USBIG Discussion Paper No. 004, March 2001

Work In progress, do not cite or quote without author’s permission

Chapter 5.
Changing Labour Markets: Towards Real Flexibility
5.1  The Changing Nature of Work

As with the last “great transformation,” the transition to the “New Economy” of the 21st Century promises to create profound changes in the organization of work, families and communities (Cornoy 2000).  The forces of technological change and globalisation have the potential to increase the quality of life and help Ireland and the world build truly great societies.  But they also have the potential to transform societies and economies into segmented communities of haves and have-nots, increasing the level of polarization that has been created by the “old economy.”  Any economic transformation will have both costs and benefits and it is important that both costs and benefits be included in any analysis of the “New Economy.”  Too often we can get swept up in the high tech hype and only emphasize the marvels of technological change and world trade without fully accounting for the new costs created by the same processes that have generated this new material prosperity.  In this Chapter we will concentrate on the changes in work, but it is beneficial to briefly look at how the “New Economy” will impact families and communities as well.  Too often work is understood purely from a narrow “economic” perspective, including in our analysis only the factors that directly influence the supply and demand for labour, the determination of wages and the level of employment.  Yet the full costs and benefits of work go beyond the wages paid to workers and the contributions to output and profits received by employers.  The full cost of a worker includes many family and social costs.  Productive workers need supportive families and communities in order to be productive.  Families provide not only the social support for labour market participation, they also produce and socialize the next generation of workers.  Similarly, communities are necessary for productive workers, both today (creating a safe environment for economic activity) and for tomorrow (educating future workers).  Yet the “New Economy” places greater stress on families and communities.  It creates a more individualized economic space, weakening the social bonds of community.  It also calls for greater labour market flexibility, which often translates into greater insecurity for workers, more atypical forms of employment and greater claims on the time of workers.  Along with the potential for widening the gulf between the haves and the have-nots, the most serious challenge the “New Economy” is creating is how do we provide for the economic and social security which a good society demands while at the same time providing for the flexibility the “New Economy” requires.

5.1 Changes in Work
Beyond the trite speeches on how “brain power” will replace “mechanical” or physical power, is the reality that the “New Economy” will bring about significant changes in the work-life of many groups in society, changes which will be as dramatic as those brought about by the rise of the factory system in the early 19th Century.  Many of these changes revolve around the issue of labour adapting to the new technology and life-long learning, both issues of labour flexibility.  Another unavoidable aspect of the “New Economy” is the decline in the “job for life” goal of the Keynes-Beveridge model and the increasingly temporary and short-lived nature of employment relations.  On the macro level this is seen in the trend upwards in the level of unemployment in the advanced capitalist economies.  At the micro level we see this in the rise in “atypical employment.”  The key labour market issue of the next century is to find mechanisms for accommodating the flexibility needs of the “New Economy” while supporting the position of the worker in an environment of high capital mobility and ensuring that the benefits of economic progress are shared by all.  In Chapter Two we looked at the macro issues of rising unemployment and technological change and in Chapter Four we examined how the issue of competitiveness in this new economic environment.  The various factors that have promoted the competitiveness of the Irish economy in the “New Economy,” where globalisation and technological change are of paramount importance, centre on cost competitiveness.  Ireland’s cost competitiveness greatly promotes exports and Foreign Direct Investment, both of which are the driving force behind the “Celtic Tiger” economy.   


In this chapter we will look at some of the micro labour issues, specifically the importance of labour flexibility and the rise in “atypical employment.”  We will then look at how a Basic Income policy would influence labour supply and demand.  One of the central focuses of much of the labour market research in the past decade, in Ireland and the OECD in general, has been the influence of social insurance on labour market outcomes.  Thus in examining how our proposed Basic Income system will influence the labour market in Ireland we examine these issues, especially the two topics of the “tax wedge” and “replacement ratios.”  Finally we return to the topic of Chapter Four with an examination of how a Basic Income proposal will affect the competitiveness of the Irish economy vis-à-vis its influence on the labour market; taking the National Competitiveness Council’s recent Annual Competitiveness Report as our guide.

5.2  Labour Market Flexibility
"An intriguing aspect of the recent wave of productivity acceleration is that U.S. businesses and workers appear to have benefited more from the recent advances in information technology than their counterparts in Europe or Japan. Those countries, of course, have also participated in this wave of invention and innovation, but they appear to have been slower to exploit it. The relatively inflexible and, hence, more costly labor markets of these economies appear to be a significant part of the explanation. The elevated rates of return offered by the newer technologies in the United States are largely the result of a reduction in labor costs per unit of output. The rates of return on investment in the same new technologies are correspondingly less in Europe and Japan because businesses there face higher costs of displacing workers than we do. Here, labor displacement is more readily countenanced both by law and by culture. Parenthetically, because our costs of dismissing workers are lower, the potential costs of hiring and the risks associated with expanding employment are less. The result of this significantly higher capacity for job dismissal has been, counterintuitively, a dramatic decline in the U.S. unemployment rate in recent years."











