in the labour force participation rate were




currently in the labour force and counted as unemployed, the unemployment
rate would now be significantly higher.

® These trends have fuelled social tensions in advanced economies and some
developing countries, notably in southern Europe, South Asia and the Arab
region. The risk of unrest has receded in Latin America, Sub-Saharan Africa
and parts of Asia. Chapters 2 to 5 discuss the consequences of policy inaction
and examine policy levers that could be used to put a more even recovery in
motion.

Introduction

Almost 5 years after the global financial crisis, the global employment situation
remains uneven. There are encouraging signs of recovery, which started to materi-
alize in some countries in 2010, but global labour market indicators have still not
recovered to their pre-crisis levels. In emerging and developing economies, labour
markets have started to recover — in some cases quite rapidly. Yet, even these coun-
tries face the challenge of ensuring that enough decent jobs are created to accom-
modate the strong growth in the working-age population.

In advanced economies, unemployment spells have lengthened and more
workers are becoming discouraged and dropping out of the labour market alto-
gether. This not only has adverse consequences on individuals and their families,
but also can weaken previously stable societies, as opportunities to advance in a
good job and improve one’s standard of living become the exception rather than
the rule.

Projections for overall economic growth raise additional concerns for the
future. Projections by the IMF and UN-DESA have been revised downward.' For
instance, UN-DESA forecasts GDP growth in 2013 in advanced economies to be
0.7 percentage points lower than was forecast in June 2012, to the now estimated
1.1 per cent. According to UN-DESA, growth is also slowing in emerging and
developing countries, albeit to a lesser extent. The near-term economic outlook
is especially bleak in euro area countries. In 2012, GDP growth in the curo area
declined by 0.6 per cent, and recent projections suggest a contraction of 0.3 per
cent in 2013 instead of an expansion of 0.1 per cent as previously projected.”

This chapter presents an overview of the key labour market trends that have
been shaping the world of work since the global economic crisis, from both global
and regional perspectives. Section A presents trends in employment and un-
employment as well as projections. Section B analyses structural changes in the
labour market; while section C links these changes with a social outlook, as meas-
ured by the social unrest index. Section D lays out the structure of the remainder
of the report.

1. IMF (2013a); UN-DESA (2013).
2 2. IMF (2013b).
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A. Labour market performance and projections

At the global level, employment has not yet returned to its pre-crisis level,
but performance varies widely across countries and regions.

Over 30 million jobs are still needed to return employment to the level that pre-
vailed before the crisis. The global employment rate,’ at 55.7 per cent in the fourth
quarter of 2012,* is 0.9 percentage points lower than before the crisis began in the
fourth quarter of 2007, leading to a net global deficit of around 14 million jobs
relative to the pre-crisis employment rate. Furthermore, an additional 16.7 mil-
lion jobs will be needed for the young people who will reach working age in 2013,
leading to a net global deficit of 30.7 million jobs this year.

The employment situation in emerging and developing economies’ is more
positive than the global picture. Employment rates in 2012 surpassed pre-crisis
rates in 13 out of 28 countries with available information. Of the 28, only four
developing economies (Jamaica, Jordan, Morocco and Sri Lanka) showed a contin-
uous decline in employment rates after the start of the crisis. In the 11 remaining
countries, the employment rates have showed some recovery, but the increase was
not sufficient to surpass pre-crisis levels.

Employmentlevels in emergingand developing economies have been above their
pre-crisis levels since 2011 (figure 1.1, panel A). In general, these economies were
less affected in terms of job destruction during the crisis, but they were impacted
by the deceleration in employment growth. Employment grew at an average annual
rate of 0.9 per cent between 2008 and 2012, which was 0.6 percentage points below
the rate in the period prior to the crisis. This growth was not sufficient to absorb
the sharp increase in the working-age population — which expanded at an annual
average rate of 1.4 per cent between 2008 and 2012, a trend that is expected to con-
tinue throughout 2013. As a result, the projected employment rate® of 57.6 per cent
in 2013 remains almost a full percentage point below the 2007 level.

The growth in the working-age population in emerging and developing econ-
omies is expected to slow to an average annual rate of 1.2 per cent between 2013
and 2018, while employment growth is expected to increase at an average annual
rate of 2.1 per cent between 2013 and 2018. Thus, employment rates are expected
to return to pre-crisis levels in 2015. Moreover, under current growth estimates,
by 2018 employment rates in emerging and developing economies will surpass cur-
rent levels by 2.3 percentage points.

In advanced economies, particularly in the euro area, the employment situation
is more problematic. Among the 37 advanced economies with available information
for 2012, only six (Germany, Hungary, Isracl, Luxembourg, Malta and Switzerland)
had employment rates that exceeded pre-crisis levels. In 35 per cent of the countries,
employment rates had increased but had not yet reached pre-crisis levels; while rates

3. Employment rates represent employed persons aged 15 or more as percentage of the same-age
population.

4. This global employment rate refers to the average rate for 65 countries with available data on
employment in the fourth quarter of 2012. Therefore, these figures are not preciscly comparable with
projections presented below, which are based on a sample of 94 countries. See footnote 6.

5. See Appendix A for the list of countries analysed and their income groups.

6. 'The projections presented in this section draw on employment—output elasticities estimated by
way of an econometric analysis of the impact of economic growth on employment during past crisis.
The sample analysed comprises 94 countries, of which 38 are advanced economies, 56 are emerging
and developing economies. The same methodology has been used by UN-DESA (2013); see Appendix
B for methodological considerations.

1. Overview of employment trends and projections



in almost one-half of advanced economies analysed had continued to fall since the
beginning of the crisis. The decrease in employment rates was more than 3 per-
centage points in the last 2 years alone in Cyprus, Greece, Portugal and Spain.

Under current growth estimates, employment levels in advanced economies
are expected to recover to pre-crisis levels by 2014 (figure 1.1, panel B). How-
ever, once the growth in the working-age population is taken into account, the
employment rate will not recover until 2018. The employment rate will reach
56.5 per cent in 2017, remaining 0.1 percentage points below the peak attained
prior to the crisis. Employment is expected to grow by an annual average rate of
1.3 per cent in advanced economies over the next 5 years, while the working-age
population is expected to expand by 0.5 per cent per year. Thus, advanced econ-
omies face the dual challenge of closing the existing jobs deficit while also pro-
viding employment for the over 20 million additional young people expected to
enter the labour market over the next 5 years.

Among this heterogeneity in labour market performance, three groups of
countries can be identified based on their labour market situations (figure 1.2):

® Countries where employment rates in 2012 exceeded pre-crisis levels: Among the
65 countries with available quarterly information,” employment rates increased
between the fourth quarters of 2007 and 2012 in 30 per cent of them® (figure 1.2,

Figure 1.1 Projected working-age population, total employment and employment rate, 2006-18

Panel A. Emerging and developing economies

118 6l amm Employment (Index 2008 = 100)
iciectons / 60 == Working-age population (Index 2008 =100)
' [ Employment rate (right axis)
- 59
- 58
- 57
- 56
- 55
— 54
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Panel B. Advanced economies
108 575
Projections
106 ~ |50
104 / - 56.5
102 / - 56.0
100 - 55.5
/ Note: Employment rates represent
98 ~55.0 employed persons aged 15 or more as
percentage of the same-age population.
96 - 54.5
Source: IILS estimates based on
94 |- 54.0 Eurostat, ILO Department of Statistics,
national sources, UN-DESA (2011) and
92 L 535 IMF (2013a).

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

7. 'This sample of countries differs from that used in the projections because only countries for which
recent quarterly data are available are taken into account, while the projections are based on all
countries for which data in annual terms are available.
8. This group comprises Argentina, Armenia, Brazil, Chile, Colombia, Dominican Republic,
Germany, Hungary, Israel, Kazakhstan, Luxembourg, Malta, Peru, Romania, Russian Federation,

4 Switzerland, Thailand, Turkey and Uruguay.
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Notes: Employment rates represent
employed persons aged 15 or more
as percentage of the same-age
population.

Data for Barbados, Mauritius,
Russian Federation, South Africa
and Ukraine correspond to third
quarter, for Sri Lanka and
Switzerland, to second quarter

and for Trinidad and Tobago,

to first quarter.

Source: IILS estimates based on
Eurostat, ILO Department of
Statistics and national sources.

panel A). The majority of these countries (13 out of 19) are emerging or devel-
oping economies. By the fourth quarter of 2012, employment rates in these
countries, on average, had exceeded pre-crisis levels by 2.1 percentage points.
Some countries included in this group, such as Chile and Colombia, were able
to increase employment rates by more than 5 percentage points between 2007
and 2012 (box 1.1).

Figure 1.2 Employment rates in the fourth quarters of 2007, 2010
and 2012 (percentages)

Panel A. Countries above pre-crisis levels
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Box 1.1 Chile and Colombia: Outperforming global employment norms

In both Chile and Colombia, annual employment growth averaged 3.5 per cent between the fourth
quarters of 2007 and 2012.? In addition, inactivity rates in Chile and Colombia decreased by 3.9 and
5.4 percentage points, respectively, over the same period and both countries managed to decrease un-
employment rates by over 1 percentage point. In Chile, youth unemployment has steadily declined post-
crisis, falling from its highest level of 25.1 per cent in 2009 to 15.8 per cent in September 2012; while in
Colombia, it fell from 23.7 per cent to 21.3 per cent.

Part of the labour market performance can be attributed to strong economic growth: from 2007 to 2011,
Chile and Colombia had average growth rates of 3.8 per cent and 4.5 per cent, respectively; in 2012,
growth rates averaged 5.5 per cent and 4 per cent in Chile and Colombia, respectively. However, the
employment performance of these two countries cannot be explained solely by an expanding economy;
it depends in part on employment-related fiscal initiatives.

Crisis response

Strong fiscal policies: Prior to the financial crisis, high copper prices coupled with countercyclical fiscal
policy allowed Chile to create an Economic and Social Stabilization Fund. When the economy began to
slow down in 2008, the government used the Fund to fuel a USD 4 billion stimulus package, amounting
to 2.3 per cent of total GDP in 2009 (Meyers, 2012), which included USD 700 million in infrastructure
spending and USD 1 billion for the state-owned Codelco, the largest copper exporter in the world.

During the crisis, Colombia also made changes to reinforce its fiscal policy. Although the country had a
structural balanced budget rule, which states that its deficit cannot exceed 1 per cent of GDP, policy-
makers integrated provisions for flexibility. They formalized an “escape clause”, which allowed the balanced
budget rules to be broken in the event of a severe economic slowdown or a recession. Under this rule,
Colombia was able to increase its fiscal deficit by 0.6 per cent of GDP and run countercyclical measures.

Social protection policies: Both countries took highly proactive approaches to protect the most vulnerable
during the financial crisis. The Colombian government expanded savings among low-income people by
partnering with banks to make low-balance saving accounts available. The government combined this
action with social protection programmes that provide conditional cash transfers to the needy. In doing so,
they generated bank support and enabled over two million bank accounts to be opened by people who
otherwise would not have had access to financial institutions (Center for Social Development et al., 2012).

In Chile, major reforms to the pension system in 2008 were designed to increase overall coverage: from
the time the changes were implemented in June 2008 to October 2010, pension coverage increased by
38 percentage points. Additional reforms were made to provide supplements for the elderly and disabled
and to offer per-child “Mother Allowances” for women (Robles, 2012).

Active labour market policies: When Chile’s unemployment rate rose above 10 per cent, the government
used a contingency fund to create emergency employment programmes. This programme was meant to
be temporary: if unemployment fell below 10 per cent, they went into remission. Young workers were a
particular target group, with a subsidy for employers who hired workers aged 18 to 24 years.

Colombia also introduced programmes targeting youth. The programme Plan 250 mil enabled young
people to pursue training in high-demand occupational fields. Research conducted by the World Bank
showed that such programmes increased both formality and earnings (World Bank, 2013). Colombia
also implemented employment programmes to aid other vulnerable groups, such as unskilled and un-
employed workers. The Jovenes programmes offer a variety of tools to increase participants’ employ-
ability: employment assistance, on-the-job training and wage/training stipends (World Bank, 2013).

Looking forward

Through swift fiscal intervention, social policies and employment programmes, Chile and Colombia man-
aged to decrease unemployment and inactivity rates in spite of the global crisis. However, while the quan-
tity of employment increased drastically, challenges remain with regard to quality.

In Colombia, job quality deteriorated despite the improving labour market (as seen in section B, figure 1.5).
In fact, the incidence of informal employment increased by 1.7 percentage points between 2007 and
2010, from 57.9 per cent to 59.6 per cent.

The mining industry has rampant health and safety concerns that are yet to be fully addressed. In Chile,
there was a dramatic mining accident in 2010, in which the lack of regulation and compliance played a
strong role. At the time of the accident, there were only 18 inspectors responsible for the regulation of
Chile’s 8,000 mines; but the number of inspectors increased to 45 in 2011. In 2011, the government
also ratified the ILO’s Occupational Safety and Health Convention (No. 187), which calls for coherent and
systematic treatment of occupational safety and health issues. Though more needs to be done, these are
important steps in the right direction.

2 It should be noted that Chile introduced a methodological change in its Labour Force Survey in 2009 that may lead to some
upward bias in employment figures.



® Countries where the recovery in employment rates was insufficient to surpass pre-
crisis levels or where employment rates had decreased since 2010 after increasing
between 2007 and 2010: 37 per cent of the economies’ (24 out of 65 econ-
omies) were able to either: a) increase their employment rates between 2010
and 2012, but this slight recovery was insufficient to restore employment rates
to pre-crisis levels, or b) saw their employment rates decline after 2010 having
increased between 2007 and 2010 (figure 1.2, panel B). The composition of this
group of recovering countries is rather mixed, including advanced economies
(13 economies) as well as emerging and developing countries (11 economies).

® Countries where employment rates continued to fall after the crisis: In the
remaining 33 per cent of countries (22 out of 65), employment rates declined
steadily between the fourth quarters of 2007 and 2012"° (figure 1.2, panel C).
The bulk of these are advanced economies (18 economies), with euro area coun-
tries accounting for more than half of the group. In the fourth quarter of 2012,
employment rates remained, on average, 2.8 percentage points lower than in
the same quarter of 2007 for the group as a whole. In some of the European
countries included in this group, employment rates decreased by more than
3 percentage points in the last 2 years alone, notably in Cyprus, Greece, Por-

tugal and Spain.

Globally, unemployment has increased.

Unemployment rates remain stubbornly high. In 2012, the global unemployment
rate reached 5.9 per cent, 0.5 percentage points above the 5.4 per cent rate before
the crisis. Moreover, global unemployment started to rise again in late 2011,
increasing by more than 3 million people over the course of 2012 to 195.4 million
unemployed (table 1.1). The unemployment rate is projected to increase to 6 per
cent this year and, by 2014, around 205 million people will be unemployed. The
number of jobseekers will continue to swell and is expected to reach 214 million
by 2018.

Over the next 2 years, unemployment is projected to decrease in advanced
economies, in Central and South-Eastern Europe (non-EU) and the Common-
wealth of Independent States (CIS). With economic activity slowing, labour
markets across Asia are expected to remain sluggish and total unemployment
is projected to increase by 3.3 per cent in East Asia and South-East Asia and
the Pacific and by 5.6 per cent in South Asia between 2013 and 2015. In Latin
America and the Caribbean, unemployment is expected to expand slightly to
reach 20.2 million by 2015, due to both an expected softening of growth in the
region and a continuous increase in labour force participation. With a deceleration
of growth projected for most of the African region, the number of unemployed
is expected to rise by 5.4 per cent in Sub-Saharan Africa and by 4.3 per cent in
North Africa by 2015; while in the Middle East the number of unemployed is
expected to rise by 5.4 per cent.

9. This group comprises Austria, Barbados, Bulgaria, Canada, Czech Republic, Estonia, Iceland,

Republic of Korea, Latvia, Lithuania, FYR Macedonia, Mauritius, Mexico, Philippines, Poland,

Republic of Moldova, South Africa, Sweden, [Taiwan, China], Trinidad and Tobago, Ukraine,

the United Kingdom, the United States and the Bolivarian Republic of Venezuela.

10. This group comprises Australia, Belgium, Croatia, Cyprus, Denmark, Finland, France, Greece,

Ireland, Italy, Jamaica, Japan, Jordan, Morocco, Netherlands, New Zealand, Norway, Portugal,

Slovakia, Slovenia, Spain and Sri Lanka. 7
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Region

WORLD 169.7 195.4
Advanced economies 291 44.0
Central and South-Eastern Europe (non-EU) and CIS 14.3 15.0
East Asia 31.6 38.4
South-East Asia and the Pacific 16.4 14.0
South Asia 25.1 24.8
Latin America and the Caribbean 18.3 17.9
Middle East 6.4 8.0
North Africa 6.2 7.4
Sub-Saharan Africa 22.2 259

Source: ILO, Trends Econometric Models, April 2013.

B. The structural picture: Long-term joblessness,
concerns about job quality and social impact

Given these developments, there is a risk that existing labour market imbalances
become entrenched and therefore will be more difficult to eradicate. This section
examines several structural dimensions of the current situation, notably long-term
joblessness, job quality and the social climate.

In some countries, long-term joblessness is on the rise...

While the best performing labour markets saw unemployment rates decrease — by
1.6 percentage points, on average — between 2007 and 2012, the unemployment
rate in the middle-performance group and weakest performers increased by 2.4 and
3.9 percentages points, respectively (table 1.2). Unemployment rates in these two
groups would have been worse were it not for some outflows of workers from the
labour market — inactivity rates increased, on average, by 0.3 and 0.1 percentage
points in middle and weakest groups between 2010 and 2012. By the fourth
quarter of 2012, inactivity rates had increased in one-half of all countries since the
onset of the crisis. Moreover, in more than 40 per cent of the countries where un-
employment rates declined, inactivity rates actually increased. The most striking
examples in this group include Lithuania, Iceland and the United States, which
reported sharp declines in unemployment rates between the fourth quarters of
2010 and 2012 - of 4.1, 2.6 and 1.6 percentage points, respectively — while inac-
tivity rates increased by more than one percentage point in all these three countries.

Moreover, in 75 per cent of the countries with available information, the
number of discouraged workers — those who are not participating in the labour
force but would rather be working — has risen (figure 1.3)."" Between 2008 and
2011, the share of discouraged workers in the total inactive population increased
by 0.7 percentage points on average. Although the increase in inactivity rates
shows that labour force participation fell after the onset of the crisis, this reduc-
tion could be the result of changes in long-term population trends or changes due
to cyclical weakness in the labour market (box 1.2).

11. Data are available for 28 countries, of which 23 are advanced and five are emerging or developing
8 economies.
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Period Countries above Countries with Countries with

pre-crisis levels improved rates but continued deterioration
(e.g. Chile, below pre-crisis levels (e.g. Greece, Ireland,
Colombia, Germany, (e.g. Iceland, Republic of Japan, Spain, Portugal)

Israel, Turkey) Korea, South Africa, United
States, United Kingdom)

Unemployment rate 2007-2012 -1.6 24 39
2010-2012 -1.1 -1.1 1.3
Incidence of long-term  2007-2012 -8.2 13.7 8.2
unemployment 2010-2012 -2.6 -09 3.0
Inactivity rate 2007-2012 -1.5 1.5 0.6
2010-2012 -0.8 0.3 0.1

Notes: Incidence of long-term unemployment refers to the number of unemployed persons out of work for 12 months or more as a
share of the total number of unemployed.

Countries are grouped as in figure 1.2. Country group averages correspond to weighted averages based on 2012 purchasing power
parity (PPP) GDP weights.

In general, data correspond to fourth quarters. However, data for Barbados, Mauritius, Russian Federation, South Africa and
Ukraine correspond to third quarter, for Sri Lanka and Switzerland, to second quarter and for Trinidad and Tobago, to first quarter.

Source: IILS estimates based on Eurostat, ILO Department of Statistics and national sources.

For example, part of the increase in inactivity can be linked to the rise in the
share of long-term unemployment in total unemployment. In 60 per cent of the
countries analysed, the share of unemployed persons out of work for 12 months
or more increased after the fourth quarter of 2007."* The increase was particularly
acute in the middle and weakest performing labour markets — 13.7 and 8.2 per-
centage points, respectively, between 2007 and 2012 (table 1.2). The long-term
unemployment rate increased between 2007 and 2012 by at least 20 percentage
points in some of the weakest labour markets, such as Ireland and Spain. Moreover,
long-term unemployment also increased significantly in Baltic countries, namely
Estonia, Latvia and Lithuania.

Figure 1.3 Change in the number of discouraged workers as a percentage
of inactive population between 2008 and 2011 (percentage points)
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12. This figure corresponds to 42 countries with available data: 31 advanced and 11 emerging or
developing economies. 9
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Box 1.2 Cyclical sensitivity of the labour force participation rate

Labour force participation rates (the share of the working-age population that engages actively in the
labour market, either by working or by seeking employment) decreased between 2007 and 2012 in more
than half of the countries analysed. This decline in the labour force participation rate could be the result of
two effects: (i) changes in the working-age population (i.e. a structural effect); or (i) change in individuals’
decisions in response to the situation in the labour market (i.e. a cyclical effect).

An extensive literature has concentrated on the decrease in the labour force participation rate due to
structural factors such as the ageing of the population. Most of the empirical evidence suggests that the
age distribution of the population is gradually shifting upwards, toward more older people, and this has
a clearly adverse effect on overall participation rates (Bérsch-Supan, 2003; Burniaux et al., 2003). This
effect can be isolated by estimating what the overall participation rate would have been if the age distri-
bution of the population had remained as it was in 2007. Thus, the difference between the actual labour
participation rate and this estimated rate measures the change in the participation rate due to structural
factors.? Following Van Zandweghe (2012), the labour force participation rate in a given year ¢ is:

LFPR, = Si5% x LFPRI™? + S7% x LFPR?%* + S{ x LFPR®*

where LFPR?, LFPR?** and LFPR?** represent labour force participation rates for people aged 15 to
24, 25 to 54 and 55 or older, respectively. The weights $°?/, S°* and S7°* are the population shares
of the three age groups. If the age distribution of the population had remained at its 2007 levels, the
participation rate would have been:

LFPR,o; = Sio7 x LFPR;o7 + Sioy*x LFPRE™ + Siyy x LFPR.;

where ng}%/’lsfg}z"and Sf(f; represent the population shares in 2007 for the three groups of age. The differ-

ence between LFPR, and LFPR,,, measures the change in the participation rate due to structural changes.

Applying the above methodology to the selected countries for the period 2007 to 2012 leads to the

following conclusions:

® |n those countries where labour force participation rates declined most sharply (by a full percentage
point or more), on average around one-quarter of the decline was due to the cyclical effect and the
remaining three-quarters, to structural changes in the population — i.e. due to an ageing population.
Overall, without this cyclical effect, the labour force participation rate would have been 0.3 percentage
points higher (figure 1.4, panel A).

® Nevertheless, the effect of the cyclical component is significantly greater in some countries. In Den-
mark and the United States, the cyclical component accounted for more than 50 per cent and 40 per
cent, respectively, of the changes in the labour force participation rate. Moreover, if the people who
made up the cyclical decline in the labour force participation rate were in the labour force and counted
as unemployed, the unemployment rate would now be significantly higher. In fact, the overall un-
employment rate for the selected countries would have been 7.4 per cent in 2012 instead of 6.9 per
cent (figure 1.4, panel B).

Disentangling the roles of the cyclical and structural factors in explaining the decline in participation rates
matters in terms of policy options. For example, if the labour force participation rate decline is mainly
due to structural factors, a jobs recovery would not draw workers into the labour market. This suggests

... and problems of job quality are seen in a number of countries

The global crisis has been accompanied by deterioration in the quality of employment
in a number of countries. The World of Work Report 2012 showed that between 2007
and 2010, the incidence of both involuntary temporary and part-time employment
increased in 80 per cent and 85 per cent of the advanced economies analysed,
respectively."” Since 2010, involuntary temporary and part-time employment has
increased in many countries where employment growth has resumed."* The shares

13. 1LO (2012).
14. In this regard, underemployment (i.c. the number of workers willing to work extra hours as a
share of the workforce) has become an important feature of the current crisis. See for example, Bell

10 and Blanchflower (2013).
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that policies targeting those groups most likely to leave the labour market could have important effects. By
implementing further reforms which involve additional work incentives for older workers and raise the pro-
pensity of youth to combine work and education, it is possible to mitigate these demographic effects (Bur-
niaux et al., 2003). However, if this decline is mainly due to cyclical factors — i.e. workers leave the labour
market because of the lack of job opportunities — it is expected that these workers will re-enter the labour
market when the recovery starts. Thus, there is a need for policies that spur creation of enough quality jobs
to absorb the currently unemployed and those who will return to the labour market if job prospects improve.

The changes in participation rates in response to the crisis may still be ongoing. According to Duval et al.
(2011), the negative effect of severe downturns reaches its maximum 5 years after the cyclical peak, while
for very severe downturns it takes between 5 and 8 years. Another key issue is how many of the workers
who left the labour force due to the crisis will return when the job recovery starts. Workers who suffer long
periods of inactivity may permanently leave the labour force due to the reduced likelihood that they will find
a job, even when the economy improves. Some of these workers may apply for disability benefits or retire
sooner than planned (Van Zandweghe, 2012).

Figure 1.4 Labour force (index 2007=100) and unemployment rate (percentage)
with and without cyclical effect, 2007-12

Panel A. Labour force (index 2007=100) Panel B. Unemployment rate (percentage)
102.5 9
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Notes: The analysis was carried out for those countries where labour force participation rates decreased by at least 1 percentage
point between 2007 and 2012, namely Croatia, Denmark, Finland, Italy, Japan, Republic of Korea, Norway, Portugal, Slovenia and
United States.

Source: IILS estimates based on OECD Stat and ILO Department of Statistics.

@ Structural change in labour force participation rates refers to changes motivated by alterations in the age distribution of the
population and, therefore, it does not take into consideration the impact on the labour force of structural changes in the economy,
such as technological change and occupational shifts.

of involuntary temporary and part-time employment have increased in one-third
and one-half, respectively, of the labour markets that performed best in terms of
overall employment rates. For example, in Germany, where the employment rate
increased by 1.5 percentage points between 2010 and 2011, this has occurred
alongside an increase in the incidence of involuntary temporary employment of
nearly a full percentage point."” In Hungary, the increase in the employment rate
(0.5 percentage points between 2010 and 2011) was accompanied by an increase
of 4.2 percentage points in the proportion of involuntary part-time employment.

15. However, it is important to note that the transfer rate from temporary to permanent employment
increased from 39 per cent to 56 per cent between 2005 and 2011 (ILO, 2013a). 11
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In emerging and developing countries, the share of informal employment
remains high, standing at more than 40 per cent in two-thirds of such countries
for which data are available."

In an effort to derive a single indicator for job quality performance, a prin-
cipal component analysis (PCA)"” was undertaken. In advanced economies the
change in the percentage of temporary employees,'® the change in social benefits
expenditure as share of total public expenditure and the growth in the average
hourly wages between 2007 and 2011 were used. In the case of emerging and
developing economies, the growth in average real wages (between 2007 and 2011)
and the change in the incidence of informal employment between the pre-crisis
and the crisis period were used.

In advanced economies, this job quality indicator is positively correlated to
average hourly earnings and social expenditure as a share of public benefits and
negatively correlated to the percentage of temporary employees.” In the case of
emerging and developing economies, the job quality indicator is positively corre-
lated to the growth in real wages and negatively correlated to the change in the inci-
dence of informal employment.** Therefore, a country with a higher score for this
indicator can be identified with a good performance in terms of job quality. Like-
wise, labour market performance in both advanced and emerging and developing
economies is defined by combining three labour market indicators, namely the
average annual growth in employment between 2007 and 2011 and the changes in
unemployment and labour force participation rates during the same period. This
composite indicator for labour market performance® is positively correlated to the
change in employment and labour market participation rate and negatively corre-
lated to the change in unemployment rate. Thus, a higher score of this indicator
means a good labour market performance.

Figure 1.5 illustrates that the change in labour market performance is nega-
tively related to the change in job quality performance between 2007 and 2011

16. ILO (2012).
17. Principal component analysis (PCA) is a mathematical procedure that transforms a number of
correlated variables into a smaller number of uncorrelated variables called principal components,
where each component is a linear weighted combination of the original variables.
18. One dimension of job quality considers the contractual status and stability of employment,
i.e. standard and non-standard jobs in advanced economies or formal and informal employment in
developing economies. Temporary employment is a type of non-standard employment. Nevertheless,
a high incidence of temporary employment per se is not problematic if accepted voluntarily. A
second dimension of job quality examines the willingness of temporary workers to remain in their
job, i.e. involuntary temporary employment, defined as those workers who are engaged in temporary
employment because they cannot find permanent jobs. However, only the percentage of temporary
employees has been taken into account in the analysis because data on involuntary temporary
employment are only available for European countries.
19. The weights used to derive the composite indicator are the factor loadings on the first component
of the PCA. The first component explains 55 per cent of the common variance across the indicators.
Component loadings for the three variables (average hourly wages, public expenditure in social benefits
and percentage of temporary employees) in component 1 are 0.65, 0.48 and -0.60, respectively.
20. The weights used to derive the composite indicator are the factor loadings on the first component
of the PCA. The first component explains 75 per cent of the common variance across the indicators.
Component loadings for the two variables (average real wages and informal employment as
percentage of total non-agricultural employment) in component 1 are 0.71 and -0.70, respectively.
21. 'The weights used to derive this labour market performance indicator are the factor loadings
on the first component of the PCA. The first component explains 70 per cent and 60 per cent of
the common variance across the indicators in the case of advanced and emerging and developing
economies, respectively. Component loadings for the three variables (employment, unemployment
rate and labour participation rate) in component 1 are 0.67, -0.60 and 0.43, respectively, in the case
of advanced economies; and 0.68, -0.36 and 0.64, respectively, in the case of emerging and developing
12 economies.
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Figure 1.5 Relationship between change in labour market performance and change
in estimated “job quality” (percentage points), 2007-11

Panel A. Advanced economies

Panel B. Emerging and developing economies

Labour Market Performance (PCA)

Labour Market Performance (PCA)

Source: IILS estimates based on Eurostat, ILO Department of Statistics, OECD Stat, ILO (2012) and EIU.

in both advanced and emerging and developing economies. Indeed, many coun-
tries with a good labour market performance during the crisis have negative
values for the job quality indicator. For example, some advanced countries with
an improved labour market performance during the crisis, such as Germany,
Isracl and Luxembourg, observed deterioration in job quality. Average hourly
wages decreased by 2.5 per cent in Isracl; in Germany spending on social benefits
decreased by a full percentage point between 2007 and 2011. Especially dramatic
is the situation of countries such as Greece, where the worsening of the labour
market during the crisis has been accompanied by weakening in the quality of
employment. Between 2007 and 2011, Greece experienced an increase in the inci-
dence of temporary employment (by 0.7 percentage points) accompanied by a
sharp fall in average hourly wages (by 8.9 per cent). In Ireland and Spain, where
the labour market performance deteriorated, the improvement in job quality in
the index was mainly due to the loss of temporary jobs, as noted in the World of
Work 2012 Report>* In Spain, 1.3 million construction jobs, mostly temporary,
were lost, and the rate of temporary employment fell from 34.4 per cent in 2007
to 25.5 per cent in 2011.

