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Unemployment and Labor Market Distortions

e Perfectly competitive labor market

Wy = 0C + ny
—> no involuntary unemployment
e Imperfect competition or other wage setting distortions
wy = Wy + o+ pny
where pf” > 0.is the labor market wedge (or wage markup).

e Perfectly competitive labor supply

wy = oct + ly

e Unemployment
Ut = lt — Ny

e Unemployment and the labor market wedge

[y = OUy



Figure 1. The Wage Markup and the Unemployment Rate
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Example (I): Efficiency Wages

Production function:
Y, = F(E(W;)Ny)

Firm’s problem:

max F(E(Wt>Nt) - WtNt
Wi, Ny

Optimality conditions:
E'(Wh)

W,=1 wW* E(W*
E(Wt) t — ’ ( )

independently of labor supply
Example: E(W;) = log(1 + W})



Example (II): Monopolistic Union

max U (Cy, Ny)

Wi
leo NH-QO .
where U(Cy, Ny) = 7— — T » subject to
Cy = WiNy + 11,
Ny = W, Q)

Optimality condition:
Cw
Wt — M RSt

€w — 1

where M RS; = —Z”Z = C{ Ny

E@
Ew_l

Letting p" = log
Wt = Hw+00t+§0nt

_ M

U = U = —

2



FExample (III): Real Wage Rigidities

wi = ' + oc + eny
wy = w1 + (1= )]

Awy = — (1_—7> p (up —u’)

~

Implication:

w
where u* = £ ("natural rate")

= gradual adjustment of unemployment.



FExample (IV): Hysteresis (Blanchard-Summers)
Assume labor demand is given by w; = a; — any
Wage-setting in advance by union, given target employment n;:
wy = By 1{a;} — aE1{n;}
"Insiders model": n; = n;_;
Implication:
ng = ny_1+ é o
where € = a; — F;y_1{a;}.

Using w; = ¢; + @l :

¥
1+
P o
Qe
—> permanent effects of temporary shocks!

Ut = Ut—1 —



The Search and Matching Model
e Mortensen-Pissarides (RES 94), Pissarides (2000)

e Employment Dynamics
Niy1=(1—0)N: + H,

e Unemployment
U t — 1 - N t

e New Hiring
Ht — M(‘/ta Ut)

e Vacancies posted at a fixed cost k



e Job Finding Rate
H, Vi

o= (g1) = ot

where z; = V;/U; is an index of labor market tightness, and ¢/(x;) > 0

H; U,
— =M1 —=| =

e Vacancy Filling Rate

where p/(z;) < 0.

e Beveridge Curve

MV, Uy) = ON; + AN
— 5(1 - Ut) - AUH_l

Steady State
MV, U)=06(1-U)



The Beveridge Curve
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vacancy rate (percent)

The Beveridge Curve

United States, Dec. 2000-Sep. 2010
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e Unemployment Dynamics and Labor Market Tightness
Nt—H = (1 — (S)Nt + ¢(CC7§)Ut
U1 = (1 =0 — ¢(a1)) Ur + 6

e Firm’s surplus from existing employment relation

Sf — At — Wt + 5(1 - 5)Et{825r1
_ 5 {Z(ﬁ(l — 5 (Avrs - Ww}

k=0
e Optimal hiring policy

k= p(z)) BELS/



e Steady state:

e Comparative statics:

)
U:5+q§(:€)
P A=W

S - 1-5(1-9)
k B(A—W)

p(x)  1—B(1—9)

T A= Tor= | U
W= | x=TU
Tk= |lox=TU
10— |lo=—=1TU



El Sistema de Proteccio a I'Ocupacio

Lleis + Negociacio col.lectiva + Practiques
judicials

Proteccio treballadors “regulars” (amb contracte
indefinit)

— condicions acomiadament “justificat”

— dificultats de procediment

— periode d’avis + indemnitzacions

Proteccio addicional acomiadaments col.lectius

Regulacio contractes temporals i agencies de
treball temporal.



L'index de la OCDE
(Employment Outlook 2004)

Chart 2.1. The overall summary index and its three main components
Panel A. Overall sirictness of EPL in 2003 (version 2)¢
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Chart 2.2. Changes over time: some convergence but relative inertia
in country rankings

Panel A. Overall EPL strictness

Panel B. Overall EPL striciness
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Efectes Teorics

 Efectes sobre fluxos d’entrada i sortida de I'atur
—> efecte ambigu sobre la taxa d’atur

o
o + ¢

U =

* Augment del poder de mercat dels treballadors
“requlars” 2> T W 2> 1U

» Efectes sobre productivitat ambigus
1T inversio capital huma “especific”
| Incentius per a evitar baix rendiment



Chart 2.4. Simple correlations between EPL, labour market dynamics,

and the incidence of long term unemployment

Panel A
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Panel C

Incidence of kong-term unemployment
("% of total unemployment), 2002
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Table 2.2. EPL reduces labour market dynamics"”

Random effects, GLS

. Incidence of kong-term
Fi t | t# | Flows out of | tl
OWS into unemploymen ws out of unemploymen unemployment
EPL —0.165*** (0.05) —5.030*** [1.07) 327" (1.26)
Centralisation/co-ordination index -0.015 {0.04) 0.003 {0.94) —{.904 {1.100
Bargaining coverage 0.001 {0.00) -0.053 {0.06) 0.105 {0.08)
ALMP® 0.761** (0.31) -1.327*** (043)
Tax wedge 0.002 (0.01) -0.143 (0.14) 0.980*** (0 15)
Unemployment benefits 0187 (009
Qutput gap -0.037*** (00M) 1.064*** (0.14) -0574*** (016)
F-testd 36.4*** 41.8*** 59.8***
B-P LM testd ag2 3*** 83ag*** 1117.0"**
Hausman test? 10.6* 5.6 09
Coefficienis on EPL estimated using
other methods
Fixed effects —0.092* (0.05) -3.106** (1.27) 1.763 {1.53)
Pooled OLS —0.390*** [(003) —-6.558**" [0.75) 5992*** (1.04)
No. of observations 295 276 270
No. of countries® 19 19 19

., means statistically significant at 1%, 5% and 10% levels, respectively. All regressions include a constant term;

standard errors in 1italics.



Chart 2.6. Strictness of employment protection and the incidence
of temporary work

Incidence of temporary work
{% of total employment), 2002
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