Allen Greenspan

One of the key factors mentioned in all discussions of the “New Economy” is labour market flexibility.  In many ways labour market flexibility is a double-edged sword, especially in the Keynes-Beveridge Welfare State world.  Labour market flexibility, or at least some aspects of labour market flexibility, is a necessary precondition for competing in the “New Economy.”  However, it is only though the regulation of labour markets, that is by creating rigidities, that advanced capitalist economies have been able to increase the living standards of the majority of the population and ensure that the benefits of economic progress are more equitably shared.   However, what worked in the past is no longer an option, new methods of promoting competitiveness (the subject of the last chapter) and equity (the subject of the next chapter) are needed.  This Chapter, therefore, will serve as a bridge between Chapters Four (competitiveness) and Six (poverty and income inequality).  Both issues, which roughly make up much of the equity/efficiency focus of this report, are greatly affected by developments in the labour market.  Future competitiveness hinges, at least partly, on the ability of Irish workers and companies to adjust to changes in market conditions.  However, much of the rise in income inequality also stems from developments in labour markets, and under the current “rules of the game” the factors that promote flexibility and thus competitiveness, also promote income inequality and higher levels of poverty.  The attraction of a Basic Income system is its promise of allowing Ireland to promote both efficiency and equity, to promote greater levels of competitiveness and allow all to share in the benefits of this economic progress.

5.21
Types of Flexibility
Labour market flexibility is a phrase that generally is used with a positive connotation; it is not often that we hear someone come out against it, at least in principle.  Often the term is a buzzword, meaning different things to different constituencies.  However, one thing is certain: when one group asks another to be more flexible, they are seeking some concessions from another group.  Thus the call for greater labour market flexibility by businesses is a call for greater power over the production process by capital.  It can be argued that the “New Economy” requires this redistribution of control.  What is more certain is the fact that the increase in the mobility of capital and other factors of globalisation have given them the ability to demand such control.  But we should not forget that workers and citizens, and society as a whole, are being asked to give up some of their power and influence. Some form of institutional adjustment will have to be made to ensure that this transfer of power does not also generate a shifting of risk and uncertainty to workers and the poor, making labour market flexibility merely labour market insecurity.


There are essentially four types of labour market flexibility we will consider here:  labour costs; adaptability; mobility; and work time and scheduling.  When economists write about labour market flexibility, especially as it relates to unemployment, their conception of labour flexibility is almost exclusively in terms of labour costs, specifically wage flexibility.  The idea here is that when the demand for workers falls, wages would fall instead of unemployment increasing (thus you have price effects instead of quantity effects). This pre-Keynesian notion (discussed in the appendix to this chapter) assumes that if wage flexibility exists, there could never be mass unemployment.  Keynes and the Great Depression showed how inaccurate this theory and policy proposal was, and common sense tells us that wage flexibility is a bad idea.  Just imagine the level of uncertainty in the economy if all workers’ wages rose and fell with changes in market conditions (like stock or commodity prices).  There is considerable evidence that wage flexibility is increasing (Standing 1999).  Some of this can be seen in the rise in wage inequality (caused by changes in relative real wages).  Other aspects of this can be seen with the increased use of time rate and piece rate pay instead of a fixed wage, and in the increased use of incentive pay (stock options) and profit sharing (Ibid., p. 95).  But labour cost flexibility is more than wage flexibility.  Labour costs are determined by many factors (Ibid., p. 98-101): overhead costs; fiscal costs (paid to government); training costs; protection costs (worker, consumer and community safety); labour turnover costs; motivational costs; productivity costs; adaptability costs and bureaucratic behaviour costs.  At least some part of the decline in labour costs in Ireland (see Chapter Four), and in other OECD countries, stems from a shifting of some of these costs from the firms to the workers or to society.  To give an example, the educational system subsidises business training costs to a large extent, and the more the educational system is adjusted to being a source of trained workers, the greater this subsidy becomes.  Social insurance, as we see below, pays for a large share of the protection costs of production in Ireland.  A basic income can be seen as compensation for the shifting of costs.  The benefits of flexible labour costs generally go to the firm.  Part of this benefit is the ability to make adjustments to new market conditions, but part of this is merely a shift in the costs of production away from the firm and onto the worker, consumers and society as a whole, simply because they have the power to do this.  This sort of labour market flexibility is neither good for society nor necessary for the technological aspects of the “New Economy,” but it is brought about by the increased capital mobility of globalisation and thus is a reality that must be dealt with.


The other forms of labour market flexibility: adaptability; mobility; and work time and scheduling, all have become important ingredients in the “New Economy” and are, in many ways, the result of the need for flexible production in order to be competitive.  However, they too can amount to being a shift in costs away from the firm and towards workers and society unless some system is created in order to reduce the risk and uncertainty of workers and citizens and to ensure that all benefit from the new technology.  In order for the benefits of these new flexibilities to be realized in a way that benefits all, some system of reducing the new insecurities these flexibilities create will be necessary.  Increased mobility means that workers will be expected to move between jobs more often.  Yet they have to be supported all the time, even when they are between jobs.  This a basic income does.  A more adaptable workforce means that employers will need less total workers, yet those that will be made redundant will need to be supported.  This a basic income does.  Flexibility in hours and schedules means that more workers will be  “atypical workers,” meaning that they will work only part- time, work on short contracts or other forms of less than full time work.  But these people need to be supported full time, and this a basic income does.

5.3
Changes in Employment

The “New Economy” requires flexibilities that were not necessary for the mass production “Fordist” economy of the 20th century.  One way that these flexibilities have become institutionalised in the Irish economy, as well as in other OECD countries, is the rise in what has been called “atypical employment,” or “non-standard forms of employment.” The most common forms of “atypical employment” are:  part-time work, temporary or casual work; consultants; sub-contractors; agency workers; home workers; teleworkers; and concealed workers.

“Atypical work is commonly associated with weaker labour market position. The extent to which this is the case depends largely on the social policies of a country as a whole. From the point of view of the well-being of an individual it is also crucial whether part-time or temporary work is voluntary or involuntary, in other words, whether flexibility serves primarily the needs of the employer or the worker” (Nurmi, 1999).