In a number of emerging and developing economies, such as India, Mexico
and the Bolivarian Republic of Venezuela, the labour market situation did not
improve and job quality worsened between 2007 and 2011; while in others the
labour market performance improved while job quality deteriorated, notably in
Colombia and Pakistan.

22. ILO (2012).

13
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C. Recent trends in social well-being and unrest

The risk of social unrest has increased, especially in Europe.

Unrest related to the effects of the global crisis has occurred in both the advanced
and developing and emerging economies. However, there is no reliable indicator of
global social health that captures the current global situation.” This section intro-
duces findings from a composite indicator — the social unrest index — which pro-
vides a reflection of global social health (see box 1.3).

In order to establish the link between the social unrest index and actual eco-
nomic indicators, an empirical assessment was carried out for this report.** The con-
structed index was regressed against economic growth (GDP), inflation, income
level (GDP per capita), unemployment, debt as a share of GDP, and income in-
equality (Gini index). Economic growth and income levels are expected to reduce
the risk of social unrest, while debt, unemployment, inflation and inequality are
expected to increase it.

Results from the empirical analysis indicate that economic growth and the
unemployment rate are the two most important determinants of social unrest. For
example, a one standard deviation increase in unemployment raises social unrest
by 0.39 standard deviations, while a one standard deviation increase in GDP
growth reduces social unrest by 0.19 standard deviations.”> Youth unemployment,
like total unemployment, also increases social unrest,* but the effect of total un-
employment is in fact larger than the effect of youth unemployment.

Social unrest increased in a majority of economies relative to the pre-crisis
period. More generally, out of 71 economies for which information is available, the
risk of social unrest increased in 46 of them between 2011 and 2012.*” The risk of
social unrest is the highest among the EU-27 countries — it increased from 34 per
cent in 2006/07 to 46 per cent in 2011/12 (figure 1.6) — a 12 percentage points
increase. Among the 24 EU-27 economies with data for 2012, the risk of social
unrest increased in 17 of them (70 per cent).

This increase in the risk of unrest in the European Union is likely to be due
to the policy responses to the ongoing sovereign debt crisis and their impacts on
people’s lives and perceptions of well-being. The euro area economy has been in
recession since the third quarter of 2011, the unemployment rate recently reached
a record high of 12 per cent and the youth unemployment rate is at 23.9 per cent.
Income inequality has also worsened in a number of curo area economies (see
Chapter 2). This bleak economic scenario has created a fragile social environment,
as fewer people see opportunities for obtaining a good job and improving their
standard of living. Between 2010 and 2012, the countries that experienced the

23. For example, the strikes and lockouts data of the ILO, while being extremely useful as a measure

of “unrest” in the work place, are self-reported and hence tend to consistently under-represent

countries that do not have strong democratic traditions. There are other indicators of unrest, such as

the Economist Intelligence Unit’s social unrest index, but they tend to weight the institutional and

political weaknesses of developing countries very heavily. For a review of other measures of social

unrest, see Khatiwada (2013).

24. The panel data method was used for this analysis; see Appendix C for details.

25. All the coefficients are statistically significant at the conventional levels. See Appendix C for

results.

26. Due to the multi-collinearity between total unemployment and youth unemployment rates, the

two variables were regressed in separate equations.

27. In case of the Latin America and the Caribbean, the data for 2012 are not available, which is
14 why the sample is smaller than in previous years.
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Box 1.3 Constructing the social unrest index

The data used in the analysis of social unrest are obtained from Gallup World Poll, Wash-
ington, DC. The choice of Gallup as the source of data for the ILO’s unrest index is largely
a function of data availability: Gallup World Poll data cover a large set of countries, are
comparable across countries and are available as time series. Gallup surveys residents
in more than 150 countries and territories, representing more than 98 per cent of the
world’s adult population (aged 15 and over). They use randomly selected and nationally
representative samples and the surveys typically cover 1,000 individuals in each country.
For some large countries, such as China, India and the Russian Federation, sample sizes
could be as large as 2,000. The coverage areas include the entire country, including rural
areas — exceptions are areas where the safety of the survey staff is threatened, areas
that are scarcely populated and areas so remote that they are unreachable by a vehicle.
The sampling frame represents the entire civilian, non-institutionalized, adult population
of the entire country.

Five variables are used in the index:

® Confidence in government. measures people’s satisfaction with the performance of
their national government. This captures people’s perceptions of whether the govern-
ment is engaged in improving the lives of its citizens. Societies with relatively more
equitable distribution of wealth tend to see their government’s performance favourably.

® |[jving standard: measures whether people’s lives are getting better at the house-
hold level; it also captures the effect of unemployment and/or underemployment on
families. The index includes the share of respondents in a country in a given year that
said that their living standard was getting worse.

® |[ocal job market: measures how people perceive the labour market. In particular, the
index includes the share of respondents in a country that said that today is a bad time
to find a job in their city or area.

® Freedom in your life: measures people’s perceptions of their right to choose how they
want to live their lives (or what to do with their lives), and also captures perceptions of
whether there are democratic channels through which people’s collective grievances
can be expressed to the government.

® Access to internet: measures the availability of modern communication channels to
organize large masses of people within a short period of time. This is the only “posi-
tive” indicator included in the index, even though a higher percentage also indicates
higher risk.

The weights for the variables used in the index (range from 5 per cent for access to
internet to 35 per cent for confidence in government. The basic set-up for the index is

as follows: 5

SU Index;, = Z Xy ; 0= SU Index, < 1

n=1

where the social unrest index in country /at time fis equal to the weighted sum of vari-
ables x for country / at time t. The index score ranges from O to 1, with O being at the
lowest risk of unrest and 1 being the highest.

# There is a vast and growing literature on the relationship between the internet and social and political
movements; for example, see Friedland and Rogerson (2009). However, not including access to internet does
not change the overall results.

sharpest increases in the risk of social unrest are Cyprus, Czech Republic, Greece,
Italy, Portugal, Slovenia and Spain; while the risk of social unrest declined in Bel-
gium, Germany, Finland, Slovak Republic and Sweden.
The risk of social unrest also increased in non-EU advanced economies, from
33 per cent in 2006/07 to 36 per cent in 2011/12. Among Central and South-
Eastern European (non-EU) and CIS countries the risk increased from 32 per cent
to 37 per cent, while the risk of unrest also increased among countries in South
Asia from 25 per cent to 30 per cent in the same period.
Itisimportant to bear in mind that the availability of strong democratic chan-
nels through which the public can express their concerns and frustrations — rule 15
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Figure 1.6 Change in the social unrest index: Pre-crisis (2006/07)
versus post-crisis (2011/12)
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Source: IILS calculations based on
data from Gallup World Poll (2013).

of law, civil society, unions and other democratic institutions — tends to reduce

the risk of social unrest. In parts of the world where there is no strong demo-

cratic tradition, the likelihood of social unrest could be higher than captured by

this index.

In the Middle East and North Africa the risk of social unrest remains slightly
elevated compared with the pre-crisis period. Moreover, the risk of unrest peaked

in 2008 and remained high afterwards. The risk of unrest increased by 14 per-
centage points in the MENA region between 2006 and 2008. In the index, this is
principally driven by two factors — limits to political freedom and weak job mar-

kets — which jointly account for 40 per cent of the variation in the social unrest

index. While growth prospects have improved in this region since the Arab spring,

political struggles continue in many countries, which tends to be manifested in

people’s perception of freedom in their lives.

Sub-Saharan Africa is one of the regions where the risk of social unrest has

declined in this period (see figure 1.6). The region is doing well in terms of eco-

nomic performance — for example, GDP growth remained slightly above 5 per
cent both in 2011 and 2012.**

East Asia, South East Asia and the Pacific and Latin America and the Car-
ibbean witnessed a decline in the risk of social unrest between the pre-crisis and

post-crisis periods. In particular, Latin America and the Caribbean experienced a

relatively swift recovery from the global crisis, in large part due to the combination

of expansionary fiscal policies and the increase in commodity prices.”’

28. ILO (2013b).
29. Tbid.
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D. Structure of the report

The labour market challenges presented in this chapter reflect not only an eco-
nomic crisis but also a crisis with social policy dimensions. Some of the issues
are cyclical, stemming from the financial crisis; while others are more structural
in nature, relating to changes in population and structural shifts in employment.

The following chapters discuss the economic and social impacts of these trends
and how policies could contribute to consolidating the job recovery where it is
taking place and moving economies out of crisis where unemployment is still high
or rising. Chapter 2 focuses on the re-emergence of inequalities in terms of both
wealth and labour incomes and links this to the size of the middle-income group,
which is fragile in many lower- and middle-income economies and shrinking in
many advanced economies for which data are available. Chapter 3 focuses on the
role of minimum wages, both as a tool for promoting decent wages among low-
skilled workers, but also in raising aggregate demand and thus helping to reinforce
and rebalance growth. The chapter reviews the link between minimum wages,
household consumption and houschold demand and then examines the role of
effective implementation mechanisms. Central to this analysis is the role of policy
design in order to ensure that the level of such wages is not counterproductive and
that high levels of compliance can be achieved.

The role of investment in stimulating both economic growth and employment
growth is considered in Chapter 4, as investment patterns are closely associated
with labour market outcomes. The chapter contrasts the investment slowdown in
the advanced economies with its importance in developing and emerging econ-
omies. The association between investment patterns since the crisis and firms’ cash
holdings, as well as executive compensation, are analysed. Policies to promote a
stronger connection between the financial sector and the real economy are sug-
gested as a way forward.

Finally, Chapter 5 ends by presenting a policy framework that focuses on sim-
ultaneously boosting economic and employment growth to pave the way for shared
prosperity.
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Appendix A

Country groupings by income level

Country

Income-level group*

Country

Income-level group*

Afghanistan (AFG)
Albania (ALB)

Algeria (DZA)
Antigua and Barbuda (ATG)
Argentina (ARG)
Armenia (ARM)
Australia (AUS)
Austria (AUT)
Azerbaijan (AZE)
Bahamas, The (BHS)
Bahrain (BHR)
Barbados (BRB)
Belarus (BLR)
Belgium (BEL)

Belize (BLZ)

Bhutan (BTN)

Bolivia (BOL)

Bosnia and Herzegovina (BIH)
Brazil (BRA)

Bulgaria (BGR)
Cambodia (KHM)
Canada (CAN)

Chile (CHL)

China (CHN)
Colombia (COL)
Costa Rica (CRI)
Croatia (HRV)

Cyprus (CYP)

Czech Republic (CZE)
Denmark (DNK)

Low income
Lower middle income
Upper middle income
Upper middle income
Upper middle income
Lower middle income
High income
High income
Upper middle income
High income
High income
High income
Upper middle income
High income
Lower middle income
Lower middle income
Lower middle income
Upper middle income
Upper middle income
Upper middle income
Low income
High income
Upper middle income
Upper middle income
Upper middle income
Upper middle income
High income
High income
High income
High income

Kyrgyz Republic (KGZ)
Latvia (LVA)

Lithuania (LTU)
Luxembourg (LUX)
Macedonia, FYR (MKD)
Malaysia (MYS)

Malta (MLT)

Mauritius (MUS)
Mexico (MEX)

Moldova, Rep. of (MDA)
Mongolia (MNG)
Montenegro (MNE)
Morocco (MAR)
Netherlands (NLD)

New Zealand (NZL)
Nicaragua (NIC)
Norway (NOR)

Pakistan (PAK)

Panama (PAN)
Paraguay (PRY)

Peru (PER)

Philippines (PHL)
Poland (POL)

Portugal (PRT)
Romania (ROM)
Russian Federation (RUS)
Samoa (WSM)

San Marino (SMR)

S&o Tomé and Principe (STP)
Saudi Arabia (SAU)

Low income
Upper middle income
Upper middle income
High income
Upper middle income
Upper middle income
High income
Upper middle income
Upper middle income
Lower middle income
Lower middle income
Upper middle income
Lower middle income
High income
High income
Lower middle income
High income
Lower middle income
Upper middle income
Lower middle income
Upper middle income
Lower middle income
High income
High income
Upper middle income
Upper middle income
Lower middle income
High income
Lower middle income

High income



Country

Income-level group*

Country

Income-level group*

Dominican Republic (DOM)
Ecuador (ECU)

Egypt, Arab Rep. (EGY)

El Salvador (SLV)

Estonia (EST)

Finland (FIN)

France (FRA)

Georgia (GEO)

Germany (DEU)

Greece (GRC)

Guyana (GUY)

Honduras (HND)

Hong Kong SAR, China (HKG)
Hungary (HUN)

Iceland (ISL)

India (IND)

Indonesia (IDN)

Iran, Islamic Rep. of (IRN)
Ireland (IRL)

Israel (ISR)

Italy (ITA)

Jamaica (JAM)

Japan (JPN)

Kazakhstan (KAZ)

Korea, Rep. of (KOR)

Upper middle income
Upper middle income
Lower middle income
Lower middle income
High income
High income
High income
Lower middle income
High income
High income
Lower middle income
Lower middle income
High income
High income
High income
Lower middle income
Lower middle income
Upper middle income
High income
High income
High income
Upper middle income
High income
Upper middle income
High income

Serbia (SRB)

Singapore (SGP)

Slovakia (SVK)

Slovenia (SVN)

South Africa (ZAF)

Spain (ESP)

Sri Lanka (LKA)

Suriname (SUR)

Sweden (SWE)
Switzerland (CHE)

Syrian Arab Republic (SYR)
Taiwan, China (TWN)
Tajikistan (TJK)

Thailand (THA)

Trinidad and Tobago (TTO)
Tunisia (TUN)

Turkey (TUR)

Uganda (UGA)

Ukraine (UKR)

United Kingdom (GBR)
United States (USA)
Uruguay (URY)
Uzbekistan (UZB)
Venezuela, Bol. Rep. of (VEN)
Viet Nam (VNM)

Upper middle income
High income
High income
High income
Upper middle income
High income
Lower middle income
Upper middle income
High income
High income
Lower middle income
High income
Low income
Upper middle income
High income
Upper middle income
Upper middle income
Low income
Lower middle income
High income
High income
Upper middle income
Lower middle income
Upper middle income
Lower middle income

* Income-level groups are based on gross national income (GNI) per capita according to the World Bank country classification, available at: http://data.
worldbank.org/about/country-classifications/country-and-lending-groups. High-income countries are countries with a GNI per capita of USD 12,476 or
more; upper-middle-income countries are countries with a GNI per capita of USD 4,036 to USD 12,475; lower-middle-income countries are countries

with a GNI per capita of USD 1,026 to USD 4,035; and low-income countries are countries with a GNI per capita of USD 1,025 or less.

The advanced economies are categorized as high-income countries; emerging economies are categorized as upper-middle-income economies; and

developing economies are categorized as lower-middle-income and low-income economies.
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Appendix B
The impact of financial crises on employment:
An empirical analysis

Section A of this chapter provided employment projections from 2013 to 2018.
These projections draw on output—employment elasticities, which have been esti-
mated by way of an econometric analysis of the short-term relationship between
output and employment growth during past crises.”

The short-term relationship between labour market outcomes and output
was documented by Okun (1962) and is referred to as “Okun’s law”. Empirical
evidence confirms the existence of a relatively stable employment—GDP relation-
ship in most economies (Ball et al., 2013). The notion of employment-output elas-
ticity represents a convenient way of summarizing the employment intensity of
economic growth and has been found to be useful in identifying growth thresh-
olds at which employment creation becomes significant (Islam and Nazara, 2000).

The analysis draws on a cross-sectional time-series econometric model based
on three panels of 100 countries classified by income level that have experienced
a crisis in the past and for which there are sufficient historical time series data.™
Employment data were taken from the ILO’s KILM (Key Indicators of the Labour

30. The output—employment elasticity has been estimated only for crises periods in order to
approximate these past relationships as much as possible to the short-term relationship between
labour market outcomes and output during the current crisis. This relationship is the estimated
employment elasticity, which measures the slope of the employment-GDP curve. Importantly,
both the slope and intercept of the curve change when there is a structural shock, which is why
it is necessary to estimate employment elasticities for time periods with similar macroeconomic
characteristics (Islam and Nazara, 2000). Nevertheless, long-term employment elasticities have
also been estimated for the period from 1980 to 2011. These longer-term estimated elasticities were
around 10 per cent lower than those estimated during crises in the case of advanced and emerging
economies, and close to 14 per cent higher in the case of developing economies.
31. Times of crisis were identified on the basis of Lacven and Valencia (2012). Data on employment
and GDP were collected, when available, for the period [z, # + 3], where # is the starting year of the
crisis. The following countries and crises were taken into account in the analysis:
Advanced economies: Australia 1989-92; Austria 1980-83, 2008—11; Bahamas 1991-93, 2002-05,
2007-11; Bahrain 1993-96; Barbados 1980-83, 1989-92, 2000-03, 2008-11; Belgium 1980-
83, 1992-95, 2008-11; Canada 1981-84, 2008-11; Croatia 2008-11; Cyprus 2008-11; Czech
Republic 1996-99, 2008-11; Denmark 1987-90, 1992-95, 2007-11; Estonia 1992-95, 2007-11;
Finland 1991-94, 2008-11; France 1992-95, 2007-11; Germany 1981-84, 1992-95, 2002-05,
2008-11; Greece 1980-83, 1986-89, 1992-95, 2007-11; Hong Kong SAR 1997-2000, 2008-11;
Hungary 1991-94, 2008-11; Iceland 1990-93, 2008-11; Ireland 1982-85, 2007-11; Isracl 2000-
03; Iraly 1992-95,2002-05, 2007-11; Japan 1997-2000, 2007-11; Republic of Korea 1997-2000,
Luxembourg 2008-11; Malta 2000-03, 2008-11; Netherlands 1980-83, 2008-11; New Zcaland
1982-85, 1990-93, 2007-11; Norway 1991-94, 2007-11; Poland 1980-83, 1989-92; Portugal
1983-86, 1992-95, 2002-05, 2007-11; San Marino 2007-10; Saudi Arabia 1998-2001, Singapore
1997-2000, 2008-11; Slovakia 1998-2001, 2008-11; Slovenia 1992-95, 2008-11; Spain 1992-95,
2008-11; Sweden 1991-94, 2007-11; Switzerland 1990-93, 2008-11; Taiwan, China 2000-03,
2008-11; Trinidad and Tobago 1982-85, 198689, 1991-94, 2008-11; United Kingdom 1990-93,
2007-11; United States 1990-93, 2007-11.
Emerging economies: Algeria 1990-93; Antigua and Barbuda 2000-03, 2008-11; Argentina 1980
83, 1989-92, 1995-98, 2001-04; Azerbaijan 1995-98; Belarus 1995-98; Bosnia and Herzegovina
2008-11; Brazil 1990-93, 1994-97, 2008-11; Bulgaria 1996-99, 2008-11; Chile 1981-84, 2007-11;
China 1998-2001; Colombia 1982-85, 1998-2001; Costa Rica 1987-90, 1994-97, 2008-11;
Dominican Republic 2003-06; Ecuador 1998-2001; Jamaica 1996-99, 2007-11; Kazakhstan 1993—
96; Latvia 1995-98, 2007-11; Lithuania 1995-98, 2008-11; FYR Macedonia 2008-11; Malaysia
1997-2000, 2008-11; Mexico 1994-97, 2008—11; Panama 1988-91; Romania 1990-93, 2008-11;
20  Russian Federation 19982001, 2008-11; South Africa 2008-11; Suriname 1991-94; Thailand
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Market) database (ILO, 2011) and real GDP data from the World Economic Out-
look database of the IMF (IMF, 2013a). GDP figures are expressed in constant
local currency units.

Employment—output elasticities are estimated following the methodology
developed by Escudero (2009) for three groups of countries: advanced, emerging
and developing economies. The following equation was estimated independently
for each of these three country groups:

Ine,=a+,lny, +¢,

where (¢;,) corresponds to the level of employment at time # and y,, is the real GDP
at time £

The results of the analysis are presented in table 1B.1. The model was esti-
mated using a random-effect GLS estimator following the results in favour of this
estimator by the Hausman test. GLS estimation presented an additional advan-
tage since it allowed the estimations to be corrected for groupwise heteroske-
dasticity — tested through the modified Wald test. As can be seen in table 1B.1,
all coefficients remain highly significant after the tests have been carried out.
Moreover, regressions have been rerun using different estimation methods and
robustness tests with little change in the absolute sizes of the estimated coeffi-
cients, giving some confidence in the estimated outcomes.

The estimated employment—output elasticities are consistent with the empir-
ical evidence. On average, the relationship between employment and output
is weaker in emerging and developing economies than in advanced economies.
Indeed, evidence suggests that the employment elasticity is negatively correlated
with structural features of the economy, such as informality and the degree of
product market flexibility (IMF, 2012), which weakens the employment—output
relationship in emerging and developing countries.

Table 1B.1 Regression results

In of employment
Advanced economies Emerging economies  Developing economies

In of real GDP 0.56526*** 0.3329*** 0.2783***
(0.008) (0.021) (0.008)
Constant 4.89*** 6.55%** 6.67***
(0.043) (0.099) (0.030)
Observations 360 202 150
Number of countries 43 32 25
Number of crisis episodes 92 54 47

Notes: Standard errors are in parentheses. Significance levels: ** at 5 per cent; *** at 1 per cent.
For details of the countries included in each group see Appendix A.

1983-86, 2008-11; Tunisia 1997-2000, 2010-11; Turkey 1982-85, 2000-03, 2008-11; Uruguay

1981-84, 2002-05; Bolivarian Republic of Venezuela 1994-97, 2008-11.

Developing economies: Armenia 1994-96, 2008-11; Belize 2008-11; Bolivia 1986-89, 1994-97;

Egypt 1980-83; El Salvador 1989-92, 2008-11; Georgia 2008-11; Guyana 2002-05; Honduras

1981-84, 1993-96, 1998-2001, 2008-11; India 1993-96; Indonesia 1997-2000; Kyrgyz Republic

1995-98, 2001-05, 2006-10; Republic of Moldova 1993-96, 1997-2000, 2008-11; Mongolia 2008;
Morocco 1991-93, 1994-97; Nicaragua 1990-93, 2000-03, 2008-11; Paraguay 1998-2001, 2008-

11; Philippines 1983-86, 1990-93, 1997-2000; Samoa 1980-83, 1990, 1998-2000; Sio Tomé and

Principe 1991-93; Syrian Arab Republic 1983-84, 1997-99, 2002-05; Tajikistan 1993-96; Uganda

1994-97; Ukraine 1993-96, 1998-2001, 2008-11; Uzbekistan 1993-96; Viet Nam 1997-2000. 21
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The employment projections presented in section A of this chapter were con-
structed by applying the employment elasticity of each group to the GDP growth
projections provided by the IMF World Economic Outlook (IMF, 2013a) at the
country level from 2012 onwards. Employment rates are constructed using the
UN Population Division (UN-DESA, 2011) projections for the working-age
population. In this sense, employment rates are first calculated by country and
then regrouped by income group.

Appendix C
Determinants of social unrest

The analysis in this chapter looks at the determinants of social unrest for the
period 2006 to 2012. To this end, panel data were used, with information covering
100 countries. The social unrest indicator, the dependent variable in the model,
was computed using five variables drawn from the Gallup World Poll Survey (see
table 1C.1). The constructed social unrest index was regressed against economic
growth (GDP), inflation, income level (GDP per capita), unemployment, debt as a
share of GDP, and income inequality (Gini index). Economic growth and income
level are expected to reduce the risk of social unrest, while debt, unemployment,
inflation and inequality are expected to increase it.

Because of a problem of collinearity between total unemployment and
youth unemployment rates, these two variables are estimated separately using the
following specification:

SU,=a,+2,+B,UT,,+ B,GDP,,+ 8;GDPpc,,+ B,GINI, ,+ BsDebt, ,+ BoInfl, . +¢, (1)
SU,= a;+1,+BYUT,,+B,GDP, .+ B,GDPpc;,+ B,GINI, , + BsDebr, .+ Bonfl, , + ¢, (2)

where i and # are the cross-section and time suffixes; SU is the social unrest score;
UT is the total unemployment rate and YUT is the youth unemployment rate;
GDP is the real GDP growth rate; GINT is the Gini coeflicient; Debr is the public
debt as a share of GDP; Infl is inflation; 2; and 2, are the country and time fixed
effects; ¢,, is the error term normally distributed.

All regressions in the result tables include time fixed effects in order to account
for global shocks hitting all economies at the same time; in particular, this is to
control for the recent financial crisis that started in 2008. Also, in equations 1
and 2, regional dummies were included to account for the fact that social unrest
tends to be higher in some regions due to cultural characteristics. In equations 3
to 6 (indicated by column numbers in table 1C.3 and table 1C.4), country charac-
teristics with low or no variation over the period of analysis, such as religion, cul-
ture and development, are controlled for by means of country fixed effects. Finally,
equations 5 and 6 present results using standardized coefficients (i.c. beta coeth-
cient) so that the relative economic importance of the different determinants of

22  social unrest can be evaluated.
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Variable Question and answer Weight

Confidence in government In this country, do you have confidence in each of 0.35
the following, or not? How about national government?
Answer: NO

Living standard Right now, do you feel your standard of living is getting 0.2
better or getting worse? Answer: WORSE

Freedom in your life In this country, are you satisfied or dissatisfied with your 0.2
freedom to choose what you do with your life? Answer:
DISSATISIFIED

Local job market Thinking about the job situation in the city or area where 0.2
you live today, would you say that it is now a good time or
a bad time to find a job? Answer: BAD

Access to internet Does your home have access to the Internet? Answer: YES 0.05
Variable Definition Source
Social unrest See box 1.3 and table 1C.1. IILS based on Gallup
World Poll data
Growth Growth rate of GDP at constant prices in USD World development
indicators (WDI)
Inflation Inflation, consumer prices (annual %) WDI
GDP per capita GDP per capita (constant 2000 USD) WDI
Unemployment Unemployment rate (%). The unemployment rate  ILO’s Key Indicators
indicates the proportion of the labour force that of the Labour Market
does not have a job and is actively looking and (KILM) database
available for work
Youth unemployment Youth unemployment rate (%) for persons KILM
aged 15 to 24.
Gini coefficient The Gini coefficient is an inequality indicator IILS based on WDI

based on the Lorenz curve. In particular, a Gini
coefficient of O represents perfect equality, while
a value of 100 implies perfect inequality. Rolling
averages of this variable — using a time window of
5 years — were used in this analysis.

Debt Public debt as a share of GDP IMF, World Economic
QOutlook

Due to strong data limitations regarding the Gini coefficient indicator, the
model is estimated using this variable separately (see table 1C.4). Since most coun-
tries have information on inequality only for 1 or 2 years between 2006 and 2012,
a 5-year rolling average of the Gini coeflicient indicator was used (this increases the
number of observations). The sources of data are Eurostat, IILS (based on Gallup),
ILO KILM, World Bank and the International Monetary Fund (table 1C.2).

Results

Results from the empirical analysis indicate that economic growth and un-
employment rate are the two most important determinants of social unrest. For
example, a one standard deviation increase in unemployment raises social unrest
by 0.39 standard deviations, while a one standard deviation increase in GDP
growth reduces social unrest by 0.19 standard deviations (table 1C.3). Mean-
while, youth unemployment, like total unemployment, also increases social unrest
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Table 1C.3 Determinants of social unrest (2006-12)

1 2 3 4 5 6
Beta coefficients

Total Youth Total Youth Total Youth
unemployment unemployment unemployment unemployment unemployment unemployment

Inflation (t-1) -0.0024* -0.0024* 0.001 0.002 0.041 0.071
[0.0013] [0.0014] [0.00171] [0.0018] [0.0635] [0.0700]
GDP per capita (t-1) -0.0000***  -0.0000*** O 0 -0.047 -0.4
[0.00001] [0.0000] [0.00001] [0.0000] [0.6917] [0.6896]
GDP growth (t-1) -0.0095***  -0.0101***  -0.0047*** -0.0058*** -0.1901***  —0.2338***
[0.0014] [0.0015] [0.0016] [0.0014] [0.0662] [0.0576]
Government gross debt (% GDP) (t-1) 0.0006***  0.0006*** 0.0004# 0.0003** 0.1170# 0.0912**
[0.0002] [0.0002] [0.0002] [0.0001] [0.0731] [0.0414]
Unemployment (t-1) 0.0027*** 0.0091*** 0.3876***
[0.0009] [0.0023] [0.0969]
Youth Unemployment (t-1) 0.0019*** 0.0046*** 0.3909***
[0.0005] [0.0011] [0.0942]
Central and South Eastern Europe and CIS ~ —-0.003 0.002
[0.0177] [0.0175]
East Asia, South East Asia and the Pacific -0.2339***  —0.2111***
[0.0184] [0.0201]
Latin America and the Caribbean -0.0756***  -0.0727***
[0.0157] [0.0169]
Middle East and North Africa -0.1476***  —-0.1393***
[0.0290] [0.0296]
South Asia -0.0874***  -0.0749**
[0.0249] [0.0295]
Sub-Saharan Africa -0.1062***  —0.0992***
[0.0221] [0.0247]
Constant 0.4940*** 0.4310*** 0.3119*** 0.3553***  -0.2230*** -0.126
[0.0250] [0.0221] [0.0829] [0.0958] [0.0840] [0.1294]
Observations 428 353 428 253 428 253
R-squared 0.482 0.487 0.268 0.357 0.268 0.357
Year FE YES YES YES YES YES YES
Region FE YES YES NO NO NO NO
Country FE NO NO YES YES YES YES
Number of id_country 100 88 100 88

Robust standard errors in brackets.

***p<0.01, ** p<0.05, * p<0.1, # p<0.15.

(0.39 standard deviations). High public debt (as a share of GDP) is also associ-
ated with higher risk of social unrest, although the effect is not as large as un-
employment and GDP growth (table 1C.3).

The empirical exercise controlled for regions in order to account for the fact
that some regions tend to have higher social unrest due to geopolitical issues. Indeed,
even when inflation, economic growth, GDP per capita, debt and unemployment
are all accounted for, social unrest differs across regions. The advanced economies,
which were used in the analysis as a reference region, have on average the highest
social unrest index. Within advanced economies, it is Europe that is more likely
to face social unrest than North America and other non-EU advanced economies.
East Asia, South East Asia and the Pacific are the regions where social unrest is

24 least likely (equations 1 and 2 in table 1C.3).
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Table 1C.4 Determinants of social unrest (2006-12) — Gini Index
1 2 3 4 5 6
Beta coefficients
Total Youth Total Youth Total Youth
unemployment unemployment unemployment unemployment unemployment unemployment
GINI (t-1) —0.0031***  —0.0046*** 0.0058* 0.004
[0.0009] [0.00101] [0.0032] [0.0043]
Median equivalised net income (t-1) 0.0000** 0.0000**
[0.0000] [0.0000]
Inflation (t-1) —0.0031** —-0.0042***  —-0.001 —0.000 0.0109*** 0.0098***
[0.0012] [0.0012] [0.0015] [0.0019] [0.0034] [0.0030]
GDP growth (t-1) -0.0096***  -0.0095*** -0.0058*** -0.0069*** -0.0059** —-0.0057**
[0.0015] [0.0019] [0.0017] [0.0022] [0.0024] [0.0023]
Government gross debt (% GDP) (t-1) 0.000 0.000 0.0002** 0.0002*** 0.001 0.001
[0.0001] [0.0001] [0.0001] [0.0001] [0.0008] [0.0009]
Unemployment (t-1) 0.0028*** 0.0047* 0.0132***
[0.0011] [0.0028] [0.0033]
Youth Unemployment (t-1) 0.0020*** 0.002 0.0063***
[0.0006] [0.0016] [0.0014]
Central and South Eastern Europe and CIS 0.002 0.022
[0.0270] [0.0271]
East Asia, South East Asia and the Pacific -0.2063***  -0.1644***
[0.0301] [0.0323]
Latin America and the Caribbean -0.013 0.018
[0.0322] [0.0346]
Middle East and North Africa —0.1330***  -0.0952**
[0.0439] [0.0443]
South Asia —0.0527# -0.027
[0.03271] [0.0352]
Sub-Saharan Africa -0.046 0.020
[0.0371] [0.0423]
Constant 0.5592*** 0.5753*** 0.091 0.194 0.083 0.159
[0.0426] [0.0451] [0.1793] [0.2522] [0.2321] [0.2356]
Observations 251 184 251 184 149 149
R-squared 0.534 0.561 0.248 0.3 0.645 0.641
Year FE YIES YES YIES YES N(ES YES
Region FE N(ES YES NO NO NO NO
Country FE NO NO YES YES YIES YES
Number of id_country 61 51 32 32

Robust standard errors in brackets.

