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ABSTRACT

Macroeconomic Policy Lessons of Labour Market Frictions*

The Paper explores the consequences of macroeconomic policy for labour
market outcomes in the presence of frictions. It shows how policy may be
useful in overriding frictions, as well as how it might generate adverse
outcomes. The analysis looks at the main tools of macroeconomic policy and
pertains to both the steady-state and business cycle fluctuations. A partial
equilibrium, empirically grounded model is used to simulate policy effects. It
relies on a reduced-form VAR of the actual data to specify the effect of
exogenous variables, precluding the possibility that labour market results will
be affected by misspecifications in other parts of a more general
macroeconomic model. The Paper shows how policy affects the natural rate of
unemployment and other key outcomes, such as unemployment duration,
wages, and the asset value of the job–worker match. Effects on the
persistence, co-movement and volatility of the major variables along the
business cycle are discussed, demonstrating how policy affects rigidity in the
labour market.
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NON-TECHNICAL SUMMARY

It is of major interest for policy-makers to know what is the effect of their
actions on unemployment, employment, wages, job vacancies and other key
labour market outcomes. In this context it is important to understand not only
the direct results of policy actions, but also the indirect effects, such as the
effects of actions taken by firms and workers in response to policy measures.
It is the aim of this Paper to provide such analysis. The Paper does so both
qualitatively – discussing the mechanisms that operate when a policy measure
is implemented, and quantitatively – showing how a particular policy
generates a particular outcome, such as a change in unemployment. The
Paper discusses prevalent policy tools: subsidies or taxes on hiring, subsidies
or taxes on employment, payroll taxes and unemployment benefits. In addition
the Paper looks at the result of changes in the real rate of interest and in
productivity growth, and which macroeconomic variables are affected, among
other things, by policy.

The framework used for this analysis is the search and matching model. This
model emphasizes realistic aspects of labour markets not catered for by older
models. In particular it assigns a key role to the time-consuming and costly
search process which firms and workers undertake in order to find each other.
A major role is also played by firm–worker bargaining that determines both
wages and firms’ profits from the job–worker match. The Paper simulates
policy measures and their effects using data from the Israeli economy. This
economy was chosen, because the institutional structure of its labour market
generated data of unique quality for the purpose of this analysis.

The study finds that policy may be useful in overriding adverse effects of the
search and matching process but that it may also generate negative effects of
its own. Policy effects are analysed both in terms of levels (for example, by
how much does unemployment decline for a given hiring subsidy), and in
terms of business cycle fluctuations (for example, what are the changes in the
persistence and the magnitude of fluctuations in the rate of unemployment
when a given hiring subsidy is implemented). Effects on the persistence, co-
movement and volatility of the major variables along the business cycle are
discussed, demonstrating how policy affects rigidity in the labour market.

The key lessons emerging from the analysis are as follows:

(i) Hiring costs and unemployment benefits have substantial effects on labour
market outcomes. Thus, provision of hiring subsidies or reduction in benefits
have important consequences for the major variables. These results are
consistent (though they do not constitute direct evidence or proof) with the
view that high European unemployment is due to relatively high hiring costs
and generous unemployment benefits.



(ii) Employment subsidies or payroll tax reductions are not very effective policy
instruments as they ‘leak’ into increased wages. The share of the workers in
the wage bargain is important for gauging the effectiveness of these policy
measures.

(iii) Policy measures that reduce unemployment also reduce its persistence
and increase the volatility of vacancies.

(iv) Policy might lead to high ‘equilibrium’ or ‘natural rate’ unemployment,
relative to the case where there is no government intervention. The reason is
that policy intervention affects wages and hence firms’ profits and vacancy
creation. It is shown how unemployment may be reduced, even to non-
intervention levels, mainly through the use of hiring subsidies and reduction of
unemployment benefits.

An alternative interpretation of the analysis is that it provides a tool to assess
the effects of varying the amount of frictions. Thus, it bears some possible
implications for US–European unemployment differences. One such finding
regards economies with laws and bureaucratic procedures that make hiring
effectively more costly – such as some of the European countries. These
economies, compared to those without such laws and procedures, should
expect a higher rate of unemployment with longer duration and more
persistence, and with all key variables less volatile and less cyclical.
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