In looking at “atypical” forms of employment we should keep in mind both the positive and negative aspects, as well as the realities of the flexibilities of the “New Economy,” and most importantly, the well-being of the worker.  On the positive side “atypical” employment can help individuals enter the labour force and it can allow the individual free time to pursue other interests and to fulfil family responsibilities.  However, “atypical” employment is frequently at low pay, without benefits, does not meet the requirements of social insurance programmes and is often involuntary (the worker would prefer full time work).

5.31
Part-Time Work
One of the most dramatic changes in the Irish labour market has been the growth in part-time work.  As we see in Table 5.1, part-time work has more than doubled in the last decade, and while most of the part-time workers have been female, the upward trend for male workers was higher than for females.

Table 5.1

Incidence of Part-Time Working in Ireland, 1983-1997 (ILO basis)
	Year
	Men % 
	Women %
	All %

	1983
	2.7
	15.6
	6.7

	1990
	3.4
	17.6
	8.1

	1993
	4.8
	21.3
	10.8

	1994
	5.1
	21.7
	11.3

	1995
	5.4
	23.1
	12.1

	1996
	5
	22.1
	11.6

	1997
	5.4
	23.1
	12.3

	1998
	7.8
	30.1
	16.7






Source: Eurostat Labour Force Survey, and 





CSO, from O’Connell (1999)

In 1997 about 20% of the part-time female workers were part-time because they could not find full time work, while the rate for male workers was considerably higher at just under 50% (falling from nearly 60% in 1995) (Kaarina, 1999).  Part-time work is beneficial to the worker when it is the result of a voluntary choice, but it is a sign of weakness in the labour market when it is involuntary.  However, what we need to know is the reason why part-time workers want to work full time.   If it is because the income earned part-time is insufficient, then a basic income would certainly make part-time work more appealing. 

5.32
Temporary Work
The advantages of temporary work for employers are obvious, for it gives them “numerical” flexibility, that is they can adjust their labour force easily to changes in the demand for their products.  This shifts all of the “demand risk” onto the workers and away from employers.  The extent of temporary work in Ireland is about equal to the European average, fluctuating for males between 6% and 8%, and for females between 11% and 13% from 1993 to 1997 (Kaarina, 1999). (Spain has by far the highest level of temporary workers in Europe at around 35%).  As of 1997 about half of the females engaged in temporary work in Ireland, and over 60% of the male workers, were temporary because of an inability to find full time employment (Ibid.).  Just over 10% of the temporary male workers in 1997 would not take up full employment, while 30% of the females chose temporary employment voluntarily.  While there is certainly a good deal of overlap between part-time and temporary workers, it is clear that as Ireland increases its role in the global economy, its work force must be competitive with other export driven economies, and this includes labour flexibility.

5.4
Basic Income and Work Incentives
Much of the research on labour markets focuses on the influence of social welfare and social insurance on the decision of workers to take-up a job.  This approach is very one sided, for it looks at the “costs” of social welfare and insurance without looking at the significant benefits and necessary role they play in the efficient operation of the economy and society.  Before we look at how a Basic Income system will impact the labour market, it is important to look at this issue fully.  Thus we will first discuss the necessary role of social insurance and social welfare.  Here we will see that it is part of what could be called the social overhead costs of economic activity.  Then we will examine the two statistics economists have concentrated on when examining the impact of social insurance and welfare on labour market activity: replacement ratios and the tax wedge.


The argument that social insurance creates a disincentive to work rests on the contention that workers will be less likely to take-up a job if the net benefits of the job (after tax income) is not sufficiently greater than the benefit levels provided by social insurance.  Thus the replacement ratio is seen as reducing the willingness of workers to take job offers.  Given all the attention it has gotten in Irish studies of labour issues, and especially the topic of Basic Income and the labour market (this is the bulk of the TWIG report analysis of labour market issues) it is surprising how little empirical evidence has been offered to support replacement ratios as a meaningful statistic.  Furthermore, the main conclusion of this literature, implicit and explicit, is that the way to reduce the replacement ratio is by reducing social welfare benefits and not by increasing the net pay for work.  The problem isn’t that social welfare benefits are too generous, it is that they are not universal, and that when a person takes up a job they face high marginal tax and lost benefit rates (that is when you add the taxes paid plus the benefits lost due to taking up the job) which can act as a disincentive for taking up a job.  Lastly, almost completely ignored in this literature are the benefits of social insurance to supporting the labour market.  These benefits are worth noting here, for anything that replaces the current system of social welfare will need to provide the same beneficial effects.

5.41 
Benefits of Social Insurance


A recent report by the Department of Social Welfare (1996) has highlighted the important role social insurance plays in supporting the labour market.  First, they note that social insurance is only one aspect of labour competitiveness:

5.1.9 When assessing the impact of labour costs on competitiveness, it should be borne in mind that Social Insurance costs are only one element of labour costs and must be considered in the context of other statutory charges, especially income tax. Specifically in relation to Social Insurance, the system involves benefits as well as costs and both must be taken into account when considering the impact of Social Insurance on the competitiveness of business. The system provides important services such as pensions, in-work benefits and other direct and indirect labour market supports so that the benefits deriving from Social Insurance contributions - both for workers and employers - are an important ingredient of the competitiveness 'mix'. S.I.I., 1996