*** p<0.01, ** p<0.05, * p<0.1, # p<0.15
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Main findings

Income inequalities have narrowed somewhat in the majority of emerging and
developing economies for which data exist. In these countries, poverty has
declined and the middle-income group is expanding. However, a closer look
shows that this is a fragile improvement. Many families have reached income
levels just above national or international poverty lines, with continued vul-
nerability to lapse back into poverty. In this respect, the policy challenge for
emerging and developing countries is to consolidate earlier gains, notably by
facilitating the transition to the formal economy, extending the reach of well-
designed minimum wages and building adequate and sustainable social protec-
tion systems.

In most advanced economies inequalities have widened over the past two years,
thereby resuming the trend that preceded the onset of the global financial crisis.
Indeed, while between 2007 and 2010 in the majority of advanced economies
income inequalities tended to fall, the opposite trend has been observed since
2010. Evidence also suggests a widening of wage inequalities, following a brief
pause in the immediate aftermath of the crisis. In addition, there is evidence of
increasing polarization of wages, suggesting that there has been a “hollowing in
the middle” of the wage distribution. And, as shown in Chapter 4, top incomes
recently resumed their upward trend in most advanced economies for which
information is available.

The result is that the size of the middle-income group has shrunk in the
majority of advanced economies over the past two decades. This trend seems to
have continued during the crisis for the countries for which data are available.
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Introduction

The issue of income inequality has received considerable policy attention, including
for its possible role in contributing to the global financial crisis." In addition, con-
cern has been expressed regarding the middle parts of the income distribution.
An analysis of middle-income groups is important for obvious economic rea-
sons — these groups contribute substantially to economic growth through higher
demand and investment in human capital.” But there are also socio-political rea-
sons for focusing attention on middle-income groups, which are widely consid-
ered to be essential for the stability of societies.” It has also been observed that “a
focus on middle-income groups does not exclude a focus on the poor but extends
it”! Policies that favour the development of middle-income groups have positive
effects on low-income groups as well, through the development of institutions
(legal, health, education, social insurance) that the middle-income groups support
politically and which benefit low-income households and families.

The chapter starts with an overview of recent trends in income distribution
and wage inequalities around the world (section A). Section B then focuses on the
shrinkage in the size and prospects of middle-income groups in advanced econ-
omies in recent decades and since the start of the global crisis. Section C examines
the contrasting trends observed in emerging and developing countries and assesses
the extent of the changes and their sustainability. Concluding remarks on policy
implications are offered in section D.

A. Trends in income and wage inequalities

Inequalities in total income distribution have declined, but still remain high,
in the majority of emerging and developing countries for which data exist...

The average Gini coefficient’ of income inequalities is around 30 in advanced
economies (with the exception of the United States) and over 40 in the majority
of developing and emerging countries — increasing to over 50 in many Latin
American and African economies (see figure 2.1). Over the past few years, income
inequalities have continued to decline in the majority of emerging and developing
economies, although they remain relatively large.

. ILO (2008).

. Castellani and Parent (2011); Ravallion (2009); Gigliarano and Mosler (2009).
. See, for example, Pew Research Center (2009); Pressman (2007).

. Birdsall (2010).

. 'The Gini coeflicient is the most commonly used measure of income inequality. The coefficient

R 00 N

ranges between 0 to 1, with 0 being perfect equality and 1 being perfect inequality. In this study,

in conformity with the literature, the coefficients will be referred on a scale between 0 and 100.
Gini coefficients are calculated based on disposable income, which corresponds to the total income
of houscholds from different sources (such as labour and capital) after taxes and other deductions
have been taken into account. Unless indicated otherwise, all income figures refer to equivalized
household income for advanced countries. For developing countries, data on consumption
expenditure are generally used instead of income, for availability reasons. It is also useful to measure
inequalities of labour incomes, which are a key component of total disposable income (Hoeller et al.,
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...while the opposite trend can be observed in advanced economies.

The 2012 issue of World of Work Report highlighted the decline in inequality, as
measured by the Gini coeflicient, in the majority of advanced economies between
2007 and 2010. This decline was owing to the strong adverse impact on capital
income gains, which are mostly held by individuals in higher income brackets.® The
opposite trend can be observed after 2010 (see figure 2.1) as the recovery of profits
— documented in Chapter 4 — has mainly benefitted the highest income groups.”

Wage inequality (as measured by the ratio between the highest 10 per cent of
earners and lowest 10 per cent of earners) decreased in the majority of advanced
economies during the height of the crisis (between 2007 and 2010), similar to the
trend for income inequality.® The decrease in wage inequality in many of these
economies may, however, be more reflective of job losses at the bottom of the earn-
ings distribution, rather than a real reduction in wage inequality. For example,
in some countries where the employment rate has continued to decline since the
crisis (e.g. Greece, Ireland, Italy, Portugal and Spain), the lowest wage earners rep-
resented the bulk of dismissals, so although job losses translated into reductions in
wage inequalities, this cannot be counted as an overall improvement.

The ratio of the incomes of the highest and lowest deciles is commonly used
to measure inequality, however this measure does not fully reflect changes in
other parts of the income distribution. This is because this measure, and others
focusing on overall inequalities in a society, are based on the principle that a
transfer of income from a richer to a poorer person decreases inequality (Pigou—
Dalton principle). However, if the transfer takes place between two individuals
who are on the same side of the median - e.g. from a person in the middle of the
income distribution to a person at the lower end — the general inequality measure
might not change. By contrast, polarization indices detect movement from the
middle of the distribution towards the tails.” It might also point to sources of
social strain within a society, even when measures of inequality are not showing
any dramatic changes."

Polarization of wages, in this Chapter, is measured by comparing median
carners with the highest and lowest paid groups. The ratio of median earners to the
lowest paid 10 per cent is known as the D5/D1 ratio, while the ratio of the highest
paid 10 per cent to the median earners is the D9/D5 ratio. Figure 2.2 shows that
the D5/D1 ratio either declined or remained relatively constant between the pre-
and post-crisis periods in 20 out of the 25 countries for which information is avail-
able. In general, during this period the D5/D1 ratio follows the same pattern as
the D9/DI ratio (not shown in the figure), which measures extreme inequality.

6. ILO (2012).

7. For example, in the case of the United States, the richest 7 per cent of the population saw their
average net worth increase during the first 2 years of the recovery (from 56 per cent of the nation’s
overall houschold wealth in 2009 to 63 per cent in 2011), while it declined for the remaining 93 per
cent (Pew Research Center, 2013), part of which can be explained by the resurgence in the pay of
chief executive officers in the top firms (see Chapter 4).

8. One notable exception is Germany, where, between 2007 and 2011, income inequalities declined
and wage inequalities increased. This can be partially explained by declining capital gains, along with
increased social expenditure per capita and as a percentage of GDP, which may have shored up non-
wage incomes at the lower end of the income distribution.

9. See Esteban and Ray (1994); Wolfson (1994); Zhang and Kanbur (2001); Seshanna and Decornez
(2003). See Macculi (2009) for further discussion.

10. See Esteban and Ray (1994).
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Figure 2.1 Income inequalities in 2007 and latest available year

Panel A. Developing and emerging economies, 2007 and 2010 (or latest available)*
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* The pre-crisis year is 2005 instead of 2007 for China and India; 2006 instead of 2007 for Chile, Jordan, Macedonia,
Mali, Panama, Philippines, South Africa, Thailand, Uganda; the post-crisis year is 2009 for Brazil, Chile, China, Costa
Rica, El Salvador, Honduras, Kazakhstan, Kyrgyz Republic, Macedonia, Malaysia, Philippines, Romania, Russian
Federation, Serbia, South Africa, Tajikistan, Thailand, Uganda, Ukraine.

Note: The figure shows the Gini coefficient of income distribution. A low (high) value corresponds to a relatively equal
(unequal) distribution of income.

Source: IILS calculations based on World Bank, World Development Indicators.

Panel B. Advanced economies, 2007 and 2011*
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* Countries are classified according to the change between 2010 and 2011.

Note: The figure shows the Gini coefficient of income distribution. A low (high) value corresponds to a relatively
equal (unequal) distribution of income.

Source: IILS calculations based on Eurostat and United States Census Bureau.

Figure 2.2 shows that, over the same period, the ratio between the best
paid 10 per cent and the median earners increased in 11 out of the 25 countries
(shown as the D9/D5 ratio). A combination of a shrinking or stable D5/D1 and
an increase in D9/D5 suggests a degradation of wage earners in the middle of
the distribution relative to the other two groups. This is seen to have been the
case for seven out of the 25 countries: Australia, Austria, Belgium, Greece, Hun-
gary, Switzerland and the United States. Greece provides an illustration of wage
polarization in an economy where wage inequality actually decreased — there was
a compression of relative earnings of middle-income earners (due to the worsening
employment conditions together with cuts in public-sector wages) but an increase

in the relative earnings of the best paid.
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Note: The figure shows the
changes in the ratio of
middle-wage earners to
low-wage earners (D5/D1)
and of top-wage earners to
middle-wage earners
(D9/D5), between 2007
(2006 if 2007 data not
available) and 2010.

Source: IILS calculations
based on OECD Stat
Extracts, ILO database for
Czech Republic.
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B. Middle-income groups in advanced economies

In the majority of advanced economies, the size
of the middle-income group has been shrinking...

There has been an increasing focus in both the literature and public media on the
decline of the middle-income group in advanced economies."" For example, in the
United States, it is found that both the size and income of this group shrank over
the past three decades (for the definition and measurement of the middle-income
group, see box 2.1). The share of adults living in middle-income houscholds in the
United States (measured as those with an income between 67 per cent and 200 per
cent of the national median) fell from 61 per cent to 51 per cent between 1970 and
2010, while their median income declined by 5 per cent'”.

There has been a fall in the share of the population in the middle-income
group in the majority of advanced economies over the past two decades (figure 2.3).
However, results have not been uniform, and public policy and institutions seem
to have played a partial role in explaining the differences between the observed
changes in the sizes of the middle-income groups (see box 2.2 for post-crisis trends).

...which has been attributed to job polarization,
but also to public policy and institutional factors.

The hollowing of the middle of the distribution in advanced economies has been
explained in the literature by several different factors. It is first argued that there
has been a significant job polarization in the past decades, both in the United
States and in Europe, which might explain the decline in the middle-income
group. Job polarization refers to simultanecous growth in employment at the two

11. See, for example, Boushey and Hersh (2012); Pew Research Center (2012); Campbell (2013).
12. Pew Research Center (2012).
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Box 2.1 Defining and measuring the middle-income group

Defining the middle-income group is not straightforward. First, it should be determined
whether relative or absolute intervals will be used (this determination is also a problem
when measuring poverty). While there is no complete consensus in the literature, rela-
tive measures (indicating the share of those who live with an income around a certain
percentage of the median) are preferred for developed countries and absolute measures
(indicating the percentage of those who live on more than or less than a certain amount
of money per day) are preferred for developing economies. By way of illustration, it is
considered reasonable to define poverty in developing countries as not having access
to a bundle of essential food and non-food goods, while in developed economies a
bundle of goods satisfying only basic needs is not usually considered a good indicator
of poverty.

When determining the intervals to be used, different values can be found in the literature:

® |n the case of relative measures the most commonly used intervals are between
75 per cent and 125 per cent of the median household (units of consumption or indi-
vidual) income (or expenditure) (Pressman, 2007; Thurow, 1987) or between 70 per
cent and 150 per cent of the median income (Bigot et al., 2011; Frick and Krell,
2010). The choice of the lower boundary is linked to the poverty line, which is often
set at 60 per cent of median income in advanced countries. With a lower bound at
70 per cent or 75 per cent of median income, those who are immediately above the
poverty line are excluded from the definition of the middle-income group. The choice
of an upper bound seems more arbitrary. The 125 per cent limit introduces symmetry
in the definition of the percentage below and above the median. However, to distin-
guish the rich from the upper-middle-income group, an income higher than 125 per
cent of the median might be required. While it is sometimes argued that the precise
definition of the middle-income group does not affect the changes observed (Pew
Research Center, 2012) (this seems to be the case for 125 per cent and 150 per
cent boundaries), it is also argued that as the upper bound increases (for example,
up to 300 per cent of median income), different trends might be found (Atkinson and
Brandolini, 2011).

® |n the context of absolute measures, intervals such as those living between USD 2 and
USD 20 per day or between USD 2 and USD 13 per day (USD 13 per day being the
poverty line in the United States) are commonly used. However, different upper and
lower bounds might give significantly different results. Moreover, the lower boundary
of the middle-income group in absolute terms (USD 2 per day), which is the inter-
national upper boundary for measuring poverty in developing countries (as defined
by the World Bank), falls well below national poverty rates in some countries. Such a
threshold might lead to overestimation of the size of the middle-income group and not
correctly reflect national distribution in some cases (OECD, 2010). Higher thresholds,
for allowing comparisons with advanced countries, can also be found in the literature.
For example, Kharas and Gertz (2010) set USD 10 per day as a lower bound (poverty
line in Portugal and Italy) and USD 100 per day as an upper bound (twice the median
income of Luxemburg) in order to obtain a common definition of the middle-income
group in all countries.

Throughout this chapter, relative measures are used for advanced economies, while dif-
ferent absolute measures are used for developing and emerging economies according
to their income levels.
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Figure 2.3 Middle-income group (earning 70-150 per cent of equivalized median
income) as a share of total population, selected advanced countries,
beginning of 1990s and 2009*
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* Data for Norway are 2008 data instead of 2009; data for Australia, Canada, [Taiwan, China] and France (for
database incompatibility reasons; see Bigot et al., 2011) are 2005 data instead of 2009; data for the Republic of
Korea are 2010 data instead of 2009.

Note: The middle-income group is defined as earning 70-150 per cent of median income except in the United
States, where it is defined as 67-200 per cent of median income (Pew Research Center, 2012) and in the Republic
of Korea where it is 50-150 per cent of median income.

Sources: IILS based on Bigot et al. (2011), Statistics Norway, Pew Research Center (2012) and Choi et al. (2013).

tails of occupations (highest skilled and lowest skilled) matched by a contraction
in the middle."” This phenomenon is found to be linked to technological pro-
gress and globalization, and there is evidence that some job polarization occurred
during the 2008 crisis."*

However, other authors contend that job polarization falls short of explaining
both wage polarization and the rise in wage inequalities (especially the dramatic
rise in top earnings) observed over the past two decades.” They argue that pol-
icies and institutional settings not only directly modify the income distribution,
but can also shape the impact of technological progress and globalization through
labour market legislation and fiscal, tax, trade and education policies. Indeed, in
many advanced countries a loosening of such policies has been observed, notably
in regard to employment protection legislation and the progressivity of the tax

1
system."®

13. For studies in this area, see Abel and Deitz (2012); Acemoglu and Autor (2011); Goos and
Manning (2007).

14. See Jaimovich and Siu (2012).

15. See Mishel et al. (2013) and Koske et al. (2012).

16. ILO (2011a).
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Box 2.2 Post-crisis trends in the middle-income group?®

In Norway, where the middle-income group has shrunk slightly in the past decades, an increase was
observed between 2007 and 2009 (figure 2.4), where the middle-income group increased from 69.3 per
cent to 70.3 per cent. In spite of the weak employment performance, the gain can be attributed to
improvements in social expenditures. During this period, there was a strong improvement in the income
of the elderly (who tend to fall in the lower end of the economic spectrum) owing to new legislation; and
there was a new cohort of pensioners with more extensive benefits that entered to the system in 2007
(OECD, 2009). Moreover, a substantial increase in state minimum pensions was introduced in 2008.
Linked to these changes, social expenditures increased from 20.5 per cent of GDP in 2007 to 23 per cent
in 2010. More recent data, however, show that the middle-income group declined slightly between 2009
and 2011 (from 70.3 per cent to 69.8 per cent). In this period, both low- and middle-wage occupations
declined (with a more important decline in the latter) while high-wage occupations improved.®

In Spain, the national data show a considerable decline in the size of the middle-income group after
the crisis, from 50 per cent to 46 per cent between the end of 2007 and the end of 2010. Addition-
ally, an analysis of mobility across income deciles showed net declines of those who moved within the
middle-income group.© After implementing a fiscal stimulus package at the onset of the crisis, Spain
undertook an ambitious fiscal consolidation plan in May 2010. Salaries for public sector workers were
reduced by 5 per cent, and many other spending cuts — including cuts to education, housing and health-
care spending — that adversely impacted middle groups were introduced.® The employment rate also
decreased sharply and was 7 percentage points below pre-crisis rates in 2010 (as shown in Chapter 1).
This fall was particularly strong for mid-wage occupations (more than 1.2 million), while the number of
workers in higher-wage occupations continued to rise (by around 200,000).

In the United States, the size of the middle-income group declined between 2007 and 2010 from
52.5 per cent to 51 per cent, continuing a trend observed in the previous three decades. While job
polarization has been found to have contributed to this decline to some extent (Acemoglu and Autor,
2011) important institutional changes also occurred during this period. The already low trade union den-
sity declined from 12.9 per cent in 2001 to 11.3 per cent in 2011 and the union coverage rate fell from
14.5 per cent in 2002 to 13.1 per cent in 2010. As middle-wage earners are more likely to be union
members, the erosion of trade unions might have contributed to the decline of the middle-income group
(Card et. al, 2003). At the same time, the top personal tax rate declined from 39.6 per cent to 35 per cent
between 2000 and 2010, allowing the post-tax income distribution to skew more towards high-income
brackets. Finally, although the United States’ employment protection legislation index® remained stable
during the past decade, it is one of the lowest among advanced countries (0.21).

Figure 2.4 Change in the size of the middle-income group,
2007 and 2010 (as a percentage of total population)

75 [ ] 2007
70 4 B 2010
65 |
60

Source: lILS calculations based on Spanish Statistical
55 | Office (Living Conditions Surveys), Pew Research
Center (2012), and Norway Statistics.

50 | Note: The middle-income group is defined as earning
70-150 per cent of median equivalised income, except
in the United States where it is defined as 67-200 per

45 cent of median income. Data for Norway are 2011.

Spain United States Norway

2 Calculations are based on national data, hence levels are not always comparable with those in figure 2.3.

® |ILS calculations based on Eurostat data. High wage occupations comprise managers, professionals; mid-wage occupations
technicians and associate professionals, clerical support workers, craft and related trades workers; and low-wage occupations
service and sales workers, skilled agricultural, forestry and fishery workers, plant and machine operators, and assemblers,
elementary occupations.

¢ Based on Eurostat, transitions of income by decile. This suggests that the shrinking of the middle-income group may result from
more people moving downwards into lower income groups rather than upwards.

¢ See ILO (2011b) for further policy changes.

¢ The employment protection legislation index of the OECD is based on legislation for temporary and permanent contracts. This
indicator ranges from O to 6, with a higher score representing stricter regulation (OECD, 2011).
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C. Middle-income groups in emerging
and developing economies

In developing and emerging economies the size
of the middle-income group has increased...

As noted, in developing and emerging economies absolute incomes are more fre-
quently used to determine the size of the middle-income group; many different
intervals are set in the literature (see box 2.1). In this study, an income of USD 4
to USD 13 per day is used to identify the middle-income group in low-income
economies, while an income of USD 6 to USD 20 per day is used for lower-
middle-income economies.'” In upper-middle-income economies, an interval of
USD 10 to USD 50 is used." These intervals exclude the vulnerable group living
with an income just above the poverty line in each group of economies (referred
to as the “floating group”). While not currently living below the relevant poverty
line, those in this group have a high risk of falling into poverty. The results are
shown in figure 2.5.

Figure 2.5 Sizes of different income groups in emerging and developing economies, 1999-2010
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Note: The figure shows estimates of the number of people, in millions, by
income group (based on World Bank classifications). For a complete list
of economies in each income group and definition of income thresholds,
see Appendix A. For the majority of countries the data are estimated from
consumption surveys. Survey coverage is less than 50 per cent in Middle
East and North Africa in 2010 and in South Asia in 1999.

Source: IILS calculations based on PovcalNet data of the World Bank.
2010 data are estimates.

2008 2010

. Middle-income group
(USD 10-50)

17. Based on World Bank classification of member economies (July 2012); all figures in 2005
purchasing power parity.

18. In upper-middle income-economies poverty is defined as less than USD 4 per day, following the
methodology of Ferreira et al. (2013).
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... but progress remains fragile, and poor and vulnerable people still
represent the majority of the population.

The size of the middle-income group was estimated at 694.1 million in 2010, an
increase from 263.2 million in 1999, with more than two-thirds located in upper-
middle-income countries."”” However, the vulnerable “floating group”, i.c. those
just above the poverty level, represents an even larger proportion of the population
in developing economies:

® The floating group was close to three times the size of the middle-income group,
having increased from 1,117 million in 1999 to 1,925 million in 2010, with the
majority (54 per cent) located in low- and lower-middle-income economies.

® In lower-middle-income economies, the growing number of people in the
floating group mirrors the decline in the number of poor people, and repre-
sents their positive progress out of poverty, although they remain vulnerable

to falling backwards.

® In low-income economies, the number of poor actually increased (while their
share in the population decreased in the majority of countries). This is attrib-
utable in part to population growth and also indicates the fragility of the eco-
nomic progress in these economies.

® [n upper-middle-income economies, the increase in the middle-income group
outpaced that of the floating group. Between 1999 and 2010 the size of the
middle-income group more than doubled, from 175 million to 484 mil-
lion, while the floating group increased by 80 per cent, from 497 million to
888.8 million. Nevertheless, the total number of poor and vulnerable people
still represents the majority of the population in most economies (see figure 2.6,
panel C). Moreover, as the Global Employment Trends 2013 report indicates,
the crisis has led to a slowdown in poverty reduction that could adversely affect
growth of the emerging middle class.*

Important differences may also be observed in the trends in middle-income groups
by region: with the most striking expansion in Asia and Latin American econ-
omies, and more heterogencous growth in African economies.”’ The differences
can partly be explained by growth and employment performance, but social pol-
icies have also played a role. Social policies that reduce inequality are particularly
important, as research demonstrates that more economic growth is required to
alleviate poverty where inequality is high.**

In Asia, the middle-income group increased in all countries for which data
are available over the past decade. The main drivers of this change have been
China, where 107 million people have joined the middle-income group over the
past decade, and India, where almost 15 million people have done so. In China
(an upper-middle-income economy), growth in the middle-income group has been

19. In upper-middle-income economies the majority of those in the middle income group are in the
USD 10-20 range: 351 million of the 484 million in 2010.

20. ILO (2013).

21. All income groups (poor, floating and middle income group) are calculated using ranges
corresponding to the income level of the country as indicated in the text.

22. Many studies suggest that high inequality can reduce the impact of growth on poverty, thus
hampering the pace of poverty reduction: Berg and Ostry (2011); UN-DESA (2010); UNRISD
(2010); Fosu (2009); Bourguignon (2004); Ames et al. (2001); Chen and Ravallion (2001).
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Figure 2.6 Incidence of different income groups in emerging and developing
economies, selected economies, 2010 (percentage)
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cent in Middle East and North Africa in 2010 and in South Asia in 1999.
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well documented.” Over the same period, the share of the poor in the population
decreased by more than 30 percentage points (less than USD 4 per day), while the
floating group increased by 23 percentage points and constituted 33 per cent of the
population in 2010 (see figure 2.6, panel C). High and increasing inequalities (an
increase in the Gini coefficient from 39.2 to 42.1 between 1999 and 2009) might
have curtailed the expansion of the middle-income group somewhat.

India (a lower-middle-income economy) also experienced a significant decline
in the share of poor individuals (less than USD 2 per day) between 1999 and 2010
(from 79 per cent to 69 per cent), while the floating group increased by an almost
equivalent amount (10 percentage points). The gain in the middle-income group
over the period was only 1 percentage point. As shown in figure 2.6, panel B, the
poor and vulnerable represent 97 per cent of the population. Importantly, inequal-
ities also increased between 1999 and 2010 by 4 percentage points (an increase in
the Gini coefficient from 29 to 34).

In Latin America, after experiencing stagnation in the 1990s, the middle-
income group increased significantly in the majority of countries for which data
are available in the past decade. It should, however, be noted that the majority of
the population in most economies is still in the floating group and so faces the risk
of falling back into poverty.

AmongLatin American economies that are in the upper-middle-income group,
the growth in the size of the middle class was particularly high in Brazil (increase
of 16 percentage points) between 1999 and 2010. Poverty rates also decreased con-
siderably; while the floating group increased marginally. While economic growth
was also strong, a striking decline in inequality in terms of the Gini coeflicient
was also observed (by more than 5 points). The country also implemented ambi-
tious labour and social policies, such as minimum wage increases (see Chapter 3),
extension of social protection, policies that have encouraged greater job quality
(such as rising formalization) and public employment programmes, and increased
investments in health, education and infrastructure. Although the main objective
of many of these programs was to alleviate poverty, such redistributive measures
have helped reduce inequality and increase the size of the middle-income group.

In Honduras (a lower-middle-income country), the size of the middle-income
group increased by 46 per cent, from 1.3 million to 1.9 million between 2005
and 2008, as the average GDP growth rate of 6 per cent was accompanied by
a reduction in inequality. However, inequality began to increase again in 2008
and, coupled with negative GDP growth in 2009, slowed the pace of growth in
the middle-income group to 10.5 per cent between 2008 and 2010, rising from
1.9 million to 2.1 million.

In the Middle East and North Africa (MENA), over the past decade, the
majority of countries in the region for which data are available experienced a decline
in poverty rates and an increase in the size of the middle-income group. However,
in most economies the floating group contains the largest share of the population.
Part of the improvements can be explained by the implementation of economic
reforms that led to improved job creation — particularly in countries such as
Morocco. Nevertheless, the situation remains fragile, as the role of government
as the main jobs creator still remains important in terms of the overall size of the
middle-income group.

23. See, for example, Asian Development Bank (2010); Chun (2010); Ravallion (2009).

World of Work Report 2013: Repairing the economic and social fabric



Among lower-middle-income countries in the MENA region the increase in
the size of the middle-income group over the past decade was particularly strong
in Morocco, where it more than doubled, from 4 million in 1999 to 9 million in
2010. In this country the number of poor individuals declined by 61 per cent and
the floating group increased by 18 per cent. However, the poor and vulnerable still
represented 70 per cent of the population in 2010.

Among upper-middle-income countries in the region, the decrease in pov-
erty rates was significant in Jordan and Tunisia. In Jordan the number of poor
people decreased by 33 per cent between 1999 and 2010, while the floating group
increased by 73 per cent, from 1.9 million to 3.4 million, and the middle-income
group more than doubled, from 0.4 million to 1.1 million. In Tunisia, where the
number of poor decreased by 39 per cent, the floating group increased by 43 per
cent and the middle-income group doubled, from 1.1 million in 1999 to 2.2 mil-
lion in 2010.**

The middle-income group is least represented in Sub-Saharan Africa, where
the majority of countries in this region have a high percentage of poor and vul-
nerable groups in the population. However, there has been some progress due to
strong economic growth coupled with a reduction in income inequality in some
countries.

Among low-income economies, middle-income groups represented 10 per
cent and 13 per cent of the population in Uganda and Togo, respectively, in 2010,
up from 4 per cent in the former and 7 per cent in the latter in 1999. The share
of poor individuals in the population declined significantly in both countries
between 1999 and 2010, by 12 percentage points in Togo (from 67 per cent in
1999 to 55 per cent) and 22 percentage points in Uganda (from 83 per cent to
61 per cent). Over the past decade, the share of the floating group increased by
about half of the decline in poverty in both countries and the share of the poor
and vulnerable together represented roughly 90 per cent of the population in 2010.

Among lower-middle- and upper-middle-income countries in sub-Saharan
Africa the share of the middle-income group grew in South Africa (from 12 per
cent to 18 per cent), in Gabon (from 6.3 per cent to 22 per cent) and Cape Verde
(from 12 per cent to 25 per cent) between 1999 and 2010. In both Cape Verde
and Gabon, there was a significant decline in poverty, as the share of poor indi-
viduals in the population declined by roughly 20 percentage points in Cape Verde
(from 45 per cent of the population in 1999 to 24 per cent in 2010) and 34 per-
centage points in Gabon (from 62 per cent to 28 per cent) over the same period.
The floating group increased in both countries, but by less than half the decline in
poverty in Cape Verde, where it increased by about 7 percentage points. In Gabon
the floating group increased by 18 percentage points. Strong growth played a role
in both economies, but was accompanied by the achievement of many social pri-
orities. Cape Verde, in particular, is part of the group of African economies that is
on track to attain all eight of the Millennium Development Goals by 2015.

24. It should be noted that Tunisia’s poverty data were revised upwards after the January 2011
revolution (see National Statistics Institute, Tunisia for updated data: hetp://www.ins.nat.tn, and
ILO (2011c) for a more detailed discussion on poverty and social protection in Tunisia). 39
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D. Policy challenges

The creation of more and better jobs is a significant factor in achieving a more bal-
anced distribution of income in both advanced and developing economies. As dis-
cussed in Chapters 4 and 5, this will require job-friendly macroeconomic policies,
more productive investment and well-designed employment programmes. Public
policies that bolster the incomes of poor and vulnerable groups, such as minimum
wages (as discussed in Chapter 3), are also needed, as well as social protection
systems, such as unemployment benefits, pensions and social transfers, and well-
designed tax policies.

In developing countries, the most important policy challenge is to consoli-
date recent progress in reducing poverty and inequality and to provide a social
protection floor to the “floating group” that lies just above the poverty line. Those
in vulnerable groups often work in the informal sector and so measures to extend
labour law and social protection to informal enterprises are one important aspect
of the challenge.”

In both advanced and developing countries, access to better health and
education are correlated with stronger middle-income groups.*® Public policies
aimed at promoting decent work opportunities and reducing inequalities, both in
monetary and non-monetary terms, allow the vulnerable to strengthen their pos-
ition and take advantage of opportunities to move up the income ladder.

While these public policies help to create and solidify middle-income groups,
those middle-income households are also important contributors to domestic
demand. Thus they can contribute to a virtuous circle of sustainable growth.