5.2.1 Social Insurance payments are an important factor within the overall competitiveness mix as they provide income support to workers who fall ill or encounter other contingencies, such as retirement and redundancy. Were it not for Social Insurance employers would have to contribute to these costs through other mechanisms such as enhanced in-house sick pay and occupational pension schemes. The cost of such schemes would, as a consequence, be higher than it currently is. 
Social insurance thus pays for many of the labour costs mentioned above.  Clearly both workers and employers benefit from having some form of social protection.  As John Maurice Clark has demonstrated in his classic Studies in the Economics of Overhead Costs (1923) there is a distinction between the full costs of production and the costs that are actually paid by a business for a specific activity.  For a large firm, the problem of overhead costs is well known, but the principle holds for society as a whole.  The full cost of reproducing society and the economy has to be paid, but much of it is not compensated through regular market relations.  Part of the cost is the support for workers who are unemployed, for whatever reason.  Also included here are those who work in the social economy or household production. Both provide necessary work for social reproduction, yet are outside of traditional market relations.  Under normal conditions these two activities are supported by the market compensation of a household member (i.e., one parent works at a paid job and financially supports the parent who works at household production).  Here part of the overhead costs of market production is the necessary household production, which, if the market is fully efficient, will be compensated through a living household wage to the worker in the market economy.  Most of the people who are outside the labour force (elderly, children, adults in home duties, disabled, sick, unemployed, etc) also fall into this category of social overhead costs, and currently social insurance and social welfare payments supplement their incomes.  Thus, social insurance and social welfare are necessary for any civilised society and efficient economy.  The problem with the current Welfare States in the advanced capitalist economies today is that they do not fully cover everyone who contributes to society or they are inefficient mechanisms for covering social overhead costs, that is they are too costly or they create barriers to fuller social participation (such as poverty or unemployment traps).

5.42
Incentives and Dis-incentives
Almost all of the standard analysis of the influence of tax and social welfare benefits on labour market behaviour centres on two variables: Replacement Ratios and the Tax Wedge.  In this section we estimate both statistics for our Basic Income proposal, and compare them with estimates under the current social welfare system (year 2000).  After these estimates are provided we will discuss their implications for labour market participation rates in Ireland under a Basic Income system.  In Appendix 5A we discuss the theoretical issues raised by both measures.

5.421
Tax Wedge
The Tax Wedge is the difference between the cost of employing a worker to the employer (wages plus contributions to social security) and the after tax and benefit incomes of the worker (net income).   Theoretically this reduces employment in two ways:  1) because it increases the cost to employers for hiring workers, employers will hire less workers (assuming a downward sloping demand curve for labour). 2) Assuming that the supply of workers is determined by the net income from work, the tax wedge reduces the income workers get to keep (net of taxes) and thus reduces the supply of labour.  Both are suspect explanations of labour market behaviour.  The negative effect of the tax wedge on employers’ decisions to hire workers assumes that this tax falls upon the employer.  Yet in reality much, if not all of it, is typically passed on to others.  As the Department of Social Welfare’s report on Social Insurance in Ireland (1996) notes: “The Commission on Taxation concluded that the actual incidence of Employers' PRSI was diffuse as it is ‘partly passed on to consumers in higher prices, partly passed on to labour in the form of lower levels of income and employment and partly borne by employers through reduced profits.’ ... [And that] ‘there is a also a growing body of empirical evidence for the claim that the incidence of (Employers' Social Insurance) falls on workers.’"


The influence of the tax wedge on the willingness of workers to offer their labour is also empirically weak.  Firstly, the overall influence of taxes and benefit levels of labour supply, it turns out, is very small.  Labour economists have long noted that tax rates and benefit levels have very little impact on adult males and single females and that only married females seem to respond significantly to changes in taxes or benefit changes.  The reason that this is so is because social and cultural factors (as well as the necessity to earn money to survive, since few social welfare benefit systems provide a standard of living one would call comfortable) out weigh the logic of “rational economic man” which economists assume determines all human activity.  Secondly, the influence of something like a tax wedge on labour activity is rarely an either/or situation.  No one would seriously argue that workers would drop out of the labour market because of a change in taxes or benefit levels (these never change so radically as to cause this extreme behaviour).  The change, it is alleged, will come in terms of a reduction of hours worked.  However, most workers do not have the power to set how many hours they work, and certainly cannot adjust them in response to changes in their real net pay.  Generally only part time and temporary workers have this flexibility (though certainly not all or even most of them have this type of power).  As these two categories are dominated by married women, it is not surprising that here we do find some evidence of changes in labour supply due to changes in taxes and wages.  Lastly, an increase in taxes will have both an income and a substitution effect, and the tax wedge argument only considers the substitution effect (workers are substituting leisure for work at the higher tax/low net income levels).  Yet, most evidence suggests that income effects overwhelm substitution effects in these types of situations.  In fact a look towards history quickly confirms this.  A common way for the King or ruler to force the people to work harder for him is to raise their taxes.


The last comment we will make on the theoretical issue of the tax wedge is that it looks at such taxes only as a cost, and ignores the benefits of social insurance, which are likely to be much greater than the costs.  What the employer seems to want, according to the proponents of the tax wedge cause of unemployment, is to be a free rider, that is to get the benefit of having social insurance provided for their workers (which is a legitimate and real cost of production which either the employer, the worker or society must cover) without having to pay their fair share.  As the evidence suggests that most of this is passed on to the consumer, that is it is included in the cost of production, it doesn’t seem that it would enter into the employers’ calculus on hiring. 