25. OECD (2010).

26. See, for example, Asian Development Bank (2010) and African Development Bank (2011).
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Appendix A

Country classifications by income level

Low-income economies

Lower-middle-income economies

Upper-middle-income economies

Bangladesh (BGD)
Benin (BEN)

Burkina Faso (BFA)
Burundi (BDI)
Cambodia (KHM)
Central African Republic (CAF)
Chad (TCD)

Comoros (COM)
Congo, Dem. Rep. (ZAR)
Ethiopia (ETH)
Gambia, The (GMB)
Guinea (GIN)
Guinea-Bissau (GNB)
Haiti (HTI)

Kenya (KEN)

Kyrgyz Republic (KGZ)
Liberia (LBR)
Madagascar (MDG)
Malawi (MWI)

Mali (MLI)

Mauritania (MRT)
Mozambique (MOZ)
Nepal (NPL)

Niger (NER)

Rwanda (RWA)

Sierra Leone (SLE)
Tajikistan (TJK)
Tanzania (TZA)

Togo (TGO)

Uganda (UGA)

Albania (ALB)
Armenia (ARM)
Belize (BLZ)
Bhutan (BTN)
Bolivia (BOL)
Cameroon (CMR)
Cape Verde (CPV)
Congo, Rep. (COG)
Cote d’Ivoire (CIV)
Djibouti (DJI)
Egypt (EGY)

El Salvador (SLV)
Fiji (FJI)

Georgia (GEO)
Ghana (GHA)
Guatemala (GTM)
Guyana (GUY)
Honduras (HND)
India (IND)
Indonesia (IDN)
Irag (IRQ)

Lao PDR (LAO)
Lesotho (LSO)
Micronesia (FSM)
Moldova (MDA)
Morocco (MAR)
Nicaragua (NIC)
Nigeria (NGA)
Pakistan (PAK)
Papua New Guinea (PNG)
Paraguay (PRY)
Philippines (PHL)
Sao Tomé and Principe (STP)
Senegal (SEN)

Sri Lanka (LKA)
Sudan (SDN)
Swaziland (SWZ)
Syria (SYR)
Timor-Leste (TMP)
Ukraine (UKR)
Viet Nam (VNM)
West Bank and Gaza (WBG)
Yemen (YEM)
Zambia (ZMB)

Algeria (DZA)

Angola (AGO)
Argentina (ARG)
Azerbaijan (AZE)
Belarus (BLR)

Bosnia and Herzegovina (BIH)
Botswana (BWA)

Brazil (BRA)

Bulgaria (BGR)

Chile (CHL)

China (CHN)

Colombia (COL)

Costa Rica (CRI)
Dominican Rep. (DOM)
Ecuador (ECU)

Gabon (GAB)

Iran (IRN)

Jamaica (JAM)

Jordan (JOR)
Kazakhstan (KAZ)
Latvia (LVA)

Lithuania (LTU)
Macedonia, FYR (MKD)
Malaysia (MYS)
Maldives (MDV)
Mexico (MEX)
Montenegro (MNE)
Namibia (NAM)
Panama (PAN)

Peru (PER)

Romania (ROM)
Russian Federation (RUS)
Serbia (SRB)
Seychelles (SYC)

South Africa (ZAF)

St. Lucia (LCA)
Suriname (SUR)
Thailand (THA)

Tunisia (TUN)

Turkey (TUR)
Turkmenistan (TKM)
Uruguay (URY)
Venezuela, Bol. Rep. of (VEN)

Source: World Bank. Economies are classified according to 2011 gross national income (GNI) per capita.

Note: Low-income corresponds to: USD 1,025 or less; lower-middle-income: USD 1,026-4,035; upper-middle-income:

USD 4,036-12,475.

Income classifications set on 1 July 2012 and calculated using the World Bank Atlas method (http://siteresources.worldbank.org/

DATASTATISTICS/Resources/CLASS.XLS).
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Role of minimum
wages in rebalancin
the cconomy

Main findings

® Minimum wages can be a powerful tool for supporting decent work goals and
can be a crucial complement to the strengthening of social protection floors
and poverty alleviation efforts. This tool has become even more relevant as many
of these countries need to boost domestic sources of growth in order to counteract
the weakening of exports to crisis-hit advanced economies. Rising minimum
wages can help to rebalance sources of growth even with limited fiscal space.

® This chapter shows that, for the above benefits to be reaped in the context
of the present crisis minimum wage systems need to be well designed. First,
the coverage of minimum wage systems should be improved. About half of
the 151 countries for which data exist do not have a comprehensive system of
minimum wages. Partial coverage reduces the effectiveness of minimum wages
as a demand management tool. It also runs the risk of creating unfair competi-
tion between enterprises and sectors.

® Sccond, the level of minimum wages should be carefully considered. Too low
a level reduces the relevance of minimum wages; too high a level runs the
risk of firms refusing to comply with minimum wage legislation. Setting the
level of minimum wage is a complex matter and this chapter provides inter-
esting insights into recent innovations, such as those employed in Costa Rica
and India. These countries have managed to achieve higher compliance rates
through regular updates of the system, involvement of social partners and
enhanced enforcement institutions.

® Third, good design can help to support the goal of improving incomes in the
informal economy and reducing wage inequality. This chapter finds a positive
association between minimum wages and earnings in the informal economy
in majority of the countries for which detailed analysis could be performed.
Countries that have improved compliance were able to reduce wage inequality.
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® Fourth, empirical analysis suggests that the direct effect of minimum wages
on employment levels in developing countries has tended to be small or insig-
nificant. However, if carefully crafted, minimum wages can have important
indirect effects in terms of developing new markets and increased aggregate
demand, thus paving the way for new investment opportunities and job growth

(see also Chapter 4).

Introduction

In recent years, there has been growing interest in the role of minimum wages
in promoting social justice by improving the lives of low-paid workers, and also
in rebalancing national economies. In Brazil, a stronger national minimum wage
and “Bolsa familia” — a conditional cash transfer programme — are two of the
most widely credited measures to explain the reduction of poverty, which has
fuelled the country’s economic engine.' In China, coordinated minimum wage
increases across Provinces have been a key part of a strategy to reduce inequality
and rebalance the economy, encouraging stronger domestic consumption in the
face of falling export demand and reduced scope for investment-led growth. In the
United Kingdom, where minimum wages were introduced at the beginning of the
twentieth century, abolished in the 1980s and reinstated in the 1990s, a survey of
political experts has identified the national minimum wage as a successful Gov-
ernment policy.2 In the United States, too, a higher minimum wage has come to
be seen by many as a way to reduce poverty and inequality and provide a stimulus
to the economy with potentially favorable fiscal effects, including through reduced
costs of anti-poverty programs and increased tax revenue.’

The present chapter discusses the potential of minimum wage policies to rebal-
ance domestic economies. It first reviews the linkages between minimum wages
and aggregate demand, including recent findings from the literature regarding the
effects of minimum wages on inequality, poverty and employment (section A).

The chapter then examines how the impact of minimum wages on aggregate
demand depends on the inclusion of specific design features (section B). It analyses
the role of minimum wage coverage and provides new estimates of the proportion
of workers who are entitled to minimum wages in selected countries, illustrating
how widely legal coverage can vary across countries. The section then emphasizes
the importance of setting minimum wages at an appropriate level, in a way that
balances the needs of workers and their families with economic factors, to avoid
counter-productive macroeconomic and employment effects. It compares the level
of minimum wages across a diverse group of countries, estimating a set of indi-
cators frequently used in the literature. Section B also highlights how the effect-
iveness of minimum wages ultimately depends on compliance and enforcement
institutions. Finally, section C considers the aggregate demand and employment
effects of minimum wages, taking the design features described in the previous
section into account.

1. See, for example, The Economist, 14 Nov. 2009, “A special report on business and finance in
Brazil” and de Melo et al., 2012.

2. See http://www.instituteforgovernment.org.uk/pdfs/PSA_survey_results.pdf and heep:/www.
bbe.co.uh/news/uk-politics-118969712print=true

3. “US minimum wage rise makes sense”, Financial Times, 20 Feb. 2013.
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A. Minimum wages and jobs: A review of the literature

Minimum wages can help to rebalance the economy...

As noted in Chapter 1, the global crisis has had significant negative repercus-
sions for labour markets in many parts of the world and recovery has been uneven.
Chapter 2 shows that inequalities including wages has increased in the majority of
advanced countries for which data are available, and in developing and emerging
economies they remain relatively high, suggesting that the benefits of recovery may
be unevenly shared. At the same time, in many economies average real wages have
been stagnating or declining (ILO, 2012). These recent changes have taken place
in the context of two longer term trends: namely, the growing inequality in the
personal distribution of wages and the decline in the share of labour compensa-
tion in national income in a majority of countries for which data are available. Pre-
vious issues of the World of Work Report have documented how the labour income
share — the share of domestic income that goes to labour — has declined over the
long term, with the exception of a temporary counter-cyclical increase in 2009
(ILO, 2011).

In many instances, these trends have contributed to weakening domestic
aggregate demand, though the effects in some countries were mitigated by debt-
financed consumption, with household debt becoming a substitute for higher
wages as a source of consumption demand. This has been the case in the United
States, for example, where consumption increased rapidly prior to the crisis in spite
of stagnating median wages and where strong private consumption was accompa-
nied by trade deficits and capital inflows. Other countries, such as China, Ger-
many and Japan compensated for the stagnant domestic demand with export-led
growth strategies and current account surpluses. These two models were naturally
interconnected as the debt-driven growth of some countries was the facilitating
factor in the export-led growth of other countries (Hein and Mundt, 2012). The
crisis, however, showed that such internal and global imbalances were unsustain-
able. To enable a sustainable recovery, it is imperative that, in the future, countries
with an export surplus rebalance their economies from external to internal sources
of demand, while countries with an export deficit that are reliant on household
debt will need to base their recovery on income-led consumption and investment
rather than debt-led consumption and investment.

In such a context, minimum wages, if set and operated effectively, can play
a useful role in weathering the crisis, as they can help to reduce inequality and
support aggregate demand by transferring resources to low-paid workers. Such
redistribution can have a positive demand effect because the marginal propensity
to consume out of wages is greater than the marginal propensity to invest out
of profits." Higher wages can also encourage investment, as enterprises will only
invest if they anticipate adequate demand from consumers (see Chapter 4). Higher
income from minimum wages among the low- and middle-income groups can lead
to a virtuous cycle of greater consumption and investment and also create more
employment opportunities.

It must be borne in mind, however, that this positive scenario is not the
only possible outcome. The overall macroeconomic impact of a minimum wage
depends not only on how it affects consumption and investment, but also on how

4. Herr, et al., 2009; Lavoie, 2009; Stockhammer, 2012; Stockhammer, et al., 2007. 47
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it affects competitiveness and whether it affects net exports and if so by how much.
The net effect therefore depends on country-specific circumstances. The strategy
of raising the minimum wage may be more challenging for small open developing
economies that derive most of their demand from abroad, if their exports are very
sensitive to prices, that is, if they compete primarily on price rather than quality.
In countries where domestic consumption is a large part of the economy or where
export industries are moving up the value-added chain the environment is likely
to be more permissive.

The role of minimum wages in boosting domestic demand in times of crisis
can be illustrated by the case of the Latin American economies. Many of these
economies raised minimum wages, which not only supported consumption but
also boosted investment and growth (ECLAC, 2012). In many of these economies
the rise in minimum wages also contributed to the creation of a middle class, thus
creating room for autonomous growth and enhancing social cohesion. It is worth
noting in this context that Latin America is one of the few regions where the risk
of social unrest has abated (Chapter 1).

...because they can reduce inequality...

Recent research traces the channels through which minimum wages can act to
boost demand. First, there is the redistributive effect of minimum wages towards
low-paid workers with a high propensity to consume. Minimum wages have been
shown to reduce wage inequality in the lower tail of the earnings distribution in a
number of advanced economies.’ In the United Kingdom, for instance, minimum
wage increases during the period 1999-2007 were associated with a systematic
annual reduction in lower tail wage inequality (Dolton et al., 2010), while in the
United States the erosion of minimum wages has actually resulted in a rise in in-
equality in the lower tail of the wage distribution (Autor et al., 2010).

Research also lends support to the premise of the equality-enhancing role of
minimum wages in developing economies.® In Indonesia minimum wages have
helped to reduce wage inequality at the bottom end of the wage distribution, while
in Colombia minimum wages benefited those houscholds in the 25th and 80th
centiles of household income distribution. In Brazil minimum wage increases
translated into greater improvements for middle-income groups than for their low-
income counterparts. Most of these studies also show that the low-paid, low-skilled
and women benefit from minimum wages to a greater extent than other groups.
They also have an effect on average wages. For example, according to evidence for
Latin America, a 10 per cent increase in minimum wages would entail an increase
in average wages of between 1 and 6 per cent (Cunningham, 2007). A 1 per cent
increase in minimum wages lowered the incidence of poverty by 0.12 percentage
points in Nicaragua (Alaniz, et al., 2011) and by 0.22 percentage points in Hon-
duras (Gindling and Terrell, 2010).

5. See, for example, Lee (1999) for the United States; Butcher et al. (2012), Dickens and Manning
(2004) and Dolton et al. (2010) for the United Kingdom; and Vaughan-Whitehead (2011) for other
European countries.

6. This paragraph is based on the following empirical evidences: Chun and Khor (2010), for
Indonesia; Arango and Pachén (2004) for Colombia; and Lemos (2007, 2009) for Brazil.
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...without hurting employment.

One potential risk with minimum wages is that they may hurt employment
if they are set too high. The recent literature, particularly careful micro-eco-
nomic studies, suggests that in most cases there are only small or no negative
employment effects of minimum wages. This is confirmed by two recent reviews
of the empirical literature. First, a review of 64 recent studies on the impacts
of minimum wages in the United States concluded that there was little or no
evidence of a negative employment impact (Doucouliagos and Stanley, 2009).
Second, a review of 55 studies in 15 industrial countries found that not only
were the effects of minimum wages different across countries, but also the size
of the effects were small (Boockmann, 2010). Many economists now believe that
the employment effects of minimum wages are minimal (Chipman, 2006). The
United Kingdom Low Pay Commission reached the same conclusion after com-
missioning a large body of research during the first 10 years of the country's new
national minimum wage (The Low Pay Commission, 2009). And 4 years after the
onset of the crisis, the most recent research has continued to find little evidence
of significant adverse employment effects.” Some studies still find that minimum
wages reduce employment of teenagers and low-skilled workers (Neumark and
Washer, 2008).° Yet, even those studies tend to find relatively small effects, with
the implication that minimum wages generally increase the share of earnings
going to low-paid workers.

A growing body of evidence is also now available for developing economies.
The employment effect of minimum wages has been found to depend on the eco-
nomic context, level at which the minimum wages are set, the extent of enforce-
ment and the labour market peculiarities and institutions prevailing in each
country (Lemos, 2004). Ni, et al. (2011) using data from China from 2000 to 2005
found no significant overall effects on employment, with negative employment
effects in one region and positive employment effects in two regions. Similarly, in
an analysis on Brazil covering the period 1982 to 2004, Lemos (2007) found no
employment effects of minimum wages, either in terms of the number of jobs or
in terms of working hours. Similar results arise from studies on Indonesia. Rama
(2001) found that doubling the minimum wage had negative employment effect
but the results varied according to the size of the enterprise — negative employment
effects for firms with fewer than 20 workers and a positive effect for medium-sized
and large firms. Suryahadi et al. (2001) also found that a 10 per cent increase in the
minimum wage would reduce employment by 1.2 per cent. More recent empirical
evidence has shown that a minimum wage hike in Indonesia was associated with a
net increase in total (formal and informal) employment: the increase in informal-
sector employment more than offset the corresponding loss of jobs in the formal
sector (Chun and Khor, 2010; Comola and de Mello, 2009).

7. 'The Low Pay Commission Report (2012), p. 56, and see Dolton et al. (2010).

8. According to Dolton et al. (2010), the diversity in empirical findings could be largely due to the

use of different estimated parameters or methodologies, different types of data, different indicators,

different age-groups and different macro indicators, which not only makes comparison difficult, but

also exacerbates the difficulty of pinpointing the net employment effects. 49
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B. Key design features of minimum wage systems

The effectiveness of minimum wages depends, first,
on the legal coverage of minimum wage systems...

The extent to which minimum wages can transfer resources to low-paid workers
and stimulate private consumption depends on a number of key factors. First, this
chapter considers legal coverage. The term “legal coverage” refers to workers who
have been included in the minimum wage legislation and who are therefore en-
titled to be paid at least the minimum wage. The extent of legal coverage depends
largely on whether a country operates a broad national minimum wage, which
applies to all wage workers across the country (with some possible exceptions) or
a more complex and partial system of minima that apply only to selected indus-
tries or occupations. The ILO Working Conditions Law Report, which reviews the
151 countries and territories, shows that about half of the countries under review
implement a minimum wage system, which applies uniformly on a national or
regional basis. Remaining countries implement systems with multiple rates, which
vary by industry and/or occupation (see figure 3.1).” The fact that single or mul-
tiple systems of minimum wages exist in different countries is often due to histor-
ical developments (see box 3.1).

The proportion of wage earners covered by minimum wage systems is higher
in countries where national minimum wages exist than in countries where
industry-specific minimum wages prevail. As an illustration, legal coverage' has
been estimated in selected developing economies for which such information is not
readily available, namely Brazil, Costa Rica, India, Indonesia, Mali, Mexico, Peru,
the Philippines, South Africa, Turkey and Viet Nam." To identify workers who

are covered, the categories of workers covered by minimum wage legislation are

Figure 3.1 Minimum wage systems across the world
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9. These minimum wages are then fixed, either by Government alone or in consultation with the
social partners or following the recommendation or consultation of a specialized body (ILO, 2010).
10. The legal information in this chapter relates to the analysis of the most recent labour legislation,
such as labour codes, wage decrees, etc. The chapter does not examine or analyse the judicial decision-
making (jurisprudence), which may affect the interpretation of the legislation and, by extension,
expand or diminish legal coverage.

11. These countries have been chosen as they represent different systems of minimum wages,
different levels of development, different institutional environments and have varying proportions of

50 wage workers.
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Box 3.1 ILO Minimum Wage Conventions: A historical overview

When they were first introduced in New Zealand and Australia at the end of the nine-
teenth century, and in the United Kingdom in 1909, minimum wages covered very few
categories of workers. Their main purpose was to protect workers who were not covered
by collective agreements and who were particularly vulnerable to low-pay conditions. The
concept of minimum wages was therefore one of selective intervention, in which wage
determination was considered best left to the social partners, with Government inter-
vening only in special circumstances. Consistent with such a view, selective minimum
wages have sometimes been described as a temporary “second-best” option, to be
discarded once collective bargaining has been established. So, for example, the United
Kingdom trade boards were described by the Minister of Labour of the time as a “temp-
orary expedient facilitating organisation within the industry, so that, in the course of time,
the workers or the employers will not have need for the statutory regulations” (quoted in
Starr, 1981, p. 20). It was only after the Second World War that coverage expanded and
national minimum wages appeared in a significant number of countries. In France, for
example, the national minimum wage (salaire minimum interprofessionel garanti— SMIG)
was introduced in 1950. In the United States, coverage under the Fair Labor Standards
Act of 1938 increased from about 20 per cent of the workforce initially to nearly 80 per
cent by 1970 (Neumark and Wascher, 2008).

This historical evolution of minimum wages is also reflected in ILO Conventions. The [LO
adopted the Minimum Wage-Fixing Machinery Convention, 1928 (ILO Convention No. 26)
following a proposal by the British Government. This proposal was intended to protect
workers in those trades with the most extreme working conditions, such as homeworkers
and a few others with exceptionally low pay and where collective bargaining would generally
not apply. The Convention was quickly ratified by a number of countries, such as Germany
(1929), the United Kingdom (1929), Spain (1930), China (1930), France (1930), Ireland
(1930), Italy (1930), Australia (1931), Chile (1933), Colombia (1933) and Mexico (1934),
even though the economic depression of the 1930s represented a serious challenge for
the implementation of labour standards. These countries were later followed by many
more countries in the second half of the twentieth century, including Argentina (1950),
India (1955), Brazil (1957) and a large number of newly independent African countries
during the 1960s and thereafter. As a result, with 108 ratifications, this Convention is now
one of the most widely ratified of all ILO Conventions. The adoption of the Convention
itself played an important role in disseminating minimum wage strategies throughout both
advanced and developing economies. It was identified as one of the key factors in the
establishment of minimum wages in India and several other countries (Sankaran, 1997).

Importantly, ILO Convention No. 26 was limited to manufacture and commerce and
excluded agriculture, which represented a significant share of the labour force, particu-
larly in developing economies. Moreover, the implementation of minimum wages evolved
beyond the framework of the Convention. The first gap was filled by the adoption in 1951
of the Minimum Wage Fixing Machinery (Agriculture) Convention (No. 99), which essen-
tially complemented Convention No. 26. A greater advance was made, however, with the
adoption in 1970 of the Minimum Wage Fixing Convention No. 131, in which minimum
wages were conceived as part of a development strategy, i.e. as “one of a battery of
measures in the strategy of an attack on poverty” (see ILO (1967) for more details). While
ratification was rapid in the first 10 years following the adoption of Convention No. 131,
the context changed after the oil-price shocks in the 1970s, the debt crises that affected
developing countries in the 1980s and the implementation of structural adjustment pol-
icies in the 1980s and 1990s.

Since the start of the global financial crisis in 2008, minimum wages have once again
attracted the attention of policy makers and economic experts and have gathered sup-
port as a tool for rebalancing the economy, particularly in developing countries.

matched with employment data from available surveys. For example, if minimum
wage legislation applies to all wage earners except domestic workers, the coverage
of minimum wages is estimated by calculating the ratio of non-domestic paid
employment to total paid employment using household survey data. This method-
ology can be casily implemented in countries with a relatively uniform minimum
wage system, but estimates are more complex when legislation takes different 51
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Figure 3.2 Legal coverage of minimum wage legislation in selected developing economies
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categories of workers into account. The analysis takes into consideration two time

periods, namely the mid-2000s and late-2000s, so as to examine how the legal

coverage of minimum wage legislation has evolved over time (see Appendix A for

a detailed explanation of the data sources used to estimate the legal coverage and

Appendix B for details of legislation in the countries under analysis)."

There is universal legal coverage of minimum wages in almost half of the coun-

tries under analysis."® The case of Brazil illustrates how a simple national minimum

wage can ensure universal coverage. In Brazil, the federal minimum wage applies

to all wage workers and collective agreements can only provide for “wage floors”

that are equal to or higher than the federal minimum wage.14 Figure 3.2 shows

that such legislation provides universal coverage, meaning that all paid employees

are entitled to the federal minimum wage. In Viet Nam, the legal coverage of the

minimum wage has been universal since 2010. Until 2006, the minimum wage

system applied only to foreign-owned firms in certain regions. In 2007, the legal

coverage was gradually extended, to domestic firms in major cities and finally to

all workers in 2010. In Indonesia, Peru and the Philippines, the legislative coverage

is almost universal (around 95 per cent) as minimum wages cover all employees

except domestic workers.

InIndiaand South Africa, minimum wages apply to specific groups of workers.

In India, the Central Government sets 45 minimum wage rates for different job

categories in agriculture, mining, oil extraction and any corporation under its

ownership. State governments determine minimum wage rates for 1,679 job cat-

egories among sectors “scheduled” (or listed) in the law. This has resulted in a

very large number of minimum wage rates but only partial coverage: around two-

thirds of wage earners, excluding public-sector workers, are covered by minimum

wage legislation in India. In South Africa, the Ministry of Labour sets minimum

wages — so-called “sectoral determinations” — for vulnerable workers in sectors

12. Appendix A provides the list of countries, the years for which analysis is undertaken and the
household and labour force surveys used for analysis. Appendix B provides the “legal coverage” of the

workers included in the minimum wage legislation and also those workers excluded at the country

level. As an illustration, we also provide the level of minimum wage rates for Viet Nam. Finally,

information on how minimum wages have been assigned to workers in the household survey data is

also provided.

13. Although minimum wages for public-sector workers are set by discrete administrative
procedures, we have included all public-sector employees in all countries under analysis with the

assumption that all these employees receive wages above the minimum wage.

14. The legislation also specifies that, for picce-rate workers, the minimum wage paid per piece must be

52 fixed in such a way that the wage paid to a worker is not lower than the normal daily minimum wage.
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Figure 3.3 Dependent paid employment as a proportion of total employment
in selected developing economies
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that are not covered by collective agreements. These sectoral determinations pro-
vide legal protection to more than half of all employees (figure 3.2).

Not all countries fall into this simple typology, however, some hybrid systems
also exist. The example of Turkey highlights the case of a national minimum wage
that provides less than universal coverage because the legislation is only applicable
to employees who are registered with social security system. As more employees
have registered with social security, the legal coverage of minimum wage increased
from 71 per cent in 2005 to 75 per cent in 2011. Costa Rica has a complex system
of sectoral and occupational minimum wages, which nonetheless provides uni-
versal coverage because it is complemented by a national wage floor (the so-called
minimo minimorum). Peru provides near universal coverage (except for domestic
workers) and has a complex system of determining wages for certain occupa-
tional categories. Mexico has a general minimum wage and a complex system of
minimum wages for more than 80 occupations with regional differentiation.

There is a popular perception in many developing countries that minimum wage
laws do not cover certain segments of the economy, such as informal employment
or firms with no trade union presence. However, this is not always the case. In
some of the countries analysed in this chapter, certain provisions of minimum wage
legislation are specifically targeted at unskilled/low-paid workers or those in the
informal economy. For example, in India the minimum wages in the “schedules
of employment” are set for unskilled workers — mostly employed in the informal
economy. South Africa has sectoral minimum wage determinations for workers who
are not part of a trade union. Similarly, many Latin American countries, including
Brazil, Costa Rica, Mexico and Peru, have minimum wage legislation for all
workers, irrespective of the sector or the status of the enterprises that employ them.

Partial coverage erodes the potential of minimum wages to redistribute
resources in favour of all low-paid workers. The potential redistributive role of
minimum wages can be further undermined in developing countries by the inci-
dence of self-employment and unpaid family work, which is typically higher than
in advanced economies. In the 11 countries under analysis, 52 per cent of workers
are paid employees (generally referred to as “dependent paid employment”), on
average. This proportion varies from 10-20 per cent in Mali to over 80 per cent in
South Africa (figure 3.3). Therefore whether legal coverage is partial or universal,
minimum wages may protect a lower share of all workers than coverage suggests.
This emphasizes the need for developing countries to combine minimum wages
with social protection policies in order to maximize the positive impacts of both
policies on reduction of poverty, inequality and on increasing aggregate demand. 53
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...second, the level at which minimum wages are set...

The success of minimum wage policy depends on the level at which it is set. If
the minimum wage is set at too low a level, it may be ineffective in ensuring a
minimum living income to workers and their families and may fail to act as an
automatic aggregate demand stabiliser in the face of shocks. On the other hand,
while carefully designed minimum wage policies can encourage domestic con-
sumption and reduce low pay, combat inequality and narrow the gender pay gap,
past experience also shows that mismanagement can have adverse economic and
social consequences. If they are set too high or raised unexpectedly, minimum
wages can trigger price inflation, hurt employment and/or lead to widespread non-
compliance. Hence, a balanced approach is needed (Belser and Sobeck, 2012).

The balanced approach is enshrined in the text of the ILO Minimum Wage
Fixing Convention, 1970 (No. 131) which states that minimum wage setting
should involve social partners and independent experts and take into consider-
ation: (i) the needs of workers and their families, taking into account the general
level of wages in the country, the cost of living, social security benefits and the rela-
tive living standards of other social groups; and (ii) economic factors, including the
requirements of economic development, levels of productivity and the desirability
of attaining and maintaining a high level of employment. Minimum wages should
also be regularly adjusted to take account of fluctuations in the cost of living and
other economic conditions.

One way to assess the level at which minimum wages should be set is through
the ratio of minimum to median wages. The United Kingdom Low Pay Com-
mission using national surveys and restricting the analysis to full-time workers
estimated that among 13 advanced economies minimum wages in 2010 ranged
from 37 per cent of median wages in Japan to about 60 per cent of median wages
in France, with the country in the middle of the distribution being the United
Kingdom with a ratio of 46 per cent (figure 3.4).

The present chapter provides estimates for the ratio of the level of minimum
wages to median wages as well as to mean wages in the 11 developing economies
under analysis. For countries that have multiple minimum wage rates, which vary
by region, sectoral activity, occupation or size of the enterprise, the weighted
average of these rates for the respective country is estimated. This is then com-
pared to the median and mean wages of those paid employees who are covered by
minimum wage legislation.”

The results of this analysis are shown in figure 3.5. In about half the coun-
tries the ratio of minimum wages to mean wages hovers at around 40 per cent
(figure 3.5, panel A). This ratio is close to that observed in a number of advanced
economies. Based on data available for 75 countries the ILO’s Global Wage Report
2008/09 considered that “the levels of minimum wages relative to average [mean]
wages vary widely across countries, but that there is a relatively high frequency at
around 40 per cent of average wages” (ILO, 2008). In Costa Rica, Indonesia, Peru,
the Philippines, South Africa and Turkey the ratio is higher.

Minimum wages as a proportion of median wages are relatively high in devel-
oping countries (figure 3.5, panel B). This could reflect the fact that, in most devel-
oping economies, a disproportionately high number of workers earn low wages. In

15. Both ratios are calculated for workers who are under the legal coverage and between the ages of

54 15 and 64.
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Figure 3.4 Minimum wages as a percentage of full-time median wages
in selected advanced economies
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practice this would mean that rising minimum wages would affect more workers,
with resulting impacts on poverty, inequality and demand. In Indonesia, the Phil-
ippines and South Africa, where the minimum wage is higher than the median
wage, there may be problems of non-enforcement, an issue examined in the next
section.
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...and third, the ability to ensure compliance
with legal minimum wage provisions.

The effectiveness of minimum wage policy depends not only on the coverage
and levels of minimum wages but also on the degree of compliance with legal
provisions. The fact is that “simply legislating a minimum wage will not make
it happen” (Murgai and Ravallion, 2005:2). In advanced economies, the propor-
tion of workers paid less than the national minimum wages is often relatively low
(Bureau of Labor Statistics 2009; Metcalf, 2008). Ensuring compliance in devel-
oping economies, as measured by the proportion of wage earners who receive
minimum wages, is more problematic. For example, in Brazil, Lemos (2004) esti-
mated that in 2000 the proportion of workers earning below the minimum wage
was 13.7 per cent in the private sector and 4.6 per cent in the public sector. Even
at this level of less than perfect compliance, a majority of low-paid wage workers
would still benefit from minimum wages.

The degree of compliance depends, first, on the complexity of the system.
A uniform system is typically simpler and easier to enforce than a system of mul-
tiple minimum wage rates. Clear information or guidelines available to employers
and workers about the level of minimum wages, and about possible sanctions in
case of non-respect, may also increase the likelihood of compliance. Second, if
set at too high a level, there is a risk that minimum wages may increase evasion
in certain sectors and occupations. Third, a high rate of compliance requires a
coherent strategy based on provision of information, effective labour inspection
and sanctions in the event of failure to comply with legal provisions. The regula-
tory structures in developing economies, including labour inspection services, are
often under-resourced and under-staffed and penalties may be too weak to induce
compliance (Ghosheh, 2013).

Compliance can be measured in a number of ways: first based on the com-
plaints made by workers in a judicial system; second, based on workplace inspection
by labour inspectors; and third, by calculating the share of workers’ earning'® less
than the legal minimum wage (another statistical measure of compliance, presented
in Appendix C, leads to similar results)."” In the methodology developed for this
chapter, the third measure is calculated reflecting the full complexity of minimum
wages with each worker assigned a specific minimum wage."® The rate of compli-
ance using this measure ranges between 95 per cent in Viet Nam to 49 per cent in
Indonesia and the Philippines (figure 3.6, panel A). The compliance rate is relatively
high in Brazil, Mali, Mexico and Viet Nam, while in all other countries the rate of
compliance hovers around 60 per cent. The high level of compliance in Brazil could
be due in part to the simple national minimum wage system, which makes it easy to
implement and administer. This has not only ensured a higher level of compliance
but has also resulted in improvements to the wage distribution as a considerable
proportion of low-paid workers are covered by the minimum wage (Lemos, 2009).

16. The carnings of all wage carners are adjusted to the full-time equivalence wage, and this imputed
wage is compared to the legal minimum wage.

17. In the case of multiple minimum wages, the legal minimum wage is the weighted average for the
covered population.

18. Most studies, which analyse the employment effects or compliance actually ignore the complexity
of minimum wages and often consider the lowest level of minimum wage for analysis. There are a few
exceptions, such as Costa Rica (Gindling and Trejos, 2010; Gindling and Terrell, 2004) and South
Africa (Bhorat et al., 2012), where the complexity of minimum wages was taken into consideration in
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Figure 3.6 Compliance and minimum wages in selected developing economies
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The rate of compliance also depends on the level at which the minimum wages
are set (Lee, 2012). A low level of minimum wages tends to be associated with a rel-
atively high degree of compliance, as in Mali, Mexico and Viet Nam. Conversely, a
higher level of minimum wages as observed in Costa Rica, India, Indonesia, Peru,
the Philippines, South Africa and Turkey, tends to be associated with lower levels
of compliance.” In Peru, the compliance rate was 60 per cent in 2005, when the
minimum wage was set at 92 per cent of the median wage. In 2010, the ratio of
minimum to median wages decreased and the rate of compliance increased more
or less proportionately.

The association between minimum wage levels and compliance rates is
presented in figure 3.6, panel B. Probit models confirm this association.”® It is
noteworthy that during the late 2000s, the relationship was weaker as the fitted
line is flatter, implying that the wage level loses part of the impact on compliance.

This indicates that while non-compliance is associated with the level at which
minimum wage is set, it is also linked to the general institutional environment. For
example, although Costa Rica and India have complex minimum wage systems
and the level of minimum wage is quite high, the two countries have successfully

19. The compliance rate estimated for Costa Rica and South Africa are similar to the results found
in Gindling and Trejos (2010) and Bhorat et al. (2012) respectively.
20. The probit models are available on request from the authors. 57
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improved compliance rates, largely due to the strengthening of enforcement mech-
anisms. The minimum wage level in Costa Rica is set relatively high but, despite
that, it has been able to improve compliance, largely due to an increase in the
number of labour inspectors, which helped to increase the proportion of firms
that were regularly inspected, often with repeat visits. In case of repeated viola-
tions (more than two complaints) the cases are referred to the labour courts, which
can impose fines (Gindling and Trejos, 2010). Further, in August 2010, a national
campaign for Minimum Wages (Campafia Nacional de Salarios Minimos) was
launched with the aim of increasing compliance. Workers were encouraged to
denounce employers who paid less than the minimum wage. The programme also
included other measures, such as increasing the capacity of the call centre handling
complaints, which resulted in 77,816 calls in the first year alone and an increase in
joint inspections with the social security administration.

Some authors such as Murgai and Ravallion (2005) suggest that, to be effective
in developing countries, minimum wage legislation should be supported by com-
mitment from the Government to act as an “employer of the last resort”. This would
help to ensure jobs for all unskilled workers at the stipulated minimum wage rate.
In this spirit, in India the Mahatma Gandhi National Rural Employment Guar-
antee Act (MGNREGA) provides all houscholds in rural areas with 100 days of
employment per year, paid at minimum wages. The Act also relies on a legislated
Right to Information and Social Audits, which provides an opportunity for civil
society to ensure that the implementation of the program is effective. This has
not only provided a number of days of work at minimum wages to poor house-
holds but also improved the compliance rate with minimum wages in rural parts
of India where the program operates (see Rani and Belser, 2012 for more details).
A high proportion of female workers have benefitted from the program and the
strategy has effectively redistributed resources to low-paid workers.

C. Concluding remarks on the aggregate distributional
and employment effects of minimum wages

The analysis detailed above shows that, if minimum wages are set appropriately
and operated effectively, then low paid wage earners will benefit. The transfer of
resources to low-paid workers could contribute towards sustaining household con-
sumption and overall aggregate demand and output, especially important at times
of crisis.

The resilience of some Latin American economies to the crisis provides a case
in point. The combination of comparatively well-designed minimum wage sys-
tems and rising minimum wage levels with effective social protection measures
was an element in preventing these economies from falling into recession despite
falling exports, as domestic demand sustained the growth process (de Melo et al.,
2012; ECLAC, 2012). Likewise, through the expansion of the rural employment
programme (MGNREGA), India managed to increase consumption (Ravi and
Engler, 2013) while also stimulating productive investment in land and non-agri-
cultural activities, thus boosting productive employment (Saraswat, 2011).
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Figure 3.7 Annual percentage change in real earnings in the informal economy
between the mid-2000s and the late-2000s
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Improved levels and/or effective compliance
with minimum wage legislation went hand in hand
with higher earnings in the informal economy...

The increase in aggregate demand could also arise from the spillover effects™ of
minimum wages in the informal economy.”* Average earnings in the informal
economy increased in most of the countries under analysis, by between 0.33 per
cent and 18 per cent per year depending upon the country (figure 3.7). Average
real earnings in the informal economy increased significantly in those countries,
which experienced the greatest improvements in levels of compliance (India and
Peru). This could reflect either spillover effects from minimum wages or improved
macro-economic conditions (although the period covered includes years of the
financial crisis). However, in some of the countries such as Indonesia, Mexico and
the Philippines the informal wage earnings declined.

...and reductions in wage inequality in some countries...

There is some evidence that higher minimum wage levels and/or improved com-
pliance have tended to boost the relative position of low-paid earners. Despite
less than perfect compliance, the analysis suggests that minimum wages have
been accompanied by reductions in inequality at the bottom end of the distri-
bution, especially in India, Mali, the Philippines, South Africa, Turkey and Viet
Nam (table 3.1). In Brazil and Peru, improved minimum wages appear to have
resulted in an expansion of the middle part of the wage distribution, thus fuel-
ling the expansion of middle-income groups, which is documented in Chapter 2.

21. This has been interpreted as evidence of the signalling (lighthouse) effect which actually

hypothesizes that the minimum wage is a signal for wage bargaining and therefore plays a role as a
coordinator of the wage policy (Lemos, 2009).

22. The spillover effect of minimum wages on informal wage earnings and non-wage incomes has

been well documented in a number of Latin American countries. See Fajnzylber, 2001; Carneiro and

Henley, 2001; Lemos, 2009 for Brazil; Gindling and Terrell, 2004 for Costa Rica; and Maloney and

Nuiez, 2001 for Colombia. 59
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Countries P50/P10 P90/P50 P75/P25 Gini

Brazil 0.15 -0.37 -0.48 -0.02
Costa Rica 0.34 0.46 0.11 0.03
India -0.13 0.25 -0.07 -0.01
Indonesia 0.15 0.76 0.34 0.06
Mali -2.37 1.00 -2.83 0.10
Mexico 0.34 -0.22 -0.07 -0.02
Peru 0.11 -0.29 -0.66 -0.04
Philippines -0.13 0.21 0.00 0.03
South Africa -0.45 -0.90 -0.70 0.00
Turkey -0.22 0.48 0.02 0.01
Viet Nam -1.71 -0.53 -1.23 -0.15

Source: |ILS estimates based on data from labour force and household surveys.

...without hurting overall employment levels.

There is also some evidence that changes in minimum wage policies, while achieving
distributional goals, have not come at the cost of employment. Indeed, the aggre-
gate effects arising from improved minimum wages may have outweighed any neg-
ative substitution and labour demand effects at the level of individual firms.

The effects of minimum wages on employment are examined empirically
in Appendix D. It is found that, for the majority of the countries analysed, the
employment effects are statistically insignificant (see Appendix D, table 3D.1). The
impacts on employment are in line with the previous empirical results, which show
statistically insignificant or small adverse or positive effects of minimum wages on
employment (Lemos, 2004, 2009 for Brazil; Chun and Khor, 2010; Comola and
de Mello, 2009 for Indonesia; Ni, et al., 2011 for China).

In general, the fact that the size of the distributional and employment effects
differs across countries highlights the importance of (i) the design features of
minimum wage systems; and (ii) complementarity with other policies, notably
social protection and, as will be seen in Chapter 4, productive investment.
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Appendix A
SOU.I‘CCS fOI‘ thC data on Covcrage

O{: minimuim Wagcs
Country Data source Years
Brazil Pesquisa Nacional por Amostra de Domicilios (PNAD), IBGE 2005 and 2009

Costa Rica Encuesta de Hogares de Propdsitos Mdltiples, INEC for 2005; 2005 and 2011
Encuesta Nacional de Hogares (ENAHO), INEC for 2010

India Employment-Unemployment Survey, NSSO, Government of 2004-05
India and 2009-10
Indonesia National Labour Force Survey (Survei Angkatan Kerja Nasional) 2005 and 2009
(SAKERNAS), BPS-Statistics
Mali Enquéte Permanente Emploi Auprés des Ménages (EPAM) 2004 and 2010
Mexico Encuesta Nacional de Ocupacion Y Empleo (ENOE), INEGI 2005 and 2010
Peru Encuesta Nacional de Hogares, INEI 2005 and 2010
Philippines LLabour Force Survey, National Statistics Office 2003 and 2009
South Africa Labour Force Survey, Statistics South Africa for 2007, 2007 and 2011
Labour Market Dynamics (LMD) Survey for 2011
Turkey Household Labour Force Survey, Turkish Statistical Institute 2005 and 2011
Viet Nam Labour and Employment Survey, General Statistics Office, 2007 and 2011

Ministry of Planning and Investment
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Appendix B
Detailed information on minimum wage
systems in selected dcveloping countries

Legal coverage and compliance
Coverage of wage workers by minimum wage legislation

Brazil. The legal minimum wages in Brazil are set both at the national and at
the state level. The national minimum wage is applicable to all workers in the pri-
vate sector, explicitly including rural workers and domestic workers. Although, the
legislation does not apply to the public sector, the law on public servants provides
that no public servant shall receive a remuneration lower than the minimum wage.

Brazil has also had wage floors at the federal level since 2000. Two states,
namely Rio de Janeiro and Rio Grande do Sul, adopted wage floor legislation with
effect from 2000 and 2001, respectively, followed by Parand in 2006, Sao Paulo
in 2007 and Santa Catarina in 2010. The wage floors at the federal level are set at
the occupational or sectoral level and there are significant variations in the number
of occupations included at each federal level. The number of occupations or sec-
tors included in the schedule also varies over time in any given federal state. For
example, Rio de Janeiro had minimum wages for nine different occupational cat-
egories in June 2009, compared to six in January 2005. The definitions of each
of the occupational categories, which were made available in the wage floor legis-
lation, were matched with the Classifica¢io Brasileira de Ocupagio of Brazil at the
four-digit level to identify the workers.

Costa Rica. The structure of legal minimum wages in Costa Rica is quite com-
plex, as the legal minimum wages are set for three broad categories of workers, cov-
ering all workers in the economy. The first category of minimum wages is set for
non-professional workers, the second category for “genericos” (largely professional)
categories of workers and the third category for “special” minimum wages. Four
different minimum wages are set for non-professional workers: unskilled workers,
semi-skilled workers, skilled workers and specialized workers. The definition of
skill is determined by the occupation and industry of the worker in regulations
promulgated by the Ministry of Labor. Minimum wages are set for “genericos”
(largely professional) workers in the following categories: unskilled workers, semi-
skilled workers, skilled workers, technicians with a secondary degree, specialized
workers, technical workers with a tertiary education, “diplomados” with a univer-
sity degree, a 4-year university “bachiller” degree, and those with a 5-year uni-
versity “licenciado” degree. Special minimum wages are set for coffee harvesters,
domestic servants, reporters, stevedores, doormen, taxi drivers, beer salesmen and
newspaper delivery personnel. The definitions of each occupational group, which
were made available in the wage decrees, were matched with the Clasificacién de
Ocupaciones de Costa Rica 2000 at the four-digit level to identify the workers.

India. The minimum wage system in India is fairly complex as minimum wages
are set for certain “schedules of employment” in each state and, as a result, not all
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workers are covered by minimum wages. In India, 48 minimum wages rates are
set for different job categories in agriculture, mining, oil extraction or any corpor-
ation under the ownership of the Central Government, while the various State
governments determine wage rates for 1,123 job categories among sectors “sched-
uled” (or listed) in the Act. Legal minimum wages are set in each state by occupa-
tion or industry group, by type of establishment — public or private sector — and by
size of the enterprise. There are significant variations across states in the number of
occupations or industry groups for which minimum wages are set. The definitions
of each of the occupation and industry groups, which were made available in the
schedule of employment, were matched with the National Classification of Occu-
pations (NCO), 1968 for 2004-05 survey data; NCO, 2004 for 2009-10 for the
occupational groups; National Industrial Classification (NIC), 1998 for 2004-05
and NIC, 2004 for 2009-10 for the industry groups.

Indonesia. The minimum wage in Indonesia is set at the provincial level and
it is applicable to all workers, including piece-rate and freelance workers, except
for domestic workers. Minimum wages in Indonesia are also set at the district
and sub-district levels, and within provinces and districts there are also sectoral
minimum wages, where the minimum wages are supposed to be at least 5 per cent
higher than the respective province or district minimum wage. The sectoral cat-
egories, which were made available in the sectoral minimum wages provisions,
were matched with the International Statistical Industrial Classification (ISIC)
Rev.4 at the five-digit level to identify the workers.

Mali. The minimum wage in Mali is set at the national level and covers all
workers. Minimum wages are set separately for domestic workers, who are clas-
sified within seven categories, based on the services performed. These seven cat-
egories are: category 1 — workers without a specific professional qualification who
provide cleaning or surveillance services; category 2 — domestic work with up to
2 years of experience in cooking and gardening; category 3 — workers in charge of
executing domestic work with more than 2 years of experience in cooking; cate-
gory 4 — workers performing domestic work including regular cooking, in which
they hold a qualification, as well as being able to compile menus and prepare des-
sert; category 5 — qualified chefs who comply with the definition of category 4,
who are also in charge of domestic work; category 6 — chefs with other people
under their authority and direction; and category 7 — butlers.

Mexico. The Minimum Wage Commission sets the minimum wages for workers
in certain occupations and different minimum wages are set for the three geo-
graphical regions. In 2005, the minimum wage was set for 87 occupations and
for the three geographical regions; and, by 2010, the number of occupations for
which the minimum wage was set was reduced to 73 occupations. The occupa-
tion categories defined in the Minimum Wage Commission were matched with
the Mexican Classification of Occupations (CMO) at the four-digit level to iden-
tify the workers.

Peru. The minimum wage is set at the national level and it covers all workers with
the exception of domestic workers. The legal minimum wages are set broadly for
six categories: the first category is the general minimum wage, which applies to all
workers who are not specified in the other five categories; the second category is for
the agricultural sector; the third category is for mining sector; the fourth category ~ 63
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for journalists; the fifth category for unemployed between 45 and 65 years of age
who are participating in a refreshing activity to facilitate their reinsertion into the
labour market; and the sixth category is for apprenticeship, which has two sub-cat-
egories — one, mandatory internship in the context of their secondary education,
and, two, internships related to vocational training. The minimum wages for the
second to the sixth categories are computed based on the general minimum wage.
For example, the minimum wage for workers in the mining sector is 25 per cent
higher than the general minimum wage, while the salary of registered journalists
is three times higher than the general minimum wages. For the analysis, we did
not consider the last two categories (that is the fifth and sixth categories) as it was
difhicult to identify such workers in the survey. The industrial classification, which
was made available in the minimum wage provisions was matched with the ISIC
Rev.4 at the four-digit level to identify the workers.

Philippines. The system of minimum wages in the Philippines is relatively com-
plex, as there are multiple minimum wages, which differ across regions and industry
groups. A number of exemptions are also granted to small enterprises, making the
system still more complex. All private-sector workers are covered by minimum
wages, and the law provides that no public-sector worker shall receive a remuner-
ation lower than the minimum wage. The Philippines is divided into 16 admin-
istrative units or regions and, depending on the region, the minimum wages are
classified within different industry groups or sectors. For example, in the National
Capital Region, the minimum wages are set for five categories: non-agriculture;
agriculture (plantation and non-plantation); private hospital with bed capacity of
100 or less; retail/service establishments employing 15 workers or less; and manu-
facturing establishments regularly employing fewer than ten workers. Almost all
the regions adopt these categories with some variations; for example, Region VI
does not have the category of “manufacturing establishments” but includes cot-
tage and handicraft and the sugar industry. The industrial categories specified in
the wage orders were matched with the 1994 Philippine Standard Classification
at the two-digit level in 2003 and four-digit level in 2009 to identify the workers.

South Africa. The minimum wages in South Africa are sectorally determined
for the following eleven sectors: wholesale and retail trade; domestic work; for-
estry; farms; private security; taxis; civil engineering; hospitality; contract cleaning
services; learnership and children in the performance of advertising, artistic and
cultural activities. The first sectoral determination, for contract cleaning, was
introduced in 1999, and the last one, for hospitality, was introduced in 2007.
Depending on the sector, the minimum wages are set according to the area, occu-
pations, size of the enterprise and hours of work performed per week. It was very
difficult to identify workers within the learnership and children in the perfor-
mance of advertising, artistic and cultural activities sector in the occupation cat-
egory in the labour force survey, so they are not considered for analysis.

For some of the sectors, such as private security, civil engineering and the
wholesale and retail sectors, the minimum wages were set for a number of sub-
categories. Private security was divided into the following classifications: artisan,
clerical assistant, clerk, control of communications centre operator, stock con-
troller, driver of light and heavy motor vehicles, general worker, handyman, and
security officer was further sub-divided into five grades from A to E. Similarly, in
the case of civil engineering, the minimum wage structure became quite complex
in 2007 as the workers were divided within nine task grades and each of the task
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grades further divided into sub-categories. Task grade 1 includes general worker;
task grade 2 includes artisan aid, construction hand (grade 4), operator (grade 5),
checker and chainman; task grade 3 includes construction hand (grade 3), oper-
ator (grade 4) and site support (junior clerk); task grade 4 includes construction
hand (grade 2), operator (grade 3), driver (grade 2) and site support (material
tester); task grade 5 includes construction hand (grade 1), operator (grade 2),
driver (grade 1), and site support (assistant surveyor); task grade 6 includes oper-
ator (grade 1); task grade 7 includes supervisor (grade 2); task grade 8 includes
supervisor (grade 1) and task grade 9 includes artisan. The definitions of each of
the sub-categories, which were made available in the sectoral wage determinations,
were matched with the National Classification of Occupations of South Africa at
the four-digit level to identify the workers.

Turkey. The Labour Law, Article 39 stipulates that minimum wage rates will be
determined at least every 2 years by the Minimum Wage Fixing Committee for all
workers employed on labour contracts, regardless of whether they come within the
scope of the Labour Act. A nationwide monthly minimum wage rate is set for all
adult workers, regardless of sector or occupation, and a lower monthly minimum
wage is set for workers below 16 years of age. In Turkey, the houschold labour force
survey (HLES) does not investigate whether a worker is on a labour contract or
not. So, for the purposes of this analysis we have taken into consideration whether
or not the worker has a social security contract. All those employees who do not
have a social security contract were excluded from the analysis.

Viet Nam. The minimum wages are set for two broad categories of workers and
set separately for different regions. The first category includes workers employed by
foreign-invested enterprises, foreign agencies and organizations, international or-
ganizations or foreigners in Viet Nam; and the second category includes workers
employed by Vietnamese companies, enterprises, cooperatives, cooperative groups,
farms, households and individuals and other organizations employing labourers.
In 2007, the minimum wages were applicable to all workers within category 1 in
all three regions, while, in category 2, minimum wages were applicable only to
workers employed in large cities. As a result, a number of workers employed in
smaller cities and in rural areas were actually excluded from the provisions of the
minimum wage legislation. However, in 2011 minimum wage cover was expanded
to all workers in all regions in both categories.

Assigning minimum wages to workers covered
by the minimum wage legislation

To assign a legal minimum wage to each worker in the data, we took the official
minimum wages from the wage orders or sectoral wage determinations or the offi-
cial decrees of the respective country. Every worker in the data set was assigned a
legal minimum wage if the occupation or sector or industry in which the worker
was employed had been legally covered by the official decree of the respective
country. In the case of multiple minimum wages in a country, the minimum wage
legislation provided information at the different levels. The assignment of a legal
minimum wage to a worker was then based on a comparison of the occupational
classification used in the houschold or labour force survey, and the categories in
the minimum wage regulations. In most cases, it was not difficult to match the ~ 65
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categories with the surveys and minimum wage legislations, as detailed informa-
tion was available.

However, there were cases where a match was difficult due to the lack of
information in the survey. For example, in the Philippines, the minimum wage
provisions provide exemptions for workers and employees in retail/service estab-
lishments that regularly employ not more than ten workers, and exempt workers in
micro business enterprises, defined by a limit on total assets, from compliance with
the Wage Rationalization Act. Information on firm and asset size was not avail-
able in the labour force survey, so it was difficult to exempt these workers from the
coverage. In such cases we have considered all workers within the scope without
exempting those working in smaller or micro-enterprises.

For example, in Costa Rica, to assign a legal minimum wage to each worker
in the data, we took the legal minimum wages available in the official decrees. As
Costa Rica has a complex minimum wage system, categorized by occupations and
skills, every worker in the data set was assigned a legal minimum wage based on
occupation, skill level and education level. To assign the legal minimum wage to a
worker required comparison of the skill, education and occupation classifications
used in the household surveys with the detailed skill, occupation and industry cat-
egories in the minimum wage regulations. Although both the houschold surveys
and the minimum wage legislations provided detailed definition of the categories,
there were some slight discrepancies in certain definitions. Based on this compar-
ison, we then assigned a legal minimum wage to each worker.

Although in all the countries we have taken great care in matching the defini-
tions of categories between household and labour force surveys and the minimum
wage regulations, it is plausible that we have made some errors in the process.

Level of minimum wage rates

As an illustration, we provide below the level of minimum wage rates that are
applied in Viet Nam for 2011. The scope of the region, which was used for analysis
is listed in Decree No. 107/2010/ND-CP and No. 108/2010/ND-CP for 2011.

Table 3B.1 Level of minimum wage rates per month (VND) in Viet Nam, 2011

Minimum wage applicable to Vietnamese Minimum wage applicable to labourers working
labourers working for foreign-invested for Vietnamese companies, enterprises,
enterprises, foreign agencies and cooperatives, cooperative groups, farms,
organizations, international organizations households and individuals and other
or foreigners in Viet Nam organizations employing labourers

Region | 1,550,000 1,350,000

Region Il 1,350,000 1,200,000

Region IlI 1,170,000 1,050,000

Region IV 1,100,000 830,000
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Appendix C
Distribution ofwagcs
around minimum wages

There are a number of approaches to estimate the impact of legal minimum wage
on wage distributions using kernel density estimates. A simple method would be to
look for spikes in the wage distribution at or around the minimum wages to infer
level of compliance with the legislation and whether or not there is an impact.
As a number of countries under analysis have multiple legal minimum wages,
the kernel density estimates are simply calculated as log actual wage minus log
minimum wage for each worker* and plotted in figure 3C.1 for the two periods
under analysis. This method also allows the ways in which the complex struc-
ture of minimum wages can affect the wage distribution to be examined. The line
“zero” in the figure indicates that the worker is earning the legal minimum wage,
and the value above (below) zero implies that workers earn above (below) the legal
minimum wage.

The evidence of spikes in the earnings distribution at the minimum wage level
is quite mixed in developing countries. There is a significant spike at the minimum
wage level in Brazil, Costa Rica, Indonesia, the Philippines and South Africa, but
there is no evidence of a spike in Mali, Mexico, Peru, or Viet Nam. The steep cliffs
around the minimum wage level highlight the role of minimum wages in shaping
the distribution. When comparing the distribution over time, the spikes in the dis-
tribution near zero in the case of Brazil and Costa Rica, indicate that minimum
wages have become much more binding in the second year compared to the first.
The proportion of workers earning the minimum wage** increased from 18 to
23 per cent in Brazil, and from 18 to 24 per cent in Costa Rica. Thanks to the
improved enforcement mechanism in Costa Rica, minimum wages have become
more binding. In Brazil there is a strong compression effect towards the middle
of the distribution, which indicates the expansion of the middle class during the
late 2000s (Chapter 2). In countries such as India and Turkey, minimum wages
have become less binding in the late 2000s, and the proportion of workers at the
minimum wage level has declined by more than 4 percentage points.

23. This method is used by other studies; see Gindling and Terrell (2004).
24. The term “workers earning the minimum wage” includes workers who receive wages between 90
and 110 per cent of the minimum wage. 67
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Figure 3C.1 Comparing the distribution of wages and legal minimum wages, all wage earners
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Appendix D
Mcthodology o analysc thC impact

of minimum wages on cmploymenr

Section C of this chapter analysed the employment effect due to an increase in
minimum wages or an expansion of minimum wage legislation. One of the ques-
tions is whether employers would respond to the enforcement of such legislation
by reducing their workforce. From the policy point of view, the issue can be tested
by analysing the effect of change in minimum wage level or other minimum wage
indicators on employment and by analysing the movement of labour force from
covered to uncovered sectors. The analysis is restricted to examining the impact of
minimum wages on employment, and not the transitions from covered to uncov-
ered sectors.

As it is difficult to obtain panel data in developing countries, the analysis is
done at the aggregate level to capture the policy effect of the rise in minimum
wages, using the pseudo panel concept.

To build the pseudo panel, we considered the smallest geographical units,
where applicable, that were defined in the surveys as cohorts over two available
time periods — in the mid-2000s and late 2000s. To control for regional effect, the
panel regression with fixed effects was run over this aggregated set. The model was
estimated in the following form:

EMP,=a,+ o, log(MW,) + a,(LowEdu,,) +e,, (1)

where (EMP),, represents the employment rate, that is the ratio of employment
over the population in a particular geographic cohort, ¢, at time, ¢, and MW is the
minimum wage indicator of the cohort, which is the average weighted minimum
wages of the cohort. To control for the personal characteristic of the cohort we
included LowEdu, which represents the percentage of population in each cohort
with primary education and below. This variable was considered as there was suf-
ficient variation across the geographical regions.

The two main challenges in analysing the employment effect of minimum
wages are the availability of the appropriate geographical units in the survey and
the endogeneity of the minimum wage indicator in the main regression. For the
former, we have considered for analysis only those countries which have appro-
priate geographical units® and, to ensure the orthogonality of log(M77]) with the
error term in this model, we have applied the two-stage least square (2SLS) pro-
cedure. It is first instrumented (regressed) log of minimum wage of each cohort
on the average wage level and the degree of compliance with minimum wage legis-
lation, and the resulting predicted values are used to estimate equation (1). For the
estimation of instrumental regression, the following model was used:

log(MM{t) = BO + Bl (DCct) + Wer (2)

where DC,, is the degree of compliance within the cohort; and w,, represents the
error term. Table 3D.1 presents the final results of the analysis, which is consistent

25. Only Costa Rica is an exception, and the analysis for this country was carried out for one time
period for which district-level information was available. The geographical variation in this year in
this country was sufficient to allow the analysis to be carried out using OLS. 69
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Dependent variable: Employment rate

Brazil Costa Rica India Mexico Peru Viet Nam
Log (MW) 1.720 1.983 -0.620 -1.385* 1.384* -0.144
(2.02) (1.14) (0.58) (0.55) (0.64) (0.153)
LowEdu 5.048 -14.66***  33.25** -2.449 12.35%** 10.54***
(4.27) (2.76) (10.61) (2.21) (3.25) (2.79)
Constant 56.18***  48.54***  43.20***  61.15*** 70.61*** 78.76***
(10.85) (10.14) (7.39) (1.87) (2.78) (0.86)
R? 0.011 0.158 0.076 0.007 0.261 0.031
No. of observations 54 359 140 1971 1687 125

Note: Standard errors are in parentheses. *p < 0.05, ** p< 0.01, *** p < 0.001
Source: IILS estimates based on data from household and labour force surveys.

Country Properties of the model

Brazil Years of study: 2005 and 2009; Unit of measurement: federal units, 27 units were
available for each year; Method: panel regression with fixed effect

Costa Rica Year of study: 2010; Unit of measurement: only the 2010 survey encompassing 359
districts as a geographical unit; Method: OLS (considering the geographical variation)

India Years of study: 2004—05 and 2009-10; Unit of measurement: districts, 70 districts
were available for each year; Method: panel regression with fixed effect

Mexico Years of study: 2005 and 2010; Unit of measurement: municipalities, 1,070
municipalities in 2005 and 1,068 municipalities in 2010 were available for the
respective years; Method: panel regression with fixed effect

Peru Years of study: 2005 and 2010; Unit of measurement: ubicacién geografica,
877 in 2005 and 974 in 2010 were available for the respective years; Method:
panel regression with fixed effect

Viet Nam  Years of study: 2007 and 2011; Unit of measurement: province, 64 province in
2007 and 65 province in 2011 were available for the respective years; Method:
panel regression with fixed effect

with a large body of the literature that argues that the employment effect of
minimum wages is either insignificant or has values around zero.

The analysis has been carried out for the age group 15 to 64 years. The models
were estimated using a fixed effect on the aggregate data at different geographical
levels. The details of the geographical units, time periods and variables considered
for each country are presented in table 3D.2. Some of the macro variables at the
regional level were considered for the analysis. However, due to the lack of regional
variations in these macro variables they could not fit into the model. To partially
address the omitted variable bias, we assumed that the panel structure and use
of fixed effect model would help in taking into consideration the district-specific
macro variables.
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Main findings

® Globally, investment as a share of GDP remains close to 1 percentage point
below the pre-crisis level. In 2012, emerging economies accounted for nearly
47 per cent of global investment (with China alone accounting for more than
one-quarter of all investment), compared with only 27 per cent in 2000. Devel-
oping economies have also grown in importance, but a closer examination
reveals that when India and Indonesia are excluded, investment in this group has
been stagnant. Advanced economies represented just over one-third of global
investment in 2012, compared with over 60 per cent in 2000. Importantly,
investment patterns have closely mirrored the employment trends presented
in Chapter 1. It is therefore crucial to identify factors that can unlock add-
itional investment in developing economies where it has failed to grow and in
advanced economies where it has fallen.