In Graphs 5.1-5.4 we see the tax wedge for different households under the basic income proposal developed in Chapter Three and under the current system (Budget 2000).   Graphs 5.1 look at a household with married couple, one income and no children.  Here we see that the current tax and benefit system has tax wedges that are significantly higher than what would exist under our Basic Income proposal.  Moreover, for low-income households, under our Basic Income system, they have a negative tax wedge, which acts like a “wage subsidy.”  Following the logic of the tax wedge as a disincentive, a negative tax wedge must be seen as an incentive to employment.
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In Graphs 5.2 we see the tax wedges for married couples, one income and two children.  Here we see that our Basic Income proposal has higher “wage subsidies” or negative tax wedge, for low-income households and lower tax wedges for middle and high-income households.
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Graph 5.3 is for married couples with two incomes and two children.  Here we see the same differences between the current system and a basic income system.
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Our final example is the tax wedge for single households.
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Again we see that our Basic Income proposal outperforms the current tax and social welfare system, giving low-income households greater benefits than currently exist.  In terms of “tax wedge” analysis, our Basic Income system is much better than the current system, providing strong incentives to job take up.

5.422
Replacement Ratios
The argument that high replacement ratios increase unemployment is very similar to the tax wedge argument.  The “replacement ratio” is the difference between income earned from employment and the benefits received if one were unemployed.  As is argued in the TWIG Report (1996, p. 174-175):

Because unemployment benefits reduce the cost of becoming unemployed, employed people may take greater risks with the security of their jobs, for example in individual disputes with an employer or in collective bargaining over wages. People who feel that they are better off unemployed than in their present employment may be less willing to accept changes in wages and conditions which might be necessary to safeguard their jobs. This can have a negative effect on employment. It can be expected that these disincentives will pose an even greater problem as increased competition arising from the globalisation of the world economy will put further cost pressure on firms competing on the margin against low-cost producers and employers seek to improve their trading conditions.

As with the tax wedge analysis, only the negative aspects of unemployment assistance are considered in most analysis of its impact on the labour market.  Unemployment assistance allows those who are out of paid work to still consume goods and services (though at a lower level), supporting aggregate demand (and the jobs this spending supports) and is one of the automatic stabilizers that help to prevent small down turns and recessions from becoming crashes and depressions.  Secondly, for the replacement ratio argument to make sense, there must be job vacancies to match the numbers and skills of the unemployed, and the persistent of unemployment is due to the unemployed choosing to be unemployed.  As high levels of unemployment have never been accompanied by high levels of job vacancies, it seems that this explanation is a non-starter.  (In fact, it is common that during periods of high unemployment the news will report stories of employers taking hundreds of applications for a handful of jobs).   The notion that workers determine the level of employment seems to have everything backwards.  Since a Basic Income is a universal program, with the benefits not being reduced by ones employment status, the notion of replacement ratios doesn’t make much sense.  The worker who takes a job gets to keep both the wages earned (minus taxes) and the basic income benefit, thus they do not have to choose one over the other.


The Replacement Ratio (RR) is a statistic designed to measure the extent of the unemployment trap.  Unemployment traps are said to exist whenever a person who is unemployed would not significantly improve their economic circumstances if they took up employment.  In extreme cases the unemployed person would be made worse off (that is one sums up all lost benefits due to working and subtracts it from their after tax income, the persons net income is reduced by working).  This creates a significant disincentive to taking-up a job.  “This disincentive is usually represented and measured in terms of the Replacement Ratio, i.e. the ratio of income when unemployed to the net income if employed” (TWIG, p. 13).  


Using the tables provide in Budget 2000 on the impact on different households, we can calculate the replacement ratio for different household types.  Here we give the replacement ratio under the current system and what would exist under our Basic Income proposal.  We see in Graphs 5.5-5.8 that in the relevant cases, the “replacement ratio” is lower under our Basic Income proposal than it is under the current system.  Only at very high incomes, where replacement ratios are very low, and economically meaningless, does our Basic Income proposal’s replacement ratios exceed those under the current system.  But at the income levels where replacement ratios might matter, our Basic Income proposal produces replacement ratios that are significantly lower than the current levels.  This is rather easy to explain.  Since a basic income system is a universal program, which does not change with changes in labour market status, that is the basic income payment does not change, households do not experience drops in their non-labour income with an increase in waged income, thus the replacement ratio under a basic income policy is lower by raising the “net income if employed.”  This contrast with the typical view of “replacement ratios” which calls for a reduction in the statistic by reducing benefits, i.e., making work more attractive by making being unemployed more unattractive.  This Thatcher/Reagan approach is particularly punitive on the poor and low-income households, and is also not an effective means of increasing employment, which we have seen earlier in this study, is done at the macro-level.  


In Graphs 5.5-5.8 we see that our Basic Income proposal has lower replacement ratios for all but those in high pay, and it does this by increasing the net income of those in work, instead of by reducing the incomes of those out of work.
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The differences between the replacement ratios for unemployed workers under the current system and our Basic Income proposal show the same trends.  Under a Basic Income system the net income of the newly employed worker is higher than the net income of the newly employed worker under the current system because the worker does not lose the basic income payment on taking up a job. 


Some have argued that under a basic income scheme the “replacement ratio” for adults in “home duties” goes up and this is possibly true, but whether it is meaningful is another question.  The main reason that the “replacement ratio” for adults in home duties might go up under a basic income system is that under a basic income system all adults receive the same payment, which means that workers and their spouses whether they are in “home duties,” that is working at home, or in paid employment both receive the same payment.  Both are treated equally.  But under the current system the spouse of someone on public assistance is worth only 63.2% of the person on unemployment (£54 for the spouse, £85.5 for the unemployed worker), thus the replacement ratio can be lower under the current than under a basic income system.  The real question should be why would anyone be interested in this statistic?  What insight does it give us?  Why not calculate the replacement ratio for children as well?  Those in “home duties” have chosen to carry out these important and necessary activities, and thus have chosen not to be in the labour force as conceived by economists.  Clearly the only reason to calculate the “replacement ratio” of adults in home duties is to figure out what price signals would induce these persons into paid employment.  Here a basic income is clearly contrary to this view, as it gives adults in home duties the financial support to make a decision on how they will contribute to society based on what they feel is best for their families, and not be forced into taking up a low paying job because of economic need.  This sort of analysis is either naively irrelevant or it masks a hidden agenda of undercutting all social supports for the family so as to force all adults into low paying jobs in order for these families to meet their expenses.  This is the path the United States and the United Kingdom have taken, and the results speak for themselves.

5.3
Supply of Labour
The decision to enter the labour market and seek employment is made up of many factors, some economic and some social.  The most important economic factor for determining the supply of labour is economic need.  Even in the most generous welfare state, only the very rich can provide a standard of living most hope for without working.  This is by far the most important factor and it makes the other factors pale in comparison.  The factors economists like to look at: tax and benefit levels; and wage rates; are of only marginal importance, and almost no importance when it comes to adult male workers and single female workers.  As Stafford (1986) noted in his survey of 759 articles on labour supply: “labour economists have a consensus view that adult males have a labour supply which is relatively unresponsive to changes in incomes or wages while adult women have a labour supply which is quite responsive to changes in income or wage rates” (Leoni, 1994, p. 19-20).  Most people work because not working would cause serious economic hardships.  Factors such as tax rates and benefit levels tend only to influence the decision to seek work if they are at levels that make increasing one’s paid employment very unattractive.
  The marginal tax rate for low-income workers under a basic income system is the basic income tax rate alone (as there is no loss of benefits), and at 40.7% in no way acts as a disincentive to taking up paid employment or for increasing hours worked. 

5.5
Labour Market and Competitiveness
In our discussion of competitiveness in Chapter Four we used the Annual Competitiveness Report 2000 of the National Competitiveness Council as our starting point for looking at how a Basic Income policy would affect the competitiveness of the Irish economy.  Of the seven aspects of competitiveness mentioned in that report, we determined that three have the possibility of being influenced by a Basic Income policy: Social Partnership; People; and Costs.  Many of the factors that fall into the People and Costs categories relate to labour market issues.  As we stated in Chapter Four, the labour market aspects of these competitiveness categories will be analysed in this Chapter.


In Appendix 5.A we look at the theoretical issues involved in how social welfare and tax policy influence labour market outcomes.  Here we see that tax and social welfare policies generally will affect the labour market in two general ways: the demand for labour by businesses; and the supply of labour offered to employers.  The People category of competitiveness indicators highlights Work Incentives as an important factor in competitiveness.  These incentives mostly relate to the willingness of workers to offer their labour to employers, although tax policy can also theoretically influence the willingness of employers to hire workers. 

5.51
People 

The first aspect of people considered by the NCC is education. Higher education and life long learning are very important for the “New Economy” and one of the projected flexibilities that the new labour markets will need is the ability for workers to continue to improve their human capital (acquire new skills and training).  Traditionally, once a student has finished their higher education they received their diploma and were mostly done with their formal education (although it should be noted that many of the professions require continuous education of some form or another, and most non-professional occupations provide most of the necessary skills on the job site).  The new model is for moving between paid employment and further education.  A Basic Income supports this new labour market as those who want to get retrained, either in their present field, or changing fields, will be able to have the Basic Income payment to live on while they are earning less or no income.  Furthermore, a Basic Income makes it easier for low-income households to send their children to Tertiary Education, as they will not need the income these teenagers and young adults would have contributed to the households. A basic income policy supports this type of flexibility as it allows individuals to attain higher levels of education, and to return for more training and skill attainment after their formal education is completed.  This flexibility comes from the basic income payment, which comes without stigma
 and which helps to support the worker who has left the paid labour force to re-enter education.  Thus a basic income system promotes greater investment in human capital
 by supporting access to higher education.  Furthermore, by supporting parents in “home duties” a basic income system promotes primary and secondary education, as it allows parents to take a more active role in their children’s education.


We have already discussed many of the factors the NCC report discusses regarding work incentives.  A Basic Income system reduces the “tax wedge” on low and moderately paid workers, has a minimal impact on the Tax/GDP ratio, reduces the effective tax rate for most workers, especially low and moderately paid workers and has a marginal tax rate that does not act as a disincentive to taking up a job or increasing ones hours worked.  Our Basic Income proposal will have no effect on the non-labour costs, as these remain the same.  However, it provides an important adjustment to the rise in the incidence of part-time employment.  This rise is a reaction to the need for flexibility in the labour market and there is very little that can be done to change this trend (outside of dramatically increasing the level of regulation of the labour market).  The problem, of course, with this rise in the incidence of part-time employment is that not all of it is voluntary, that many of the part-time workers need a full-time income but are only able to get part-time work.  A basic income system helps to support these workers as it supplements their income. It also helps to support those part-time workers who want to limit their hours worked because of family responsibilities, thus allowing them to have more choice in their labour supply decisions.  Our Basic Income proposal would likely lead to a reduction of hours worked in paid employment by married females, though we will also likely see in many households a redistribution of paid work and home duties for both adults living in a household, as a basic income system provides considerably more flexibility in making these decisions.  Recent government publications have implicit arguments that it is necessary for there to be an increase in married women’s paid labour market participation and the NCC report explicitly argues for such an increase.  These arguments assume that the current contributions of those in home duties or caregivers is not valuable and does not make a valuable contribution to society and that instead these people should take up a paid job so as to contribute to the market economy.  This reasoning ignores the real value of household production and the social economy.  Reductions in these activities will certainly lead to higher costs elsewhere in the economy and society and before Ireland goes down this road there needs to be a full and open debate on this issue. 