® Yet, in most cases, profitability levels are close to normal or, in the case of
large enterprises and global stock markets, are close to pre-crisis or even above
historic highs. Rising profits have been channelled instead towards higher
cash holdings: the cash holdings of publicly listed enterprises increased from
USD 2.3 trillion in 2000 to 5.2 trillion in 2008 and continued to rise fur-
ther during the crisis, reaching USD 6.5 trillion in 2011 (latest available year).
A similar trend can be observed in both advanced economies and in emerging
and developing economies.

® This chapter shows that, first, a key barrier to productive investment can be
found in the failure of financial systems to play their role in distributing credit,
which is especially problematic with respect to small firms. The chapter high-
lights a number of policy and regulatory measures that could improve financial
functioning — especially for small firms — in a manner which is more employ-
ment-friendly, including credit guarantees, earmarking financing and credit
mediation.




® Sccond, public investment initiatives towards certain sectors could help firms,
large and small, take advantage of new technologies and emerging growth op-
portunities. This can be achieved through a range of fiscal policies, e.g. tax
exemptions or accelerated depreciation, or direct investments targeted towards
capital assets that are known to be employment-intensive or meet other goals
such as investments with energy-saving characteristics.

® Third, efforts to address certain corporate management practices, notably as
regards the design of executive compensation, could help foster improved sus-
tainable business performance. In some instances, compensation packages have
not been adequately linked to firm performance or appear misaligned with
average compensation in the economy. For example, in 2011, the chief executive
officers of the largest firms in the United States earned on average 508 times
the earnings of the average American worker. Potential options to achieve this
objective include enhancing long term-incentives, introducing complemen-
tary measures of performance in addition to shareholder value and providing a
binding “say on pay” for shareholders. In addition, improving the management
function of the boards of directors for corporations can help align corporate
policies, including executive pay, with the interests of all stakeholders.

® Finally, the chapter points to the importance of reducing economic uncer-
tainty in order to encourage investment, particularly by pursuing macroeco-
nomic strategies that stimulate aggregate demand, as present and expected
future demand are key factors in decisions to invest in productive capacity and
thus to create more jobs. Job-friendly macroeconomic strategies are examined
in more detail in Chapter 5.

Introduction

The purpose of this chapter is to assess the barriers to higher productive invest-
ment and to identify policy levers that could help to overcome them, with a view
to helping address the employment and social gaps identified in Chapters 1 and 2.

The main current patterns of investment are documented in section A. To
gain a deeper understanding of the factors affecting investment decisions, sec-
tion B examines trends in profitability. It uses a variety of measures: gross oper-
ating surplus as measured in national accounts, profit margins of publicly listed
firms (small and large), stock market indicators, cash holdings in publicly listed
companies and executive pay. Section C presents the findings of a quantitative
assessment of the factors influencing investment decisions, including aggregate
demand patterns, economic uncertainty and financial constraints. Finally, sec-
tion D discusses the policy implications of the findings.

76
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A. Global patterns and trends in investment

Investment patterns are uneven...

Leading up to the crisis, i.e. between 2000 and 2007, global investment as a share

of GDP grew by 2.4 percentage points (figure 4.1)." The increase was driven pri-

marily by growth in the emerging and developing economies, where investment as

a share of GDP grew by 4.7 and 6.7 percentage points, respectively. In advanced

economies, investment as a share of GDP declined by 0.3 percentage points.

The global financial crisis had a significant negative impact on global invest-

ment, with all regions experiencing a decline in investment as a share of GDP. And

while investment has recovered from the trough, in 2012 global investment as a

share of GDP remained close to 1 percentage point below the 2007 level. Only

in emerging economies was the fall in investment relatively short lived; in 2012,

investment as a share of GDP in this group (at 34.3 per cent) was already 2.3 per-

centage points above the 2007 level. In developing economies investment remains

subdued; despite a modest increase in 2011, it remains 0.6 percentage points below

the 2007 level. In advanced economies, the decline in investment has accelerated:
it fell from 21.6 per cent of GDP in 2007 to 18.5 per cent of GDP in 2012.

Figure 4.1 Changes in investment as a share of GDP (percentage points)
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Note: Total investment refers to gross fixed
capital formation by the public and private
sectors (see text). Averages are weighted
based upon 2011 GDP at purchasing
power parity (see Appendix A of Chapter 1
for detailed country listing and income
grouping).

Source: IILS estimates based on IMF World
Economic Outlook.

...with close to half of investment in 2012 going to emerging economies...

The composition of global investment has shifted dramatically. In 2000, advanced

economies accounted for more than 60 per cent of total investment, with the

United States and the European Union accounting for close to half of all invest-

ment worldwide (table 4.1). Emerging economies accounted for less than one-third

of total investment and dcvcloping economies a mere 11 per cent. However, in

2012, following 12 years of rapid growth, emerging economies’ share of global

investment grew to close to half, with China alone contributing 28 per cent of all

investment — compared with 11 per cent in 2000 — and other emerging economies,

such as Brazil and Russian Federation, accounting for an additional 5 per cent. The

share of global investment attributed to developing economies also grew between

1. Total investment (public and private) refers to gross fixed capital formation and changes in
inventories and acquisitions less disposals of valuables for a unit or sector. See also the note to figure 4.1.
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% of GDP Share of global investment

2000 2007 2012 2000 2007 2012
Advanced 21.9 21.6 18.5 60.4 48.0 36.6
European Union 21.9 22.2 18.3 234 19.1 13.6
United States 20.9 19.6 16.2 21.6 16.3 12.1
Japan 25.1 22.9 20.3 8.5 5.8 45
Emerging 28.3 31.9 34.3 27.2 37.2 46.7
China 35.1 41.7 47.8 11.0 18.2 28.1
Russian Federation 18.7 254 235 2.2 3.2 2.8
Brazil 18.3 18.3 20.2 2.3 2.0 2.3
Developing 23.0 29.6 29.4 11.3 14.8 16.7
India 24.2 374 36.0 4.0 6.9 8.1
Indonesia 22.2 24.9 349 1.2 1.2 2.0
Other developing 22.2 24.6 23.2 6.2 6.7 6.6

Source: IILS estimates based on IMF World Economic Outlook.

2000 and 2012, from 11.3 per cent to 16.7 per cent; however, when excluding
the sizeable increases in both India and Indonesia, developing economies’ share of
total investment was actually flat over the past 12 years.

...which has had employment implications during the crisis.

Investment is generally considered as one of the major determinants of labour
market outcomes, as production and utilization of capital goods requires labour
and creates incomes. Higher investment generally has translated into improved job
growth — even when controlling for a lag in investment (figure 4.2). In emerging
and developing economies, employment grew by roughly 7 per cent on average
between 2007 and 2012, with investment as share of GDP in 2012 1.5 percentage
points above levels of 5 years previously. Among advanced economies, where
employment levels remain about 1 per cent below the pre-crisis levels, investment
as a share of GDP declined more than 3 percentage points.

However, the relationship between investment and employment is highly
dynamic, with causality flowing in both directions. For example, by stimulating
employment, investment can increases consumer incomes, which can translate

Figure 4.2 Investment-employment relationship, 2007-12
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into greater demand and thus trigger more investment (see also Chapter 3 and 5).
Improving investment activity is equally crucial to renewing and transforming
economies’ real capital stock, thus enabling firms to take advantage of new oppor-
tunities, expand and hire new employees.

B. Overview of economy-wide and firm profitability

Profits have generally recovered to pre-crisis levels
or have exceeded them...

Conventional measures of profit, such as gross operating surplus, have increased in
the past decade among major economies for which recent information is available.
In fact, the trend increase in profit shares has continued almost uninterrupted
since 2000 for both high- and middle-income G20 countries.” The profit share
for the total economy in middle-income G20 countries increased 3.4 percentage
points from approximately 37.3 per cent in 2000 to 40.7 per cent in 2010/11. For
high-income G20 countries the increase was of a similar magnitude, i.e. 2.2 per-
centage points over the 11 year span (figure 4.3). However, there is a stark contrast
between the evolution of profit shares and investment in high-income compared
with middle-income G20 countries: in the former, investment actually declined
by 3.6 percentage points whereas in the middle-income countries, investment
increased by more than 7 percentage points.

Rising profit margins are also reflected in global stock indices, which, in
several instances, have come close to — or exceeded — historical highs. Since the
trough of early 2009, global stock markets indices have doubled. The trend is par-
ticularly striking in some advanced economies, notably the United States, where
the Standard and Poor’s 500 index (which tracks the 500 leading companies pub-
licly traded in the US stock market) was at the time of writing more than 4 per
cent above its historical high. The German stock market — as measured by the

DAX - also hit all-time highs.

Figure 4.3 Changes in profit shares and total investment

between 2000 and 2010/11 (percentage points)

8 7.2 [ Profit shares || Total investment
6
4 3.4 Note: Profit shares of the total economy and total investment are measured as a
26 per cent of GDP. Data refer to the most recent available information for each
5 2.2 country. For Australia, European Union, France, Germany, Italy, Japan, Mexico,
I Republic of Korea, Russian Federation, South Africa and the United Kingdom
0.3 refer to 2011. Data for Canada refer to 2010, Brazil and Saudi Arabia 2009, and
0 China 2008. Indonesia and Turkey are excluded from the analysis due to lack of
data for profit shares and France, Germany, Italy and the United Kingdom are
2 excluded from the EU-27 group to avoid double counting. Income groups are
L based on the gross national income (GNI) per capita, according to the World
_a oG Bank country classification. High-income countries are those countries with a
- GNI per capita of USD 12,476 or more. Figures are GDP weighted.
-6 Source: IILS estimates based on national accounts.
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2. Profit shares of the total economy refers to gross operating surpluses of government, financial and
non-financial corporations, non-profit institutions and houscholds.

79

4. Investment for a job-friendly recovery



5.5

4.5

3.5

2.5

15

0.5

80

...and this is confirmed by analysis of private companies’ accounts — although
there is a growing polarization between large and small firms’ profitability.

To improve understanding of the connections between profits, investment, and
cash holdings enterprise-level data for publicly listed firms were examined.” While
publicly listed firms are not fully representative of economy-wide developments,
an examination of firm-level data allows a deeper analysis of the factors driving
the investment—cash relationship, which may shed light on the aggregate patterns.
An analysis performed for the purposes of this chapter for the period 2000 to
2011 shows that the correlation coeflicient of investment of publicly listed firms
and total, economy-wide investment is 0.97. Indeed, investment patterns as a share
of total assets of publicly listed companies for both the advanced and emerging/
developing group of firms leading up to the crisis closely mirrors the aggregate
trends in investment described above.* Trends since the onset of the crisis are also
similar to aggregate investment patterns described in the previous section: since
2009, investment has improved considerably in emerging and developing firms but
the recovery has been stagnant among advanced country firms.’

Firm level profitability also closely tracks aggregate developments. However,
there has been a growing polarization between small and larger firms in terms of
profitability, with the former continuing to face challenges. Indeed, while profit
margins of both small and large firms fell at the onset of the crisis, profitability
has recovered unevenly. In fact since 2008, the profit margins of large firms have
trended upward, and despite a small dip in 2011 average profit margins are similar
to levels attained between 2004 and 2007 (figure 4.4). Among smaller firms, the
recovery has been more modest, and with the recent slowdown, profit margins
have fallen again — and significantly. As a result, the profit margin of smaller firms
in 2011 stood at only 1.3 per cent — more than 40 per cent below the average
attained between 2004 and 2007.

Figure 4.4 Profit margins in large versus small firms (per cent)

e Large firms
e Small firms

N T

Note: Financial firms are excluded. Average
profit margins are estimated as the median
/\ operating profit margin and firm size is

N———_ T~ determined by total asset value.

Source: IILS estimates based on FactSet

Research Systems.

2004-07 2008 2009 2010 2011

3. The analysis is based on FactSet Research Systems, which offers detailed financial statement

data (balance sheets, income and cash flow statements and supplementary information such as
employment) for corporations. It contains historical data for more than 72,000 public and private
companies listed on financial markets.

4. Investment as a share of total assets of publicly listed companies in emerging and developing firms
rose from about 4 per cent to 6 per cent between 2000 and 2008 — a trend which is close to that for
aggregate investment in those countries. In advanced economies, it fell from 4.2 per cent to 3.7 per
cent over the same period — also close to the trend for aggregate developments. For the enterprise-
level analysis, firms in emerging and developing economies were grouped together due to the limited
number of observations for the latter.

5. Amongadvanced country firms, investment to total assets remains around 3 per cent but in
emerging and developing firms it reached 4.5 per cent in 2011.
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An increasing share of profits are held as cash
or used to pay dividends and buy bhack shares...

A clear indicator of companies’ reticence to invest is their increased tendency to
hold more cash as a per cent of total assets. The trend rise in cash holdings started
in the late 1990s and accelerated following the economic crisis. Between 2000
and 2008, cash holdings as a per cent of total assets increased from 9.5 per cent
to 11.8 per cent in the advanced group of firms and from 7.9 per cent to 9.2 per
cent in the emerging and developing firms (figure 4.5). And while cash holdings as
a per cent of total assets fell briefly in the initial stages of the crisis, firms have since
resumed the pattern of holding more cash: in 2011, cash holdings reached 12.4 per
cent of total assets among advanced firms and 10.8 per cent among emerging and
developing. In absolute terms, the cash holdings of firms in both groups of econ-
omies rose from USD 2.3 trillion in 2000 to USD 6.5 trillion in 2011.

In both the advanced and emerging/developing group of firms, with the
exception of a brief slowdown in 2009, both dividends and share buy-backs as a
percentage of total assets have trended upwards since 2003 (figure 4.6). After the
brief — but steep — decline in 2009, dividends and share repurchases climbed to
1.6 per cent of total assets (close to the pre-crisis peak of 1.8 per cent) and in terms
of value, stood at USD 1.6 trillion in 2011 — the highest level for 12 years.

Figure 4.5 Cash holdings among publicly listed firms
(as a percentage of total assets)
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Figure 4.6 Dividends and share buy-backs (as a percentage
of total assets and in trillion USD)
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6. Sece also Sanchez and Yurdagul (2013), Ennis and Wolman (2012), Pinkowitz et al. (2012) and
Chang et al. (2011). 81
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One possible rationale for holding more cash is, indeed, the higher antici-
pated cash outlays for disbursements such as dividends.” Furthermore, once a pat-
tern of dividend payouts is established, it is often very difficult to reverse it due
to negative signalling effects.” Thus, establishing future expectations of dividend
payments can limit future productive investment prospects.” While investment is
a primary way to raise returns to equity over the medium term, firms may reward
sharcholders by using cash and profits to pay dividends and reduce the number of
shares outstanding in the absence of viable investment opportunities.

...and to increase executive pay.

Similarly, executive compensation has returned to, and in some cases exceeded,
pre-recession levels — at least in the economies for which such data could be com-
piled for this chapter (figure 4.7, panel A)."!

The increases were particularly acute in Germany and Hong Kong, China,
where average chief executive officer (CEO) pay among the largest firms grew by
more than 25 per cent between 2007 and 2011. As a result, the ratio of CEO
pay to average compensation in the economy grew from 155 to 190 in Germany
and from 135 to nearly 150 in Hong Kong, China. In the United States, average
CEO pay among the largest firms grew by 10 per cent over the same period and in
2011 was 508 times larger than compensation of the average employee. In both the
Netherlands and the United Kingdom, at 69 and 228 times average employee com-
pensation, respectively, average CEO earnings in 2011 had returned to levels com-
parable to 2007. Only in Switzerland did the ratio fall significantly, from 129 to
87; it also fell moderately in the United Kingdom. In comparing other executives
of the same firms to average workers, the ratio was considerably lower and rose in
fewer cases over the same period (figure 4.7, panel B). However, there were notable
increases in Germany, Hong Kong, China and the United Kingdom. In the United
States, although there was a small decline, the average executive earned 167 times
the average worker, followed by the United Kingdom and Germany, where the
average executive earns 113 and 81 times more than the average worker, respectively.

In terms of firm performance, concerns have been voiced that the level and
structure of executive pay can lead to a search for short-term profits, without nec-
essarily promoting the long-term prospects of enterprises.' This risk is particularly
acute when incentive programmes for executives focus on short-term goals.”’ For
instance, among the largest firms examined, short-term-oriented bonuses account
for more than one-third of total compensation on average — and more than two-
thirds when combined with share-based compensation (table 4.2).

7. Dividends as a share of gross operating surplus did increase during this period (ILO, 2011).

8. See, for example, Miller and Rock (1985).

9. Servaes and Tufano (2006).

10. See, for instance, DeAngelo et al. (2006).

11. Figures in this section refer to the average CEO pay and average executive pay among the largest
15 firms, based on market capitalization, in Germany, the United States, the United Kingdom and
the largest seven firms in Hong Kong, China, the Netherlands and Switzerland. In a number of
countries, for instance Argentina, Brazil, Mexico, and Turkey, only general information on aggregate
executive compensation is provided which does not allow for an analysis of CEO pay. In other
countries, e.g. South Africa, companies do not provide the value of the share-based compensation
component or adopt diverging methods for calculating this value, making a cross-company
comparison difficult. In this regard, efforts to improve international harmonization of reporting
standards to ensure transparency may be warranted.

12. See, for instance, Eccles et al. (2011).

13. See, for example, Frydman and Jenter (2010), ERC (2010) and ILO (2008).
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Figure 4.7 Ratio of CEO and executive compensation to average
compensation in the economy, 2007 and 2011

Panel A. Ratio of average CEO pay to average nominal wages
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Switzerland Netherlands Hong Kong, China  Germany  United Kingdom United States

Base salary Bonus Share-based Other
CEO Other CEO Other CEO Other CEO Other
executives executives executives executives

Germany 22.7 23.7 54.8 535 16.0 159 6.5 6.8
Hong Kong, China 234 34.9 59.2 44.0 16.5 20.0 0.9 1.2
Netherlands 32.6 34.9 28.3 44.0 379 20.0 1.3 1.2
Switzerland 22.8 34.9 36.4 44.0 38.6 20.0 2.2 1.2
United Kingdom 14.0 17.6 19.8 22.8 63.8 535 2.3 6.1
United States 5.7 6.3 18.5 21.8 74.0 65.1 1.8 3.8
Average 20.2 25.9 36.2 38.4 41.1 32.4 2.5 3.4

Source: IILS estimates based on company annual reports.

Of course, share-based compensation is an important indicator of corporate
performance as improvements in stock prices may represent increases in share-
holder value. However, unless well-designed, it may create incentives for executives
to focus on raising stock values in the short term, creating a disincentive for long-
term investments.'* Practised by many firms, this can have economy-wide impacts.
Deckop et al. (2006), for example, find a negative correlation between short-term-
focused executive compensation and corporate social performance, measured by

14. Sappideen (2011). 83
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indicators such as product quality, employee relations and protection of the envir-
onment. It also raises concerns about income distribution: for example, in the case
of the United States, 93 per cent of growth in average real houschold income in
2010 was captured by the top 1 per cent of the population, as shown in Chapter 2.

The issue has led to recent debates over the desirability of reform. Switzerland
has engaged in a reform of compensation systems that will give a company’s share-
holders, among others, the right to a binding vote on executive pay and bonuses.”
Regarding Danish limited liability and financial companies and Indian finan-
cial companies, the variable compensation of executives may not exceed 50 per
cent and 70 per cent, respectively, of their fixed remuneration. An EU proposal
which caps bonuses for financial firms at double the annual salary could enter into
force at the beginning of 2014. A number of other, less robust measures have been
taken elsewhere. For instance, executives at banks in Spain that received bailout
money are subject to compensation limits; the United States gave shareholders a
non-binding vote on compensation; France introduced an absolute cap of compen-
sation for state-owned enterprises'® and Germany issued new compensation guide-
lines. Several countries, such as Australia and the Netherlands, have introduced or
are considering “claw-back policies™"”

C. Empirical analysis of investment factors™

The disconnection between high profits and low investment in high-income econ-
omies has attracted considerable attention. Lack of aggregate demand is likely
to be a key factor, with uncertain sales prospects leading firms to postpone new
investments."” Some analysts argue that financial markets are also influencing the
liquidity—investment relationship of firms, either directly (in terms of financing) or
indirectly (through pressure to distribute profits via various means, e.g. dividends,
rather than re-investing in the firm as discussed above).”* The purpose of this sec-
tion is to shed light on the weight of the various factors influencing investment.

Economic uncertainty and aggregate demand are major factors at work...

The expectations of firms regarding the future and the uncertainty about aggre-
gate demand can be critical factors driving investment decisions. Economic and
political uncertainty can prevent firms from undertaking new investments and
thus lead to delays in job creation.”* Given the current economic context, private
investment may be more influenced by policies that improve the outlook for firms
and houscholds (economic, political and social) than by more accommodative pol-
icies that influence the already low cost of capital.

15. See box 4.2 for more details regarding the changes in Swiss law and Appendix B for a review of
changes at the country level with respect to financial sector reform more generally.

16. France issued a binding law limiting yearly compensation in state-owned enterprises at EUR 450,000.
17. See also Prosser (2009) and OECD (2011). This would allow companies to retrieve executive
compensation if it was erroncously awarded or if bank failures were attributable to a specific
executive.

18. This section summarises key findings from the empirical analysis of Appendix A.

19. See Chapter 4 ILO (2012) for a detailed discussion of issues related to uncertainty and investment.
20. The US Saint Louis Federal Reserve (2013) found that dividend payments (along with income
taxes) were a significant determinant of cash holdings in the United States.

21. ILO (2012).
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Among the factors affecting aggregate demand are rising inequality and poor
employment prospects of households — as discussed in Chapters 1 and 2 — which
can feed a vicious cycle whereby low aggregate demand holds back investment,
which leads to less employment and even lower demand. The large cash holdings
of firms may be one consequence.

...exacerbated by the disconnection hetween
the financial sector and the real economy.

In advanced economies, the continued difficulties in financial systems has been an
additional factor depressing investment. Many firms, especially smaller ones, con-
tinue to face credit constraints. For instance, in September 2012 a report to Con-
gress in the United States highlighted the fact that over the course of the crisis
the credit conditions for small and medium-sized enterprise (SMEs) changed sub-
stantially and in 2012 credit flows to SMEs remained well below pre-crisis levels
(whereas larger firms had attained pre-crisis credit flows).”” Similarly, in January of
2013, 14 per cent of SMEs in the euro area reported a tightening of credit stand-
ards (up from 11 per cent in October of 2012).

Importantly, financially constrained firms are investing only half as much of
their assets as unconstrained firms, adversely affecting job creation. In the two years
preceding the crisis employment grew on average at 4.4 per cent among financially
unconstrained firms and by just 1 per cent among constrained firms (figure 4.8).
And while employment growth in both slowed over 2008 and 2009, there has
been a partial recovery among financially unconstrained firms over 2010 to 2011,
whereas firms with financial constraints still experienced reduced employment
growth, on average.

Part of the problem lies in the fact that financial systems — that play a central
role in facilitating productivity-enhancing private and public investment — remain
fragile. This is due in some measure to the fact the overall process of financial
sector reform has been slower than planned (see Appendix B).*’ The following
trends can be noticed:

® Changes in capital adequacy: 19 out of the 30 countries for which informa-
tion is available have not enforced expected reforms, according to information
from the Financial Stability Board. Basel-III liquidity requirements will not be
enacted until 2019, four years later than originally planned.

® Systemic risk regulator: A number of countries have created systemic risk regu-
lators or strengthened existing institutions. For instance, in Argentina, Brazil,
Indonesia and Mexico, the central banks have been given more authority to
handle systemic risk. In Australia, France, Switzerland and Turkey, independent
committees have been established to address systemic risk.** At the EU level,
the creation of a “single supervisory mechanism” which would grant the Euro-
pean Central Bank direct supervisory powers over system-relevant banks in
the euro area countries is currently being deliberated. Yet, overall more than
two-thirds of the countries assessed have not addressed the issue (see Appendix

22. Board of Governors of the Federal Reserve System (2012).

23. The sub-section on financial sector reform and Appendix B was prepared by Kristina Deighan

under the guidance of Sameer Khatiwada.

24. Australia created the Australian Prudential Risk Authority; France created the Council in

Charge of Regulating the Financial Sector and Monitoring Systemic Risk; Switzerland created a

Systemic Risk Oversight Committee; and Turkey created a Systemic Risk Coordination Committee. 85

4. Investment for a job-friendly recovery



Figure 4.8 Employment growth in financially constrained
versus unconstrained firms (percentages)
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B). Newly established entities sometimes lack the authority to make substantial
changes. For example, the EU created a European Systemic Risk Board, but its
actions or recommendations are not legally binding,

® Separation of retail and financial activities: Among advanced economies, only
the United Kingdom has prepared “ring-fencing” legislation that would heavily
penalize institutions that fail to separate their core retail activities from other
banking. In the United States, the Volcker Rule was designed to separate com-
mercial and investment banking activity in an effort to protect consumers;
however, it still has not been fully implemented.”®

D. Policy considerations

There is a case for direct measures to stimulate investment,
especially among SMEs...

To enable enterprises to take advantage of improving or new markets and create
employment, it is necessary in many countries to unlock the credit flow. In the
short term, re-establishing credit flows to SMEs, which account for significant job
creation, could be done through policy measures that can be enacted quickly and
at little or no financial cost (box 4.1). In particular, credit guarantees, improved
credit mediation and earmarked liquidity can help restore credit to SMEs.

While measures to restore credit lines are necessary, they are not sufficient to
restore investment growth. SMEs, notably microenterprises, often lack the busi-
ness expertise needed to handle investments of a scale that enables enterprise devel-
opment and growth. In these cases, studies have shown that credit support should
be accompanied by training and consultancy services. In developing economies,
the vast majority of microenterprises are in the informal sector, where support
that combines management training with eased credit conditions could accelerate
investment and growth that is sustainable.

Other policy tools to stimulate and encourage investment have been used by
a number of countries. In particular, tax advantages for firms undertaking invest-
ments in the real economy can be effective incentives. These include measures such

25. The Volcker Rule bans banks from investing, sponsoring or owning hedge funds for the banks’
86 own profit, to ensure that banks are not gambling with depositors’ funds.
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Box 4.1 Measures to restore credit flows to SMEs

Credit guarantees. There are three main types of credit guarantee schemes: public,
corporate and mutual (the last one being the most common). Mutual schemes leverage
public resources to back or guarantee the loans provided by financial institutions to viable
SMEs. All or part of the loan can be guaranteed, thus enhancing lender confidence.
Studies show that this type of programme is successful because it merges the govern-
ment’s funding and management capacities with banks’ credit risk assessments and
financial expertise (Beck et al., 2010). For example:
® The Canada Small Business Financing Program is a joint government—lender pro-
gramme that gives banks the authority to make credit decisions and, in the event
that a borrower defaults, Industry Canada pays up to 85 per cent of the lender’s net
losses. Studies show that this programme created more than 18,000 new jobs over
2010 and 2011 by dispersing over 7,000 loans, an average of 2.5 new jobs per loan.
® Denmark created “get started” loans, consisting of loan guarantees and consultancy
services for new businesses.

Credit mediation. Credit mediation schemes can help SMEs whose demand for credit

has been entirely or partially rejected by financial institutions due to reasons not related

to the viability of the business. Schemes were introduced in a number of countries in
response to the crisis. For example:

® France has turned temporary measures into longer-term initiatives to support SMEs
which encounter difficulties in credit and insurance markets. According to figures from
2011, the Médiateur de Crédit, the French credit mediation scheme, freed EUR 3.5 bil-
lion in credit, reinforced 14,290 firms and preserved 247,139 jobs.

e |n 2010, Ireland introduced a Credit Review Office to provide SMEs with independent
risk assessment and to facilitate applications for public funding. Early evidence sug-
gests that credit mediation mechanisms have been effective in responding to the
credit needs of SMEs.

Direct financial support. Direct grants in the form of loans and partial equity positions

can be provided to small enterprises. For example:

® As part of the Action Plan for Jobs, the government of Ireland established the Micro
Finance Loan Fund in the first quarter of 2012. The fund has already generated
EUR 90 million in additional micro-enterprise lending and is expected to benefit
5,000 businesses and create 7,700 jobs over a ten-year period.

® Direct funding can also be provided through co-investment or by introducing fiscal
incentives. In the Netherlands, for example, private investors are incentivized through
tax offset schemes to invest in SMEs that undertake research and development.

Earmarked liquidity. In the United States, the 22 largest recipients of government
bailout money actually decreased lending to small businesses by USD 43 billion, or
6.2 per cent, between 2009 and 2010. Future bank bailouts could include such condi-
tions as making available to the public the amount of loans provided to SMEs (and the
value of loan applications rejected) and earmarking a share of the bailout funds for credit
to SMEs, particularly for innovative ventures.

as accelerated depreciation schemes, which allow firms to write off the costs of
assets from their taxable income more quickly and at a higher rate — making it rel-
atively less expensive to acquire new equipment. Another possibility is to exempt
certain investments from taxation at the initial stage, but to phase out the exemp-
tion over time. Tax exemptions may be targeted to economically underdeveloped
regions with high unemployment. More generally, equitable, simple and efficient
overall tax structures can also eliminate disadvantages for small firms.
Governments can also target initiatives, including providing direct support
such as co-financing, towards certain sectors in order to help firms — large and
small — take advantage of new technologies and emerging growth sectors. In order
to ensure maximum employment effects, such policies could be targeted towards
sectors that are employment-intensive or that meet other goals, such as investments
with energy-saving characteristics. 87
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...and efforts are needed to hetter align the financial sector
with the real economy...

Financial systems are essential for sound and sustainable economic growth. And
while a vibrant financial sector necessarily entails innovation, recent evidence sug-
gests that unless well-designed, with proper oversight, it can lead to negative social
returns.”® As such, greater efforts are needed to encourage a better alignment of the
activities of the financial sector with the needs of the real economy. The following
areas for improvement could be considered:

® Enhancing social benefits of financial intermediation: Measures to align the
behaviour of the financial sector with social benefits include risk sharing with
clients, improved internal and external transparency (e.g. to reduce the possi-
bility of money laundering, financial fraud, etc.) and increasing the account
ability for risk by top management (see below).

® Harmonization of financial regulation: Avoiding regulatory arbitrage has gained
increased attention since the financial crisis. While international coordination
is always difficult, governments could make greater efforts to accelerate work
toward convergence of prudential regulations, for example through institutions
set up to coordinate banking regulation (e.g. Basel) and the G20.

® Better governance framework for financial innovation: The governance frame-
work for financial innovation could be strengthened so that the likelihood of
negative outcomes due to a financial product or services is minimized. Mech-
anisms that could be considered include allowing institutions and regulators to
test financial products for potential negative impacts and externalities before
they are deployed (as was the case with mortgage-backed securities). Improving
the overall risk management regarding the use of existing products and services
will have a spillover effect on the nature of the future financial products.

...as well as improvements to corporate governance, including aligning
executive compensation with equity and efficiency concerns.

Executive compensation packages that primarily reward short-term performance
can encourage management practices that may harm firms and their shareholders
over the medium term and have serious negative externalities. The challenge is to
ensure that compensation is set at a reasonable level (addressing society’s concerns
regarding equity) and corresponds to a firm’s performance (addressing concerns
about efficiency). In order to foster these objectives, action on both the design
of executive compensation and the process of determining compensation can be
considered.