5.52
Labour Costs
In Chapter Four we reviewed the role of labour costs in the overall competitiveness of the Irish economy.  We saw that it was one of the contributing factors in Ireland’s recent economic success (though certainly not the only factor).  In Table 4.2 we saw that Ireland’s total hourly compensation was well below the USA, the United Kingdom, France, Germany, Netherlands and Japan and in Graphs 4.5 and 4.6 we saw that the trend in unit labour costs in Ireland has been downward, while the trend for Ireland’s trading partners has been rising (although both the OECD and EU, since 1995, have had falling labour costs when compared with the USA).  In this section we will look at how a basic income policy might affect labour costs in Ireland.  


A review of the literature on basic income shows that there are two arguments advanced in relation to how a basic income system would affect labour costs.  On the one hand, economists such as James Meade have argued that a basic income system would promote full employment because it would allow wages to fall (in effect creating wage substitution) and according to standard economic theory when the price of something falls (in this case the wage rate) than the demand for it will go up.   Critics of basic income from the left frequently see this as a major drawback of a basic income system, while conservative supporters of basic income see it as a plus.
  On the other hand, many promoters of a basic income system argue that it will support the lower end of the wage scale, thus increasing wages for those in low income, and thus leading to less income inequality.  Clearly both of these effects cannot happen, so a key question is how will a basic income system influence wage rates and labour costs.   Wages are not simply the price of labour, and wages are not determined in the same manner as commodity prices or other prices that are determined in competitive markets.  The institutional structure of any particular labour market plays a key role in determining wage levels, both absolute and relative.  As Ireland now has a statutory minimum wage a basic income policy cannot lead to wage substitution, at least not below the minimum wage levels.  For workers with wages above the average there is little evidence to suggest that a basic income policy could lead to wage substitution.  These workers often have considerable bargaining power and would be able to successfully resist any such attempt.  Workers with low to moderate wages typically do not have the protection of unions and other forms of institutionalised power and thus have more of a risk.  Under the current climate in Ireland, with unemployment at historically low levels, there is no reason to believe that wage substitution would take place, as labour is currently scarce.  If unemployment was high, this might be a concern, though again it would depend on specific characteristics of each job category and labour market.  With a tight labour market it is more likely that a basic income system will strengthen the lower end of the labour market rather than hurt it.


The strengthening of the lower end of the labour market is a concern among many economists and government official in most OECD countries.  The fear is that a rise in wages will lead to either falling cost competitiveness or inflation.  Both fears are valid only if we look at wages outside of the context of productivity growth.  However, in the context of high productivity growth (according to the NCC’s report, Ireland leads all the countries considered in their report in productivity, growing at a rate of 3.75% from 1994-99, compared with the EU average growth rate of 1.6%) it is possible to have both rising wages and falling labour costs.  Given the developments discussed in Chapter Six, especially the growth in wage inequality and the declining share of labour income as a percentage of total income, some attention should be paid towards strengthening the lower end of the wage scale.  A basic income system directly helps these individuals and could possible indirectly help them if it has this effect.  The ultimate goal should be to increase the productivity levels of Irish workers to the levels of other OECD countries and not to be permanently in the position of competing through a low wage strategy.  

Appendix 5A
Tax and Social Welfare and the Labour Market: Theoretical Issues
The general rise in unemployment rates in the developed capitalist economies since the 1970s has generated an explosion in theoretical and empirical investigations into the causes and possible solutions to this major economic problem.  At the same time there was a decline in the influence of the ideas of John Maynard Keynes and the more macro-economic explanations of economic growth, inflation and unemployment and a rise in the more micro-economic explanations based on pre-Keynesian economic theory.  This shift in economic perspective mirrored the rise of in political power and influence of the “free-market” ideology best exemplified by Margaret Thatcher in England and Ronald Wilson Reagan in the United States.  This ideology starts off with the belief that markets generally work, as long as the government gets out of the way, and by work they mean reach a market clearing equilibrium.  For the labour market this means that there is a natural tendency towards full employment and if full employment is not being experienced it must be due to some barrier to the workings of the market forces that would, under normal conditions, produce full employment.  (It should be noted that these same theorists redefined full employment as the natural rate of unemployment, that is, the rate of unemployment below which inflation would accelerate).  Thus the majority of economists have attempted to understand this rise in unemployment as the result of some market imperfection that prevented the “natural market forces” from working.  The existence of high unemployment meant that something had shackled the “invisible hand” of the free market.  The two main culprits that had shackled the market, in most of this type of analysis, were government tax or benefit policy and labour unions and labour regulations.
 That all this was an attempt to blame the victims (workers) or governments for what is a natural tendency of capitalist economies (boom and bust of business cycle) seemed fairly obvious to all without a graduate degree in economics.