® Reduce the use of short-term incentives and enhance long-term incentives: Greater
emphasis could be placed on incentive schemes based over a three- to five-year
period. Where short-term bonuses are paid, increased use of shares that vest
only after a certain amount of time could be considered (“deferred bonus”)
(mentioned in G20 Summit, 2009) to limit short-termism.>” Consideration

26. See Arcand et al. (2011) and Beck et al. (2012).

27. In Belgium, at least 25 per cent of the bonus must, with some exceptions, be based on
performance criteria relating to a two-year period and another 25 per cent on criteria relating to a
three-year period. The rule does not apply if the bonus does not exceed 25 per cent of the overall
compensation.
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could be given to “claw-back clauses” that retrieve bonus payments from execu-
tives if outcomes of poor decisions accrue later or were based on misstated data.
Similarly, the long-term effects of share-based compensation could be improved
by allowing for share awards or options to be sold or exercised only after a sig-
nificant amount of time,*® for example after the executive’s retirement.”’

® [ntroduce complementary measures of performance: While shareholder value is
important, alternative and complementary measures of performance could be
included as criteria for variable compensation. For instance, some companies
have started to link a part of the performance-based compensation of executives
to social and environmental objectives. The French firm Danone, for example,
links one-third of its bonus payments to the accomplishment of goals such as
improving workplace safety and reducing carbon dioxide emissions.*® Criteria
relating to safety and operational risk management are also used to determine
one-third of the bonus payments at BP plc.’! In 2009, the Dutch Akzo Nobel
tied half of the award of shares under the incentive programme to the compa-
ny’s ranking in the Dow Jones Sustainability Index, which assesses company
performance according to economic, social and environmental criteria.’®> Other
companies, such as Volkswagen, use the objectives relating to customer satis-
faction set out in the company’s strategy document as a criterion for awarding
long-term variable compensation.”

® Provide for relative limits on executive compensation: Relative limits on the
total amount of compensation or on individual components of a compensa-
tion package could also be considered to address concerns about equity. An
ambitious option would be to impose limits on total executive compensation
relative to other wages in the firm. This would provide an incentive for execu-
tives to strive towards improving the salaries of their employees. For example,
SolarWorld limits executive compensation to 20 times the average employee
remuneration, in response to a resolution of its shareholders.”* Similarly, in
the United States, Whole Foods Market caps executives’ cash compensation
at 19 times the average employee wage.”® Such policies could be imposed by
shareholders or could be considered as broader guidelines by governments.

® [ntroduce a “say on pay’: Company shareholders could be given the opportunity
to decide on elements of executive compensation. Binding votes could be con-
sidered, particularly regarding share-based incentives. Binding sharcholder
votes are already required in Norway and Denmark on share-based compensa-
tion and variable compensation, respectively, while in Japan, Sweden and the
Netherlands, the entire compensation package is subject to a binding share-
holder vote.’**” A binding shareholder vote was also part of a recent “citizens’
initiative” in Switzerland that was approved in early 2013 (box 4.2). Requiring
only a qualified minority rather than a majority vote in order to block the

28. Posner, 2009; Bebchuk and Fried (2010).

29. Bhagat and Romano (2009).

30. See Danone (2011).

31. See BP plc (2013).

32. See Eurosif (2010).

33. See Volkswagen (2011).

34. See SolarWorld (2011).

35. See Whole Foods Market (2011).

36. OECD (2011).

37. In Belgium, severance payments above a certain threshold must be approved by the sharcholder
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Box 4.2 Streamlining executive compensation:
Examples of recent reform initiatives
A number of countries have adopted or initiated reforms with a view improving the alignment of executive

compensation. These initiatives vary widely both in terms of content and approach, ranging from restric-
tions on the amount of compensation to a strengthening of the shareholders’ role in this regard.

In Switzerland, a comprehensive and widely publicized citizens’ initiative on executive compensation was
approved March 2013 concerning Swiss public companies listed on Swiss or overseas stock exchanges.
This initiative will bring about significant changes to the regulation of executive compensation and intro-
duces one of the most progressive frameworks worldwide (Bryois et al., 2013). The new requirements
include the following:

e |t will be mandatory for shareholders to vote on the aggregate compensation of the directors and
senior managers.

® Payments of golden parachutes and signing-on bonuses for members of corporate governing bodies
will be prohibited.

An annual shareholders’ vote to elect the board’s chairman and members will be mandatory.
Sanctions under criminal law, including prison sentences, are foreseen for violations of the above
requirements.®

At the level of the European Union, a consensus on new rules regarding executive compensation for
the financial sector was reached in February 2013 between the European Parliament and the Council
of Ministers to prevent undue risk-taking by executive directors. According to this proposal, the bonus
payments to executives will be limited to the amount of the fixed salary. Only a qualified majority vote
of the shareholders could raise the bonus payment, to a maximum of 200 per cent of the salary.® Once
adopted, these rules would, through national legislation, be made binding on companies that have their
seat in an EU Member State.

? For the text of the initiative see: http://www.remunerationsabusives.ch/initiative-populaire-remunerations-abusives/.

® See European Parliament, press release of 28 February 2013, “MEPs cap bankers’ bonuses and set up bank capital
requirements”, Committee on Economic and Monetary Affairs. Available at: http://www.europarl.europa.eu/news/de/pressroom/
content/20130225IPRO6048/html/MEPs-cap-bankers’-bonuses-and-step-up-bank-capital-requirements.

proposed compensation package — as is the case in Australia®® — would also
help ensure that the concerns of smaller sharcholders are not overridden by
large institutional investors, which may have other business relations with the
executive management.

Improving the management function of the boards of directors for corporations can
also help align corporate policies, including executive pay, with the interest of all
stakeholders. During the economic crisis, some stakeholders, e.g. employees and gov-
ernments, had to shoulder the brunt of the adjustment costs. This experience has
shown there is a need for a more stakeholder-oriented corporate governance frame-
work — one which continues to include shareholder interests but attempts to limit
failed management policies and attends to the valid interests of other stakeholders,
particularly those who bear the cost of externalities. To achieve this, consideration
could be given to: (i) disconnecting the roles of CEO and chairman of the board;
(ii) ensuring that independent directors and experts are an important component of
the board; and (iii) encouraging corporations to include social partners and employee
representatives on their boards of directors, as is already the case in some countries.”

38. In Australia, a negative vote of only 25 per cent of the sharcholders is necessary. While the vote
is only of an advisory nature, a second negative vote can lead to a resolution requiring a re-election of
the board members responsible for the compensation package (House of Representatives, 2011).

39. Recent studies have found, for example, that the presence of employee representatives on
company boards is negatively correlated with the level of executive compensation as well as with the
use of share-based compensation (see, notably, Vitols, 2010).
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Appendix A
Empirical analysis of firm-level
investment behaviour

In order to determine the link between increased liquidity (cash holdings) and a
decline in real investment, it is essential to control for other factors. With that in
mind, a microeconometric model based on firm-level data was developed which
attempts to account for corporate cash holdings through a range of explanatory
variables. These variables can be broadly grouped as follows: (i) financial con-
straints; (i) economic uncertainty; (iii) postponed investment; (iv) future growth
opportunities; and (v) institutional factors.

Data

The sample of firm-level data was constructed from the FactSet database for the
period 2000 to 2011. The database consists of financial accounting and comple-
mentary firm-level data on publicly listed companies from 122 countries. The data
utilized initially provides 763,529 firm-year observations. Financial firms were
excluded because they hold cash for different reasons than non-financial firms
(e.g. reserve requirements). In addition, following Baum et al. (2006), extreme
outliers in terms of certain balance sheet figures were removed from the database.
Often, these outliers can be attributed to mergers and acquisitions or companies
being formed for legal or tax purposes.

Firms that experienced a very high change in their balance sheet total at any
time during the sample period were excluded. For each country, the distribution
of year-to-year growth in total assets was computed and firms below the 1 per cent
and above the 99 per cent percentiles were removed. Furthermore, observations for
cash ratios (to total assets) higher than 1 were excluded due to their implausibility.
Only firms with a minimum of four consecutive time-series observations during
the sample period were included. Finally, if a firm’s cash holdings were more than
three standard deviations above or below the mean cash holdings in that country,
the firm was removed from the sample. Following this procedure, 535,176 firm-
year observations remained in the sample. Table 4A.1 gives an overview of the key
variables that were used and table 4A.2 summarizes the distributions of several
parameters over the full time period.

Constructing the parameters

Certain firm-specific variables have been constructed to represent different aspects
of corporate governance behaviour, investment decisions, growth potential, finan-
cial constraints, exposure to business risk and macroeconomic stability. To deter-
mine the factors that influence firms’ liquidity holdings, different versions of an
ordinary least squares (OLS) regression model were run. In all cases, following
the vast majority of the literature, the dependent variable was firm liquidity,
which is measured through the variable “cash and cash equivalents” (CASHEQ).

This and all other variables used are expressed as their ratios to total assets. The 91
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Variable Definition Abbreviation
Capital expenditures* Investment CAPEX
Cash and cash equivalents* Liquidity CASHEQ
Cash flow* Gross income plus depreciation CF
Debt-to-equity ratio Indebtedness DER
Dividends* Dividends DIV
Dividend payout ratio Dividends over net income DPR
Dividend yield Dividend payments to market capitalization DY
Effective interest rate Interest expense over debt EIR

Total employment (in 1000s) Average employees per year EMP
Years since initial public offering ~ Proxy for firm age IPO
Leverage Debt over total assets LEV

Log of total assets Proxy for firm size LTA
Market-to-book ratio Market value of firm over book value MTB
Profit margin Net income over revenue OPM
Profit rate Net income over equity PR

R&D expenditures* Expenditures for research and development RD
Return on assets* Net income over total assets ROA
Share buy-backs* Reduction of outstanding shares by company SBB

* Variables expressed as a fraction of total assets.

Variable Number of Mean Minimum p25 p50 p75 Maximum
observations
CAPEX 368420 0.06 0 0.01 0.03 0.07 0.49
CASHEQ 380119 0.19 0 0.03 0.10 0.25 1.00
CF 330000 0.25 -0.49 0.10 0.20 0.34 1.48
DER 346984 0.70 0 0.02 0.30 0.85 11.40
DIV 353771 0.01 0 0 0 0.01 0.17
DPR 351762 0.18 -1.16 0 0 0.25 3.58
DY 302097 1.60 0 0 0 2.47 15.93
EIR 297196 10.2 0 3.05 5.77 9.23 300.00
EMP 269762 4.93 0 0.13 0.58 2.33  2,200.00
IPO 81867 3.50 0 1.00 3.00 5.00 11.00
LEV 372488 0.22 0 0.01 0.17 0.34 1.59
LTA 377758 4.33 -4.79 2.95 4.41 5.84 13.46
MTB 299705 2.60 0.15 0.80 1.43 272 50.44
OPM 340553 -0.23 -15.49 -0.02 0.03 0.09 1.00
PR 373217 0.01 -6.04 -0.03 0.06 0.16 5.05
RD 200415 0.04 0 0 0 0.03 0.96
ROA 373217 -0.16 -12.7 -0.05 0.02 0.06 0.34
SBB 294226 0 0 0 0 0 0.15

Source: IILS estimates based on FactSet Research Systems.
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explanatory variables used were as follows: CAPEX, describes the ratio of capital
investments; IN'V, measures inventories; DIV, describes dividend payments; ROA,
measures profits; LEV, the total debt; CF, cash flows; and RD, research and devel-
opment expenditures. The following variables are not expressed as a fraction of
total assets: EMP, employees (in thousands); IPOd, a dummy that equals 1 if the
firm’s IPO took place at most five years ago; MTB, the market-to-book ratio; risk_
idio, measures the standard deviation of a firm’s Solow-residual net of aggregate
effects — the Solow residual is computed with a production-function estimation
technique, where total labour and total assets are used as inputs; risk_industry,
captures annual means of the idiosyncratic risk within two-digit industries; risk_
agg, describes the standard deviation of GDP growth rate by country; std_CF, the
standard deviation of a firm’s cash flows; and fin_cstr, a dummy that equals 1 if a
firm is financially constrained.

Financial constraints

Much of the existing literature on corporate liquidity treats a firm as financially
constrained if it is not paying dividends.*® The rationale is that, because of the
limits to external financing, a firm benefits from retaining funds within the firm.
Thus, the firm does not pay out dividends. However, a non-dividend paying firm
is not necessarily constrained as high-growth firms also tend to pay no or low
dividends as long as they have sufficient investment opportunities available. As
such, firms for this analysis are considered financially constrained if the dividends
(DIV) and the return on assets (ROA) are non-positive.

This quantitative measure of financial constraint discriminates very well
between firms in financial distress and unconstrained firms: the variable fin_cstr
is significantly correlated with firms’ leverage (LEV) and the effective interest rate
(EIR). Furthermore, the OLS results emphasize the differences between finan-
cially unconstrained and constrained firms. A financially constrained firm exhibits
a much higher sensitivity to cash with respect to business risks, cash flows and
changes in inventories. This implies that these factors are perceived as substitutes
for cash. This constitutes an important robustness check and increases the confi-
dence that the indicator variable is able to capture the presence of financial dis-
tress. Furthermore, a non-linear relationship between leverage and the effective
interest rate emerges. Higher leverage ratios are generally related to lower interest
payments in the data. Only when the leverage ratio (LEV) reaches 95 per cent of
total assets do interest rates (EIR) start to increase again, as banks start to regard
the high debt-to-equity ratio as problematic and charge higher premiums for the
increased probability of defaul.

Economic risks

The extent of risk affects firms” determinations of the appropriate levels of liquid
assets to hold. In particular, higher levels of risk render any forecasts about the
future economic environment less precise, and thereby introduce a motive to hold
higher precautionary levels of liquidity." Firms also encounter risky environments

40. See, for example, Baum et al. (2006).
41. See, for example, Bloom et al. (2007) and Bloom (2009). 93
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World Advanced economies Emerging and
developing economies

CAPEX ~0,38p9%%% —0,3812+%+ ~0.2388***
(0.0100) (0.0126) (0.0138)
INV ~0.2405*** ~0.2559*** ~0.1841%**
(0.0060) (0.0073) (0.0088)
DIV 0.1176%** ~0.0154 0.3672***
(0.0338) (0.0452) (0.0473)
ROA 0.0013 0.0048 0.0547***
(0.0037) (0.0039) (0.0145)
fin_cstr 0.0063** 0.0144%** —0.0210***
(0.0020) (0.0023) (0.0031)
fin_cstr_c~s ~0.0135*** ~0.0150*** 0.0091*
(0.0028) (0.0032) (0.0041)
LEV ~0.2879*** ~0.3082*** —0.1978%**
(0.0043) (0.0051) (0.0069)
CF ~0.0087* ~0.0096* 0.0039
(0.0041) (0.0045) (0.0098)
std_CF 0.0934*** 0.1067*** -0.0098
(0.0144) (0.0161) (0.0262)
MTB 0.0035*** 0.0035*** 0.0029***
(0.0002) (0.0003) (0.0004)
risk_idio 0.0409*** 0.0406*** 0.0281***
(0.0034) (0.0039) (0.0056)
risk_indus~y 0.0035 0.0138 ~0.0358***
(0.0062) (0.0074) (0.0096)
risk_agg 0.0017 0.0099*** ~0.0065***
(0.0009) (0.0013) (0.0012)
RD2 0.0403*** 0.0312%** 0.0761***
(0.0020) (0.0023) (0.0037)
RD3 0.1392%*+ 0.1327%** 0.1572%**
(0.0045) (0.0048) (0.0108)
RD4 0.2405*** 0.2335*** 0.1678***
(0.0076) (0.0078) (0.0226)
IPOd 0.0416*** 0.0366*** 0.0536***
(0.0019) (0.0022) (0.0036)
EMP ~0.0003*** ~0.0003*** ~0.0002***
(0.0000) (0.0000) (0.0000)
GDPg DE0RE== 0.0007 E0RE=E
(0.0002) (0.0004) (0.0003)
Constant 0.1837*** 0.1885*** 0.2297*+*
(0.0079) (0.0095) (0.0121)
Observations 142684 111627 31057
Re 0.3751 0.3905 0.3241

Notes: Standard errors in parentheses. Significance levels: * at 5 per cent; ** at 1 per cent; *** at 0.1 per cent.

Source: IILS estimates based on FactSet Research Systems.

at the company level, the industry level and the macroeconomic level. Firm-
specific risks might include unpredictable variations in cash flows and product-
ivity levels. At the industry level, the industry in which a firm is operating might
be undergoing a transformation or be characterized by important dynamics that
make profitability measures highly volatile. Finally, at the macroeconomic level,
there may be uncertainty about consumer demand, GDP growth and the political
environment.
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Other factors

In addition to economic uncertainty and financial constraints, three other main
factors were identified, namely: (i) future growth opportunities, (ii) postponed
investment and (iii) institutional factors. Future growth opportunities are meas-
ured via a firm’s market-to-book ratio and its research and development expen-
ditures. Higher values in both cases indicate better expected future growth
opportunities. Postponed investment is measured through the OLS coefficient
of capital expenditures (as higher capital expenditures are associated with lower
cash holdings). Institutional factors measures the effect of dividends on cash

holdings.

Econometric model

The methodology involved using several different types of panel models. The
following discussion of results refers to the specification of the baseline setup
(pooled OLS). Table 4A.3 shows the results of the baseline regression with
liquidity (CASHEQ) as the dependent variable.

Discussion of results

The model shows that there is indeed a direct link between the observed increase
in the cash holdings of firms and the decline in real investment. The principal
reason for holding cash is attributed to existing financial constraints. In fact,
financial constraints account for 42 per cent of the variation in cash holdings
(figure 4A.1).* In this respect, the increase of liquidity is largely driven by under-
lying financial constraints which in turn depress investment. In fact, financially
constrained firms are investing only half as much of their assets as unconstrained
firms. In addition, financially constrained firms pay a significantly higher interest
rate on their debt (7.6 per cent) than non-constrained firms (5.3 per cent) and are
unable to take on as much debt.* Moreover, the results indicate that firm size and
financial constraints are correlated: the smaller a firm is, the more likely it is to face
financial constraints. Financial constraints are also more important in explaining
the variation in cash holdings among the group of advanced firms.

The presence of financial constraints has also slowed employment growth,
especially in recent years, as discussed in section C. While it is not surprising that
the average growth in employment is higher among financially unconstrained
firms than among constrained firms, employment growth among the former has
recovered considerably, whereas among the latter it has continued to be negative
since the economic crisis.

42. As discussed above, financially constrained firms are those that do not pay dividends and have a

negative return on assets at the same time.

43. Financially unconstrained firms have a larger leverage ratio (19.3 per cent) than constrained firms

(13.7 per cent), as measured by debt to total assets. This constitutes an important robustness check

and increases the confidence that the indicator variable is able to capture the presence of financial

distress well. Furthermore, a non-linear relationship between leverage and the effective interest rate

emerges in this setting, 95
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Figure 4A.1 Determinants of cash holdings among publicly listed firms (percentages)

50
40
30
20 )
Note: The chart shows the main
factors that explain the variation in
firms’ cash holdings as measured
10 by the regression model.
Source: IILS estimates based on
0 =] FactSet Research Systems.
Financial Future growth Economic Postponed Institutional
constraints opportunities uncertainty investment factors

Uncertainty about the economic environment also leads firms to hold cash
as a buffer against unforeseen events. In economic terms, uncertainty** about the
economic environment leads to volatility in future income streams for enterprises
and can therefore trigger cash hoarding, inert investment activity and a hesitation
to hire new employees. In this context, economic uncertainty accounts for close
to 22 per cent of the change in cash holdings. Moreover, a breakdown of company
investment activity into risk quantiles shows that companies that face high uncer-
tainty reduce investment and hoard cash instead.

Such economic uncertainty for enterprises can emerge from a number of
sources. First, there might be volatility in the macroeconomy, which will have
potential negative impacts on all firms in a country. Examples of such macroeco-
nomic risks include current or potential shortfalls in aggregate demand, failure of
the financial system or the collapse of a currency. Second, certain industries (sec-
tors) are more prone to uncertainty than others. For example, firms in the extrac-
tive industries on average face higher fluctuations in incomes than firms producing
consumer goods. Third, uncertainty can emerge at the enterprise level and refer to
a firm’s operational risk* or other firm specific determinants

The model accounts for all three layers of economic risk. Macroeconomic
uncertainty is identified through the fluctuation of a country’s aggregate demand
(GDP). Firm- and sector-specific risks are measured through volatility of total
factor productivity at the firm and industry levels, respectively.*®

44. The terms “uncertainty” and “risk” are used interchangeably in this chapter. Often a distinction
is made between the two terms by specifying “risk” as those uncertain events to which a probability
distribution can be assigned.
45. See Basel I Definition.

96 46. Overall volatility of firms’ cash flows measures overall risks without further decomposition.
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Appendix B
Indicators of progress with respect
to financial reform”

In terms of financial sector reforms, momentum seems to be picking up in ecarly
2013. Yet, in some of the most important areas such as risk-based capital require-
ments, reforms will not be completely phased in until 2019 - ten years after the
crisis. In addition to the areas of reform discussed in section B, the following are
also worth noting (see table 4B.1):

® Provision for a systemic risk regulator: Of the 30 countries with available infor-
mation, only 10 have put in place provisions for a systemic risk regulator.

® Changes in micro and macro prudential regulation: Most countries — 24 out
of 30 — have put in place provisions for a micro and macro prudential regu-
lation. Meanwhile, 6 countries have failed to make changes in this area (Brazil,
Republic of Korea, Mexico, the Russian Federation, Saudi Arabia, and South
Africa).

® Regulation of shadow banking: Of the 30 countries, only one — India — has
enforced regulation with tangible outcomes. India supervises and regulates
non-bank financial institutions through its central bank and it reinforced
this authority post-crisis. Calls for change have been stifled by international
leaders. At the EU level, the Directive on Alternative Investment Fund Man-
agers, which was adopted in 2011 and is currently being implemented by EU
Member States, subjects hedge fund managers, among others, to mandatory
reporting requirements. In the United States, the Dodd-Frank Act gives regu-
lators authority, but does not explicate regulatory measures.

® Changes in capital adequacy rules: Of the 30 countries, 19 have not imple-
mented legislation that changes capital adequacy requirements. Argentina,
Brazil, the European Union, Indonesia, Republic of Korea, the Russian Feder-
ation and the United States have not yet issued final rules for Basel-III, which
were supposed to have been implemented on 1 January 2013. As of April 2013,
Turkey had not issued draft legislation.

® Regulation of credit rating agencies (CRAs): Of the 30 countries, only three
have not passed legislation (Mexico, Saudi Arabia and South Africa) to regulate
CRAs. Although the European Union passed legislation that requires CRAs
to register, comply with a code of conduct and undergo supervision, the pro-
posal that would actually reduce reliance on CRAs (the Capital Requirements
Directive IV) is still being debated.

47. Appendix B has been prepared by Kristina Deighan under the supervision of Sameer Khatiwada. 97
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Regulation Limits on Risk Taking Compensation*
Provision for Changes Regulation Changes Regulation  Breaking up Limits on Regulation
systemic risk in micro of shadow in capital of rating of banks executive of bonus
regulator and macro banking adequacy agencies compensation? pay
prudential rules
regulation
Argentina X X X
Australia X X X X
Austria X
Belgium X X X
Brazil X X
Canada X X
China X X X X
Denmark X X X
Finland X
France X X
Germany X
Greece X
India X X X X X X
Indonesia X
Ireland X
Italy X
Japan X X X X
Republic of Korea X X
Mexico X X
Netherlands X
Portugal X X
Russian Federation X
Saudi Arabia X
South Africa X
Spain X X
Sweden X
Switzerland X X X X X3 X
Turkey X X
United Kingdom X X
United States X X X

! Reforms were not included if they concerned only state-owned companies or bank bail-outs. Limits regarding executive compensation introduced
before 2009 were also not considered for this table. ? This includes absolute and relative limits as well as binding share-holder votes on executive
compensation. ® The information regarding Switzerland refers to legislation that was required by a citizens’ initiated referendum and which had not yet

entered into force at the time of writing.

X = legislation in effect. White boxes = no legislation.

Source: IILS based on national sources.
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Main findings

This Chapter shows how an approach that balances macroeconomic and
employment goals, while at the same time taking social impacts into account,
can help to address the challenges identified in carlier chapters. Moving towards
such an approach requires attention to be paid to a number of policy areas,
including macroeconomic, labour market and social protection policies. This
Chapter highlights a wide range of recent initiatives in these areas.

First, a job-centred approach will require the fiscal and structural policies of
countries to be addressed, including the pace of fiscal consolidation measures
and the still unresolved financial sector imbalances (Chapter 4). Establishing a
balance between employment and other macroeconomic objectives will be ne-
cessary in order to achieve an inclusive recovery. This Chapter discusses recent
experiences in Asia, Latin America and selected advanced economies that have
made an effort to achieve this kind of rebalancing.

Second, well-designed labour market and social protection policies can serve
both to realize social goals and to contribute to aggregate demand. These policy
areas have seen important innovation and experimentation in recent years and
provide lessons that would reward wider study.

Third, there is a need to build a stronger consensus on job creation and sus-
tainable growth and thus to overcome barriers to such a policy shift where it is
needed. These barriers include: a failure to recognize the fact that employment
and social issues ought to be put near the top of the reform agenda; distribu-
tional issues; entrenched beliefs that government intervention will negatively
affect competitiveness and economic growth; and insufficient international
coordination, which is especially important in areas such as taxation and at
times of weak global aggregate demand.
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® The role of the ILO in addressing these issues is discussed. Expert advice and
monitoring of job-friendly policies would both benefit individual countries
and contribute to better international coordination. In addition, mobilizing
and reinforcing social dialogue in countries can be instrumental in creating
a constituency for change and steering countries towards more job-friendly
approaches.

Introduction

As discussed in Chapters 1 and 2, many countries have yet to recover from the
loss of jobs and income caused by the global financial crisis. Even in those coun-
tries that have enjoyed a relatively positive labour market performance, the quality
of the jobs that have been created and the distribution of the benefits of growth
remain a matter of concern. Therefore job creation and issues of income distribu-
tion remain major challenges in most countries.

This Chapter reviews the role played by macroeconomic strategies in the
recovery of labour markets and argues for a shift to adopting strategies that give
more weight to job creation and more equitable growth.

Section A begins by discussing the move in policy-making towards fiscal con-
solidation. It explains the nature and extent of consolidation measures, especially
in Europe, briefly reviewing the impact on employment in countries that have
implemented such polices and the risk of spillover effects from these countries to
others. Section B examines the kind of job-friendly measures that can be put in
place as part of a coherent macroeconomic and employment strategy. Finally, Sec-
tion C sheds light on possible obstacles to a shift to a job-friendly strategy and
discusses how these obstacles might be overcome, including the role of the ILO
in this respect.

A. Challenges associated with the current
macroeconomic stance

Fiscal consolidation and structural labour market reforms
have become the dominant responses to the ongoing crisis
in a number of advanced economies ...

Since 2010, the policy priority in many advanced economies has shifted towards
cutting fiscal deficits and promoting external competitiveness. Following the rise
in public deficits during the recession, which reached a peak in 2009, the majority
of the advanced countries with available information' had adopted fiscal consoli-
dation measures by the third quarter of 20112 On the expenditure side, govern-
ment spending as a percentage of GDP decreased by 1.4 percentage points between
the third quarters of 2009 and 2011, driven by cuts in public payrolls, public
investment and social spending (figure 5.1). During the same period, government

1. This finding arises from an analysis of 28 advanced economies with up-to-date quarterly national
accounts (ILO, 2012).
102 2. See Chapter 2 of the World of Work Report 2012: Better jobs for a better economy (ILO, 2012b).
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Figure 5.1 Change in selected government expenditure items between 2009 and 2012
(in percentage points of GDP)
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revenues as a percentage of GDP increased by 1.2 percentage points, reflecting
increased tax revenues, notably in the form of heavier indirect taxation. A number
of Central and Eastern European countries also adopted fiscal consolidation meas-
ures, driven mainly by cuts in social benefits and public-sector wages as well as an
increase in indirect taxation.

In another shift of policy emphasis, a number of governments have embarked
on a process of structural labour market reforms, based on the view that lighter
labour market regulation would be a “costless” way to create jobs (ILO, 2012).
Recent evidence indicates a gathering momentum in reforms which relax
employment protection regulations and decentralize collective bargaining.’ The
hope was that these fiscal consolidation and structural reform measures — while
associated with some short-term costs — would help to cut government deficits,
arrest the trend increases in government debt and boost business confidence,
leading to greater investment and job creation (Alesina, 2010).

... with negative impacts on recovery in many cases ...

The actual outcomes have fallen far short of expectations, notably with respect to
employment (Chapter 1). Indeed, fiscal consolidation has been associated with a
deterioration of the labour market situation. Also, as shown in Chapter 4, pro-
ductive investment has not recovered in most advanced economies, especially
those with the strongest focus on fiscal consolidation.

The direct goals of fiscal consolidation — reduced government deficits and
debt — have also not been achieved in many cases. For example, the median fiscal
deficit in the EU-27 countries remained at 4 per cent of GDP at the end of 2012,
with a number of countries (i.e. Greece, Ireland and Spain) still facing deficits of
between 7 and 11 per cent of GDP. The median fiscal deficit in advanced economies

3. For example, between 2008 and March 2012, 40 countries out of 131 altered their employment

protection regulations for permanent employees, mainly by modifying the regulation of severance

payments and notice periods. A total of 60 per cent of these reforms have relaxed employment

protection regulations for permanent employees. This trend is particularly noticeable among

developed economies, where 76 per cent of the reforms have relaxed employment protection

regulations for permanent employees (Cazes et al., 2012). 103
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also remains high — at 6.8 per cent for G7 countries in 2012 and 5.5 per cent for
the OECD area as a whole. In a number of countries, the efforts to consolidate
have also failed to stabilize public debt (for example, Greece will only attain a debt-
stabilizing primary balance® in 10 years and Japan in 12 years).

... and spillovers to the global economy and emerging
and developing countries.

In light of slow growth or actual contraction in many advanced economies, a
number of emerging and developing countries have decided to pursue a strategy
of boosting domestic demand in order to compensate for weak export prospects.
In countries such as Argentina, Brazil, China, India and South Africa, policies
were adopted to increase wages and strengthen social protection systems. Public
investment in infrastructure and public employment programmes has also been
introduced or reinforced. Regional integration has contributed to growth in sev-
eral regions as well.

Nevertheless, even in these countries, labour markets and productive invest-
ment in the real economy are not immune to the effects of the weakening global
economy. Growth forecasts have been revised downwards for many developing and
emerging economies, while labour markets have failed to keep up with population
growth in some cases and the incidence of vulnerable employment has risen in
many such countries (see Chapter 1). Meanwhile, some emerging and developing
economies have also struggled to manage liquidity problems arising from both
internal and external factors. Internally, many countries are constrained by the
volatility of their public revenue and relatively weak fiscal institutions. On the
external side, countries are confronted by an unpredictable evolution of interest
rates on public debt, given the volatility of the financial markets worldwide. Vola-
tile capital flows have aggravated instability in the real economies of some coun-
tries, with negative impacts on the quantity and quality of jobs,’ placing additional
pressure on the stability of their fiscal balances.’

r-n

4. Debt-stabilization primary balances (sp) are calculated as follows: sp, =d,_; x Tl

(Martner and Tromben, 2004). See Escudero and Lépez (2013, forthcoming)
for a more comprehensive analysis of debt dynamics during times of crisis.
5. See Chapter 4 of the World of Work 2012: Better jobs for a better economy (ILO, 2012b).

6. Indeed, studies that use a more flexible approach to assessing debt sustainability in emerging and

developing economies have found that these external factors have been the main determinant behind

the increase in public debt in emerging markets since the mid-1990s, explaining as much as 70 per

cent of the increase. See Martner and Tromben (2004) for an analysis of public debt sustainability in
104  Latin America.
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B. Moving towards a more job-friendly
and equitable approach

There is growing awareness of the risks associated with an excessive focus on short-
term fiscal consolidation. Moreover, recent experience shows that it is possible to
combine prudent macroeconomic policies with employment and income goals.
This section examines how this can be achieved.

A more job-friendly approach begins with macroeconomic policies, ...

As shown by the experience of some countries during past financial and economic
crises, such as Argentina and Sweden, well-designed and coordinated macroeco-
nomic, employment and social policies can have mutually reinforcing effects. In
Argentina, for example, carefully targeted social and employment measures — com-
bined with effective macroeconomic policies — were important factors behind the
strong recovery from the severe crisis of 2001-02. Sweden, likewise, successfully
overcame the financial crisis of the 1990s through the employment of a coherent
policy package (box 5.1).

In general, a job-centred macroeconomic strategy would include more
emphasis on the employment impacts of monetary, fiscal and structural reform
measures. It would require careful consideration of the path and content of fiscal
consolidation measures. Greater attention would be paid to domestic demand and,
in particular, to household incomes, as studies show that fiscal consolidation could
worsen income inequality;7 and a commitment to addressing concerns about com-
petitiveness in a manner which supports aggregate demand, investment and jobs.
Recent examples of successful approaches are shown in box 5.2.

To explore the impact of a more job-friendly policy mix, a simulation exam-
ining the employment and growth impacts of three scenarios has been carried out
using the Global Economic Linkages model.® A baseline is established, based on
current IMF projections. A scenario of further fiscal consolidation is then exam-
ined. Finally, a combination of measures, including expanded public investment
coupled with measures to rebalance the share of labour incomes in total income,
is explored.” The results are presented in table 5.1.

Table 5.1 Simulated effects of job-friendly policies, 2014

GDP growth (%) Employment rate (%)
Baseline scenario 2.2 549
Further fiscal consolidation 1.1 54.5
Job-friendly approach 3.6 55.6

Note: The GDP growth baseline scenario corresponds to the latest IMF World Economic Outlook projections for
2014 and the employment rate calculations in Chapter 1 of this volume. The fiscal consolidation scenario assumes
a further cut in government investment, totalling 1 per cent of the GDP for advanced economies. The job-centred
approach combines expanded government investment and labour incomes growing in line with productivity.

Source: IILS simulations based on the Global Economic Linkages model.

7. See IMF Fiscal Monitor, October 2012.

8. In contrast to purely empirical models, the relationships between macroeconomic variables in
the Global Economic Linkages model are derived from theoretical economic relationships and then
calibrated to match an actual economy (see Torres et al., 2013).

9. More specifically, a 1 percentage point increase in the ratio of infrastructure investment to GDP
and a 1.8 percentage point increase in the share of labour income in total income in the euro area
countries would decrease unemployment rates to 9.9 per cent — rather than 11.5 per cent in the
baseline scenario. For more details on these simulations, please refer to ILO, 2012¢, pp. 40—41.
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Box 5.1 Job-centred approach in times of crisis:
Experiences of Argentina and Sweden

Argentina’s response during the 2001-02 crisis: In response to the crisis which erupted
in 2001, Argentina decided to break from the previous macroeconomic and structural
reform policy mix. Instead, it adopted a set of measures which made employment and
poverty reduction the core policy objectives. In particular, a programme to help jobless
households was launched in May 2002 (Plan Jefes y Jefas de Hogar Desocupados),
the system of minimum and adjustable wages, which had been abolished in the 1990s,
was reinstated and labour market institutions, such as labour inspection and collective
bargaining, were strengthened.

Between 2002 and the advent of the global crisis in 2008, employment grew strongly,
the incidence of informal employment declined and poverty rates were cut. Following a
short hiatus at the height of the crisis, employment growth and poverty reduction have
regained their momentum (ILO, 2011b).

A number of factors contributed to Argentina’s recovery after 2002, including improved
competitiveness resulting from the devaluation of the peso and a significant improvement
in the price of exports of agricultural products and natural resources. However, the care-
fully targeted social and employment measures contributed significantly to the positive
results in employment and poverty reduction.

Sweden’s response during the financial crisis of the 1990s: The situation faced by
Sweden in the early 1990s was similar to the current crisis in many respects, triggered
as it was by the bursting of a real estate bubble, which had been fed by deregulation
in the financial markets, a deterioration in banks’ balance sheets and a dramatic fall in
economic activity. Sweden experienced a severe recession, with GDP decreasing by
about 5 per cent, the employment rate falling by almost 10 per cent and unemployment
increasing fivefold (see Freeman et al., 2010).

As a first step, the Government reacted quickly to restore confidence in the Swedish
financial sector by issuing an unlimited guarantee that no depositors or other counter-
parts to Swedish financial institutions would suffer any loss and by consolidating financial
institutions. This measure had the effect of reassuring private depositors while re-estab-
lishing credit lines with foreign banks. A common framework of measures was developed
for rescuing financial institutions with the aim of avoiding an excessive burden on govern-
ment expenditures. Banks demanding public support had an obligation to provide full
disclosure of their financial positions. This allowed banks’ medium-term profitability to be
tested so that financial support was offered only to those institutions that were assessed
as being worth rescuing. In addition, shareholders were not covered by the Government
guarantee and were exposed to the same degree of capital loss risk as the Government.
These measures limited the risk of moral hazard by reducing the incentives for banks to
request financial support from the Government and made the cost of the financial sec-
tor’s bailout more acceptable to the public.

Second, fiscal policy was accommodating. The Government allowed fiscal deficits to
develop during the crisis in order to avoid a contraction of the national welfare system
that would have exacerbated the impact of the crisis on living standards and domestic
demand. Employment programmes were developed and a renewed emphasis was placed
on active labour market policies to reduce the risk of long-term unemployment and labour
market exclusion. This included the creation of a youth employment guarantee; a policy
that is now being considered in the European Union.

Third, social dialogue was maintained. The coordination of wage bargaining continued
at the national level. Social partners agreed to wage increases in line with the need for
international competitiveness in the manufacturing industry. Finally, the Swedish cur-
rency depreciated, which also supported recovery. Exports as a share of GDP doubled
between 1992 and 2008.

The result was a relatively quick economic and employment recovery from the financial
crisis, at a relatively modest cost to the public purse. Some estimates put the final costs
of financial rescue measures at 3 per cent of GDP, instead of the 4-5 per cent that was
originally feared (Jonung, 2009).
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Box 5.2 Macroeconomic policies aimed at fostering
employment creation

In the United States, with inflation running below the Government objective of 2 per cent
and unemployment far above its frictional level, the long-standing employment goal of US
monetary policy has been reinforced. As part of this approach, in December 2012 the
Federal Open Market Committee (FOMC) revamped its forward guidance for the federal
funds rate, explicitly linking it to quantitative measures of economic and labour market
performance. More specifically, the FOMC stated that interest rates would be held at
exceptionally low levels as long as the following conditions were met: the unemployment
rate should remain above 6.5 per cent; projected inflation for the following 1 or 2 years
should remain at no more than 0.5 percentage points above the 2 per cent objective; and
longer term inflation expectations continued to be well anchored. This clarifies the inten-
tions of the FOMC to keep monetary policies highly accommodative until the recovery of
the labour market takes a strong hold. This policy is intended to boost predictability and
confidence, spurring faster recovery (Federal Reserve, 2013).

Although not yet implemented, the Government of Japan is calling for the Bank of Japan
to add job growth to its mandate, as did the US Federal Reserve. Meanwhile, in an effort
to revive the economy and create employment, the Government approved US$117 billion
of spending on public works, incentives for corporate investment and financial aid for
small firms. Moreover, government officials have called on employers and trade unions
to raise wages in order to combat deflation.

... requires an evidence-based approach to structural reforms
to avoid adverse macroeconomic and social effects ...

The emphasis on labour market reforms that have the effect of reducing wages
and incomes also requires careful attention. A number of countries have adopted
policies that reduce wages (for example, by cutting minimum wage levels or weak-
ening collective bargaining institutions). While lower wages may increase external
competitiveness, they also reduce domestic consumption. In many countries, par-
ticularly those with fairly large internal markets, the gain in export share may be
more than offset by the decline in domestic demand, leading to economic con-
traction rather than growth. Furthermore, if countries that are enjoying a more
benign economic performance (for example, thanks to a healthy export perfor-
mance and current account surplus) were to increase real wages, this could prove
beneficial to all countries. A simulation carried out for the euro area countries has
shown that during the current economic crisis an increase in real wages in current-
account surplus countries'’ would have favourable employment effects on all euro

area economies (figure 5.2)."

... and includes support for public and private investment.

To encourage productive investment by private firms, governments could con-
sider introducing accelerated depreciation on existing assets, which in essence
lowers the cost of acquiring new assets and replacing older equipment. Other
initiatives include tax credits and exempting firms from paying taxes on newly
invested fixed assets. Beyond these economy-wide measures to stimulate private

10. Austria, Belgium, Finland, France, Germany, Luxembourg and the Netherlands.

11. More specifically, a 1 per cent increase in real wages in surplus countries in 2014 would decrease
the unemployment rate of these countries by 0.37 percentage points and that of deficit countries by
0.52 percentage points in the same year.
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Figure 5.2 Net effect on Eurozone unemployment rates of a 1 per cent
increase in real wages in surplus Eurozone countries,
2014 and 2015 (percentage points)
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investment, a number of targeted measures could encourage specific desirable
forms of investment:

® Public investment for innovation: Governments can stimulate investment
activity by funding or co-funding research and development and new tech-
nology infrastructure to stimulate growth in new, more productive or high
value-added sectors. Moreover, public investment can crowd in private invest-
ment, especially where there is an initial need to invest in basic infrastructure.
Promoting investment in high value-added and technology-intensive sectors
can benefit from the development of industrial policies. Measures of this nature
could also include renewable sources of energy and green growth initiatives.

® [nvestment in and extension of credit to small and medium-sized enterprises
(SMEjs): Promoting the creation and sustainability of SMEs is essential for
job-rich growth due to their large presence in economies of all types. Access to
credit for SMEs to maintain operations as well as to invest remains a challenge,
especially in the light of malfunctioning financial markets. There are number
of measures that governments, even those constrained by public finances, could
consider to support investment in SMEs, including: (i) supporting the creation
and development of credit mediators to reassess SMEs’ credit requests that have
been rejected by banks; (ii) introducing credit guarantees for viable SMEs, in
which a percentage of the loan is backed by government support; and (iii) dir-
ectly earmarking a portion of bank recapitalization funds for the provision of

SME credit (see Chapter 4).

Measures that support equity and social cohesion
can also help to boost demand ...

Virtually all economies rely on domestic consumer demand for a significant share
of their overall GDP and in larger or more developed economies consumption is by
far the largest share. Therefore attention to employment, wages and other sources
of household income is a critical part of a sound macroeconomic policy mix. Insuf-
ficient attention has been paid to the role of wages and incomes in growth and
recovery strategies in certain cases. Among the measures that have been success-
fully employed by a number of countries, and that should be more widely consid-
108 cred, are the following (see table 5.2 for country examples):
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® Avoiding wage stagnation or deflation traps: As widely noted, stagnant wage

growth contributed to debt-led spending growth and bubbles in a number of

countries, contributing to the severity of the global crisis. Restoring sustainable
growth will require wage growth in line with productivity. Countries trying to
increase their competitiveness through wage cuts can find themselves in a wage
moderation trap, in which export growth fails to offset falling domestic demand,
producing an overall contraction in aggregate demand and growth. This is cur-
rently being observed in some advanced countries, particularly in Europe. A
number of countries, particularly emerging economies, have instituted policies
of increasing minimum wages and encouraging collective bargaining to raise
overall wages and thus stimulate domestic consumption. Minimum wages can

serve as a social floor for wage adjustments, to help reduce working poverty

and inequality. They can also act as a buffer against wage deflation. During the
crisis, roughly half of the world’s economies, including Brazil, China, Japan,
the Russian Federation, the United Kingdom and the United States, increased
minimum wages (ILO, 2011a).

® Vell-designed social protection and income support measures: Income support
through measures such as unemployment benefits and pensions can act as im-
portant economic demand stabilizers, helping to limit unemployment. Main-
taining, extending or adapting these programmes can provide support to the
vulnerable and can have positive multiplier effects on economic growth and
employment. In emerging and developing economies, social protection meas-
ures, such as employment guarantees and cash transfers, can provide sup-
port to vulnerable households to keep them from distress activities, such as
selling assets or taking children out of school, and thus can also improve

Table 5.2 Examples of measures aimed to support and balance incomes

Supporting lowest
income earners
through a basic
social protection
floor and
minimum wages

Providing income
support to jobless
individuals

Social protection
measures targeted
at specific groups

Improving the working
conditions of workers
in informal-sector
employment

In Nicaragua, the minimum wage has been an effective redistributive tool for lifting poor households out of
poverty, particularly when it is the head of the household whose income is supported by the minimum wage.

In 2010, Bolivia established the National Sectoral Health Plan and the Global Health Initiative Strategy to
reduce social exclusion from health services. Thanks to this effort, the estimated average formal health
coverage in Bolivia was 66.9 per cent of the population compared to average formal coverage for other “high
vulnerability”® countries of 46.7 per cent.

The 2008 Wage Earner Protection Programme (WEPP) of Canada provides financial assistance to people
who lose their job as a result of employer bankruptcy. It was expanded to provide additional financial
assistance and improved economic security to workers during the economic downturn.

In 2009, the American Recovery and Reinvestment Act (ARRA) of the United States authorized a temporary
Federal Additional Compensation (FAC) programme that provided a US$25 supplement to the weekly benefit
allowance paid to eligible unemployed recipients.

During the 1997 Asian financial crisis, the Government of Indonesia initiated the JPS-BK social safety net
programme. With the objective of helping poor families to maintain their health and nutrition, the programme
extended basic health and reproductive health services to poor families (ILO, 2011e).

Argentina created a programme (Asignacion Universal por Hijo para Proteccion Social) that consolidated
a number of different social programmes within one major child benefit initiative. It extended child benefits
to unregistered workers earning less than the minimum wage, the unemployed, domestic workers and self-
employed workers with very low incomes (ILO, 2011a).

In 1995, a mutual health scheme called UMASIDA was established in Tanzania to minimize the problem of
informal economy workers' lack of access to health-care services.

The Self Employed Women'’s Association (SEWA) has addressed the welfare of women in India who work
informally by establishing initiatives to foster health, income security and empowerment. The organization
provides members with health education and preventative health care, such as antenatal care and
immunization of children.

? Vulnerability of countries is measured by the poverty rate (proportion of people living under US$2 PPP a day) and the extent of informal employment

(ILO, 2011f).
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medium-term productivity. Ethiopia, India and South Africa provide posi-
tive examples of public employment programmes, while Brazil, Mexico and
many other countries have instituted successful cash transfer programmes.
These measures have also had measurable effects in reducing inequality and
poverty.

® Providing income support to jobless individuals: Providing income support for
the unemployed was a critical component in limiting the fall in aggregate
demand during the crisis. However, the extent of coverage and the level of gen-
crosity vary considerably across countries. There are often criteria for access (e.g.
minimum number of hours worked) which reduce the number of unemployed
who are covered. Unemployment benefit systems are often lacking in emerging
and developing counties. In the few countries where they do exist, they are usu-
ally restricted to urban areas. As the crisis highlighted these limitations, many
countries have chosen to expand unemployment benefits and facilitate benefit
access, particularly for groups which are most at risk of unemployment.

In a survey of 55 countries with available information, 42 per cent of the
advanced economies and nearly one-third of the emerging and developing
economies extended unemployment benefit coverage or implemented add-
itional social assistance or protection measures during the crisis (figure 5.3).
Similarly, over one-quarter introduced partial unemployment benefit schemes
coupled with training or part-time work (ILO, 2009b).

Figure 5.3 Proportion of unemployed receiving unemployment benefits*,
2006-07 and 2010-12 (percentages)
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Source: lILS calculations based on the Social Security
o Report (ILO, 2009b).
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® [Extending social safety nets to the informal sector: Workers and micro-entrepre-
neurs in the informal sector typically face low incomes and work in vulnerable
and often hazardous working conditions. These individuals are not generally
protected in case of unemployment, accident, sickness or old age, despite the
fact that their employment is much more economically precarious and acci-
dents and work-related diseases are more widespread in the informal sector.
The lack of protection often means that they do not have the means to invest
in development of their skills, their business assets or their families’ well-being
(such as the education of their children). Extending social protection floors
to these individuals contributes to the gradual formalization of employment
while reducing vulnerability and poverty and thus boosting equitable growth
(ILO, 2011c). For example, it has been found that informal-sector workers
who receive unemployment benefits are more successful in their search for

110 jobs (Lund, 2009).
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... While other measures are important to keep
labour market participation high.

Improving skills and labour market matching and providing incentives for firms

to retain and hire workers have proved to be effective tools in achieving economic

recovery and growth. Earlier ILO simulations have shown that increasing active

labour market spending by half of 1 per cent of GDP could increase employment

by between 0.2 per cent and 1.2 per cent in the medium term, depending on the

country (ILO, 2011¢). Spending on well-designed employment programmes can

therefore boost economic growth while being consistent with fiscal objectives in
the medium term (table 5.3).

® Boosting job matching efforts, especially for the vulnerable: Although economic

growth is necessary for overall employment creation, extensive research shows
that growth alone will not benefit certain vulnerable or excluded groups.
Some countries have taken steps to improve job matching to help such groups
benefit from economic growth; for example, through measures that provide
incentives to enterprises to hire disadvantaged workers by offering tax breaks
or subsidized wages or work programmes. These subsidies mainly serve to fill
existing vacancies with members of targeted groups, rather than creating add-
itional employment. However, the social benefits and poverty-reducing effects
can be substantial, as they open up opportunities to people who otherwise face
greater barriers to work. In the longer term, this measure increases the supply
of labour with consequent positive macroeconomic effects (Meadows, 2007).

Table 5.3 Examples of measures to reinforce employment relationships and upgrade skills

Boosting hiring

Keeping workers
engaged in the
labour market

Upgrading
workers’ skills

Balancing income
support and
activation

In 2008, the Government of Turkey designed a subsidy for new youth hires for the period
between July 2008 and June 2009, called the Youth Wage Subsidy Programme. During the
year that it was active, the programme led to significant increases in net registered jobs in the
order of 5 and 15 per cent (Betcherman et al., 2008; ILO, 2013 forthcoming).

The Work-Sharing Programme put in place in Canada helped companies and workers to
continue their employment relationship during the crisis.

In Germany, employment stability was largely achieved through measures aimed at adjusting
working time. At the enterprise level, the adjustment of working hours to accommodate rising or
declining output took place through mechanisms including reductions in overtime, fewer regular
working hours and adjustments to working-time accounts.?

In Sweden, an information technology training programme for unemployed people included
active involvement of employers to select the training and provide work experience. The
employment rates achieved by the programme were 20 per cent higher than the regular IT
training available to unemployed people under the standard active labour market policy (ALMP).
Several African countries, including Malawi, South Africa and Tanzania have introduced
Government-backed apprenticeship programmes that integrate theoretical learning with work
experience (ILO, 2012a). They base their approach on building partnerships between the
Government, service providers and the private sector.

The programme Joévenes con Mas y Mejor Trabajo in Argentina, launched in 2009, targets
youth aged 18 to 24 who neither have a job nor receive social assistance and who have not
completed compulsory education. To encourage these youths to participate, the Government
provides financial stipends to those who enrol in training workshops.

Denmark has a generous social safety net combined with flexible hiring and firing rules and
extensive use of ALMP. During the crisis, the country used this combination of policies to
achieve comparatively good employment outcomes (Andersen, 2011).

In an attempt to strengthen the automatic stabilizing effects of labour market policies, Germany
reinforced its Public Employment Service. Indeed, the first two stimulus packages announced
measures to improve the ratio of unemployed persons to caseworkers (ILO, 2011b).

# Working-time accounts are used to register and manage time credits and deficits that result from a change in the planned
working schedule of workers. They allow more flexible structuring of the daily working time of employees and enable the daily and
weekly working time to be altered within defined limits. 111
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® Keeping workers attached to enterprises: Incentives to encourage firms and
unions to adjust labour demand by reducing working hours rather than laying
off workers constituted a successful mechanism in a number of countries during
the crisis. These programmes have both an active labour market policy compo-
nent, as they encourage employers to avoid lay-offs despite a temporary lack of
work, and a passive labour market policy component, as they support incomes
despite temporary wage or working-hour reductions (Crimmann et al., 2010).

® Training programmes that match the skills in demand: The direct involve-
ment of employers, either as providers of on-the-job training or as providers
of work experience to those receiving classroom-based training, leads to better
outcomes than purely classroom-based training options (Martin and Grubb,
2001). This approach is also important to equip workers with the skills needed
in emerging sectors. In this respect, efforts to leverage better private—public
partnerships could help to improve the overall effectiveness of training delivery

(ILO, 2011d).

C. The political economy of a job-friendly approach

The previous section examined a range of macroeconomic, labour market and
social policies that can be used to support job-rich recovery and growth. Yet, while
the goal of job-rich growth is universally supported, the shift to policies that could
achieve this end is hampered by various barriers. This section examines the pol-
itical economy dimensions of tackling these barriers and the role of the ILO in
these efforts.

In order to shift to a job-friendly strategy, it is crucial, first, to address
misconceptions regarding the economic effects of pro-employment
interventions ...

Despite extensive evidence to the contrary, the perception that pro-employment
government interventions will damage the economy is often entrenched.'” This
is particularly evident in countries dealing with sovereign debt crises and facing a
lack of confidence on the part of global financial markets. In such cases, the con-
solidation policies that are chosen have tended to place the costs of consolidation
disproportionately on the labour market and social programmes. In some cases,
the opportunities for governments to adopt pro-employment policies have been
limited by conditions set by international financial institutions.

More generally, it is often claimed that government intervention in the form
of social protection or minimum wages may adversely impact competitiveness and
compromise future growth prospects, despite the examples of positive outcomes
(discussed in Chapter 3). Likewise, public investment is sometimes regarded
as “crowding out” private investment, even where there is insufficient aggre-
gate demand and excess output capacity. By contrast, Chapter 4 points out the
mutually reinforcing effects of public policies, such as investment in infrastruc-
ture and research and development. Against mounting evidence, a fundamental
belief persists in some quarters that less regulation and limited government will

12. See, for instance, studies of inconsistency in policy-making, such as Maskin and Xu (2001) or
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Box 5.3 How employment and social coherence have been addressed

in international policy discourse
The first summit of G20 leaders was called in November 2008 in an effort to coordinate the global
response to the financial crisis that had just erupted. Since that time, Heads of State have met on five
occasions. The first summit in Washington focused almost exclusively on addressing the challenges
faced by the global financial system. In London, in early 2009, the group pledged to “restore confidence,

growth and jobs”. At the time, the G20 acknowledged that jobs and well-distributed growth were central
to a sustained recovery.

However, there was implicit acceptance of the doctrine that jobs would follow growth. As a result, at
the Pittsburgh summit in late 2009, with global growth having returned to positive territory, there was a
premature sense of accomplishment. The group did note that unemployment challenges remained and
made strong commitments to place the creation of quality jobs at the heart of the recovery.

At the Toronto gathering in June of 2010, however, the entire focus had shifted to the need to cut fiscal
deficits, especially in advanced economies. Despite the fact that many of these economies were suffering
most in terms of job creation, the summit failed to pay sufficient attention to the importance of jobs and
their role in building a sustainable recovery.

At the Seoul summit in late 2010, as it became clear that the deterioration in labour market and social
conditions was adversely affecting the economic recovery, jobs were put back at the forefront of the
agenda and leaders stated that they were “determined to put jobs at the heart of the recovery”. The
commitments, however, were rather centred on education and training to improve labour supply and
productivity, rather than more direct support to stimulate labour demand and job creation.

In Cannes, in November 2011, with the global economy still facing a sizeable jobs deficit, more emphasis
was placed on a “global strategy for growth and jobs”. However, this commitment was bound by fiscal
consolidation and, even in countries with strong public finances, the advice was simply to allow automatic
stabilizers to do the work, rather than engage in more direct stimulus or other measures.

In Los Cabos (Mexico) in June 2012, the G20 leaders declared themselves to be “united in [their]
resolve to promote growth and jobs”. They adopted a declaration that addresses, among other things,
employment and social protection, food security, the challenges of development, and longer term pros-
perity through inclusive green growth. A Growth and Jobs Action Plan was agreed upon to collectively
strengthen demand and restore confidence with a view to supporting growth and fostering financial sta-
bility in order to create high-quality jobs and opportunities for all.

Source: G20 (2012), (2011), (2010a), (2010b), (2009) and (2008).

boost business confidence, improve access to international financial markets
and increase investment, although these results have not been evident in many
advanced economies.

In these cases, both governments and international financial institutions
must examine the evidence of what works — and, importantly, what is not
working — in order to achieve fiscal consolidation in socially acceptable, sustain-
able and effective ways.

... second, to promote coordinated approaches
rather than leaving each country to its own devices ...

One of the main barriers to adopting a job-friendly approach is that policy-
makers do not want to be seen changing course unilaterally, which could under-
mine the credibility of their respective governments. Even when it is clear that
switching course is a better strategy, it is difficult for one country to act without
some degree of international coordination or support. This is both an “informa-
tion problem” and a classic “coordination problem”. A consensus may be slowly
emerging that governments must adopt growth-boosting and job-friendly policies

(box 5.3). The G20 process provides an opportunity for such coordination (see
ILO and OECD, 2011a). 113
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Inadequate policy coordination tends to introduce downward pressure on
aggregate demand. The experience of developing countries in the 1980s and 1990s
is a case in point. In reaction to the financial crises during that period, many of
these economies embarked on external surplus strategies. This was possible because
advanced economies ran external deficits; however, the imbalances were unsustain-
able. Looking to the future, a different approach must be found in order to create a
stable environment for growth and job creation. Evidence from the Great Depres-
sion, the recessions of the 1970s and 1980s (Oudiz and Sachs, 1984), the Asian
financial crisis and more recent empirical evidence'® suggest that the benefits of
coordinated policy efforts in terms of job creation are substantial."*

.... and, third, to recognize that fairer income distribution
can produce both equity and efficiency gains.

Distributional concerns represent a further major obstacle to the adoption of job-
friendly strategies. It is a fact that there will be winners and losers in the adoption of
such strategies. For example, shifting taxation away from productive investment and
employment will tend to impact on financial and property incomes. Analysis is im-
portant to assess whether these trade-offs are real or not. And if the adoption of job-
friendly policies does indeed tend to favour low- and middle-income groups or small
businesses more than other groups or businesses, it is important to assess both the
equity and the efficiency gains associated with different strategies (see Torres, 2010).
For instance, well-designed wage policies may support equity goals while contrib-
uting to overall growth and tax receipts, thereby relieving pressure on fiscal policy.

There is a role for the ILO in building political consensus
and facilitating social dialogue.

The ILO can be part of the solution to the “information and coordination prob-
lems”. The ILO, as an international agency specializing in labour issues, can pro-
vide support and international credibility to national initiatives for adopting
job-friendly strategies.

The promotion of policies for job-rich growth and equity is a fundamental
aspect of the ILO’s agenda. Indeed, it is stated in the ILO Constitution and other
foundational documents.” Since the crisis broke out, the ILO has been actively
engaged in international debates on how to secure a job-rich recovery and a transi-
tion to a more sustainable pattern of global development and growth (ILO, 2010).
The ILO’s efforts to provide a job-centred response to the crisis led to the adoption
of the Global Jobs Pact (ILO, 2009a) - a global policy instrument that involved

13. A number of theoretical and empirical analyses have argued about the significant gains to be
made from coordination. See, for example, Canzoneri et al. (2005), Cooley and Quadrini (2002),
Kollmann (2002), Pappa (2002), Sutherland (2002) and Tchakarov (2002).
14. Inward-looking government bailouts to financial institutions drew much needed capital from
the rest of the world, especially from developing countries. Another example is the implementation
in early October of a deposit guarantee in Ireland, which attracted an amazing number of depositors
away from British banks, nearly inducing a run on deposits (see Frieden, 2009).
15. The Declaration on Social Justice for a Fair Globalization, adopted in 2008, builds on the
Philadelphia Declaration of 1944 and the Declaration on Fundamental Principles and Rights
at Work of 1998. It emphasizes the key role of the ILO in dealing with the social dimension of
globalization through the Decent Work Agenda. Through this Declaration, Heads of State and
Governments stated that they agreed “to make the goals of full and productive employment and
decent work for all ... a central objective of our national and international policies as well as our
114  national development agendas” ILO (2008).
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considerable dialogue with other international institutions. These documents and
decisions represent a mandate to the ILO from its constituents to support policies
that create decent work and promote social justice.

Renewed ILO partnerships with other international organizations can help
to ensure that macroeconomic and social goals are treated in a coherent manner.
And, finally, social dialogue between governments, employers and workers’ organ-
izations is more relevant than ever in shaping job-friendly policies.
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The World of Work Report 2013 provides a com-
prehensive analysis of the current state of labour
markets and social conditions around the world. It
also projects employment trends and assesses the
risk of social unrest.

The report points to an uneven employment picture,
with emerging and developing economies performing
better than the majority of advanced economies.
Income inequalities continue to widen in advan-
ced economies and although they have stabilized
somewhat in large emerging and developing coun-
tries, they remain acute and progress in this area is
still fragile.

The report analyses these trends and discusses the
conditions necessary for putting job creation at the
heart of policy making. It addresses the following
questions:

* What are the challenges associated with an une-
ven job recovery from the global financial crisis?
How have income inequalities evolved and what
impact has this had on the middle class?

e Can minimum wages promote social justice and
stimulate aggregate demand without dampening
employment in developing countries? What is
the scope in these countries for counteracting a
double dip in growth and employment in advanced
economies?

* How can productive investment be stimulated in
order to create more and better jobs? And what are
the financial reforms and corporate governance
changes that would help to reinvigorate private
sector investment?

* What are the trends in executive pay, and how do
these compare with the evolution of the average
worker’s earnings?

* How to achieve a shift to job-friendly policies and
what is the role of the ILO in this endeavour?

This report draws attention to the need to restore the
economic and social fabric, thereby laying a foun-
dation for a sustainable recovery from the global
crisis.

L
L
U
L]
-





 
 
    
   HistoryItem_V1
   Splitter
        
     Colonnes : 2
     Lignes : 1
     Chevauchement : 0.00 points
     Chevauchement dans le fond perdu : oui
     Scinder uniquement les pages paysage : non
      

        
     1
     2
     1
     1
     0
     0.0000
     649
     273
    
     qi3alphabase[QI 3.0/QHI 3.0 alpha]
     1
            
                
         AllDoc
              

       CurrentAVDoc
          

      

        
     QITE_QuiteImposingPlus3
     Quite Imposing Plus 3.0
     Quite Imposing Plus 3
     1
      

   1
  

 HistoryList_V1
 qi2base