Under this view of the economy, the labour market is seen as any other market.  There is the supply of labour, which is a function of the wages and other factors that influence the willingness of workers to work (such as tax and benefit levels).  The demand for labour is also a function of a price variable, the wage rate, and the productivity of workers.  Given the workers’ aversion to work (work is seen as a disutility) and the productivity of workers, the wage rate will adjust up and down until it reaches a level in which the quantity of workers willing to work at a specific wage is equal to the quantity of workers employers want to hire at a specific wage rate.  Unemployment, in this view, is defined as a situation in which there are workers who are willing to work at a specific wage rate who are not being hired by employers (a surplus of workers).  If market forces are allowed to work the wage rate would fall until both some of the unemployed get hired by employers at the lower wage rate, and some of the unemployed drop out of the labour market because the wage rate has dropped (is no longer high enough to compensate them for the disutility of work, according to their preferences.  They are no longer involuntarily unemployed). A good example of this view of labour markets can be seen in the TWIG report (1996, p. 172): “It is not surprising that unemployment rose in the OECD area during the early part of the 1980s given the severity of the recession.  However, the persistence of unemployment from that period is surprising.  Conventional economic theory suggests that unemployment caused by a downturn in economic activity does not persist indefinitely.  Eventually, self-correcting forces lead to a fall in unemployment back to its pre-recession level as employment expands in response to changes in real wage costs.  As the unemployment data indicate, the EU labour market (including Ireland) did not react in this manner and, as a consequence, structural unemployment increased.  Many reasons are put forward to explain the persistence of unemployment in Ireland and the EU.  While no consensus exists, institutional features of the labour market, including tax and welfare systems, are central to most explanations found in the literature.”  Here we see a clear example of pre-Keynesian thinking on the causes of unemployment.  The central conclusion of Keynes’s macroeconomic analysis is that there are not self-correcting mechanisms in many markets, especially the labour market, thus we should not be surprised that the data indicates that they did not in fact correct themselves.  Furthermore, if labour markets behaved as the TWIG report assumes, and wages fell (the change in real wage costs mentioned above) this would cause spending to fall, causing inventories to build-up and producers to cut production and eventually leading to more lay-offs.  Institutional features of the labour market are important, and can cause a decrease in social participation, but they were not part of the cause of high unemployment rates in the 1980s.

Explanations of high unemployment based on the view of labour markets that underscores the TWIG report, and so much other labour market analysis in the OECD countries, has been  unsuccessful in both explaining the underlying problem of unemployment and offering useful solutions.  The reason is that actual labour markets have almost none of the characteristics of the type of markets in which flexible prices cause the market to clear, such as commodities, seemed to be beside the point.
  As Anthony Atkinson (1995, p. 15) has noted:

Outside the comfortable world of an Arrow-Debreu [general equilibrium] economy, it is no longer necessarily the case that taxes and transfers are distortions–imposing costs on an otherwise efficient allocation.  It is quite possible, when we allow for real-world phenomena like incomplete information and the absence of markets, that the payment of benefits, or the levying of taxes, may improve the allocation of resources.  In such a situation, the sum of the losses may not exceed the sum of the gains.  There may indeed be circumstances in which tax/transfer policy can make everyone better off–even viewed in terms of their own narrow economic interests.

We should keep in mind that during the middle and late 1990s Irish unemployment fell dramatically while the government was increasing social welfare payment levels, and thus increasing what replacement ratios are supposed to measure.

�For a detailed analysis of the issue of labour market flexibility the best starting point is Guy Standing’s new book Global Labour Flexibility (1999).


� A few years ago Ireland had such a situation, where certain individuals faced marginal tax and loss benefit rates of over 100%.  This happens when the benefit withdrawal rate, coupled with the tax on earned income, exceeds the increase in earned income.  Under this type of situation an unemployed or low-income worker would face a situation in which their gross income would go up and their net income (after taxes and benefits) would go down.  Clearly high marginal tax rates would discourage those outside of the labour force from entering the labour force and act as a poverty trap.  





�The lack of any stigma of a basic income has many benefits.  People on public assistance are less competitive in the job market merely because they were on public assistance.  This is one of the reasons for the low take up of FIS, for it signals the employer of an inadequacy in the employee.  As everyone receives a basic income, there is no attached stigma.


�There is an argument that a basic income might reduce the investment in human capital because it reduces income inequality, thus reducing the relative benefit of higher education.  This argument ignores the realities of the “New Economy” where most workers will require higher credentials, thus the differential of a college degree should go down.  However, preserving the income differential of a university degree by limiting access to higher education would be economic suicide for Ireland.


�See Clark and Kavanagh’s “Basic Income, Inequality and Unemployment: Rethinking the Linkages between Work and Welfare” Journal of Economic Issues, June, 1996, Vol. 30, pp. 399-406, for a discussion on the conservative and liberal arguments for and against basic income.


�These efforts to explain the rise in unemployment in terms of micro-economic factors has been very unsuccessful, driven more by the ideology of the period than good research.  The fact of the matter is that it is very easy to explain the rise in unemployment in simple Keynesian aggregate demand terms.  The rise in energy prices caused a reduction in the aggregate demand for goods and services in most of the OECD countries, causing about 20% of the reduction in aggregate demand (Eatwell 1995).  The efforts to fight the inflation caused by the energy price increases with monetary policy alone dramatically increased real interest rates.  The end of the Bretton Woods system of fixed exchange rates also contributed to this rise.  Flexible exchange rates dramatically increase the level of speculation in the world economy, taking over the currency markets, thus generating considerably more risk and uncertainty, which leads to higher real interest rates.  Higher interest rates lead to lower levels of investment, further depressing aggregate demand.


�As Eileen Appelbaum has written (1979, pp. 115-116):


The labour market is not a “market” as the term is usually understood, for the labour market does not posses a market-clearing price mechanism.  Variations in either money wages or in the real wage rate are unable to assure a zero surplus of labour, and thus eliminate unemployment.  In the context of 1) an industrial structure that is largely oligopolistic, 2) fixed technical coefficients in production and 3) mark-up pricing, the demand for labour depends on the level of aggregate economic activity.  It has little, if anything, to do with the marginal product of labour.  The supply of labour, meanwhile, depends largely on demographic and other sociocultural factors, though it is sometimes responsive to changes in employment opportunities.





It should be noted that if wages actually did rise and fall due of changes in market conditions, say like stock prices, the economy would be unbearably chaotic, making all long term commitments of households, like mortgages, nearly impossible.  Just imagine if we had to look up our market clearing wage rate every day to know how much we would get paid that day.





