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ABSTRACT

Capitaist countrieshave historicaly had quite different |abour market inditutionsand socia policies.
Do these differences produce sufficiently different economic outcomes to identify a single pesk set of
inditutions?

This paper shows that:

1. Labour market inditutions have large effectsondidribution, but modest hard-to-uncover effects
on efficiency.

2. Inditutiond diversity isincreasing among advanced countries, as measured by the percentage
of workers covered by collective bargaining.

3. The case for the US having the indtitutions for peak economy status rests on its 1990s fulll
employment experience, which arguably counterbaancesits high level of economic inequdity

The higtoricad pattern whereby some capitaist countriesdo better than others in some periods (ie
Japan inthe 1970s-1980s), thenruninto problems is more consonant withthe view that capitaism permits
nationd differencesin inditutions to persist thanwiththe view that dl economies must convergeto asingle

inditutiona Sructure.
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Capitdist countries have higtoricaly had quite different labour market indtitutions and socid policies.
High mohbility and flexibility in the US. Lifetime employment and steep seniority profiles in Japan.
Corporatism in the Nordic countries and Audiria. Apprenticeshipsin Germany.  The SMIC minimum wage
and legidated work timein France. Throughout the EU “socid partners’ negotiate arrangements, whereasin
North Americathe term has no meaning. The labour market is potentidly the most idiosyncratic market in
advanced capitaism.

Do these different ingtitutions and policies affect economic outcomes in important ways? Can
ingtitutiond differences persst in agloba economy or does competitiveness require that labour ingtitutions
converge to a single dominant form? Has the current lead candidate for peak economy, the US, found the
right ingtitutions for the 21t Century?

To answer these questions, | develop criterion for determining whether thereis a angle optimum
configuration of capitaigt inditutions; review evidence on how ingtitutions affect outcomes, and assess the
view that the US has found the dominant indtitutions for the new century. The evidence shows that:

1. Theingtitutiona organization of the labour market has identifiable large effects on distribution, but
modest hard-to-uncover effects on efficiency.

2. Indtitutiona diversity isincreasing among advanced countries, as measured by the percentage of
workers covered by collective bargaining.

These findings are more consonant with the view that capitdism is sufficiently robust for nationd
differences in labour inditutions to persst than with the view that al economies must convergeto asingle
indtitutiond structure. In the space of labour ingtitutions, “Y ou can have it your way”, dbeit within some
bounds.

The case that the US has found the indtitutions for peak economy status rests on its 1990s fulll



employment experience, which arguably counterbaancesits high leve of economic inequality compared to
other advanced capitdist countries.  If the US maintains full employment ad finitum while other advanced
countriesfall to reduce joblessness, even critics of US economic performance will have to accord it peak
economy status. But if the post-World War 11 experience is any guide to the future, the US will run into
employment problems a some point in the 2000-2010 period, which will give an economic modd based on
full employment grave problems, while other countries will modify ther indtitutionsin ways that will produce
new candidates for lead economy.
|. The Problem: Single Peaked vs Diver se Capitalism

Every decade or so politica or ideologica groups, policy andysts, and, yes, even staid economists,
herdd the coming of anew Ided Economic Model -- adigtinct set of ingtitutions and organizations that has
maxima fitnessin the period' s economic environment. 1n the Great Depression many thought centraized
planning or government ownership of enterprises or government spending were needed for full employment.
In the 1960s some saw French indicative planning as a viable compromise between centralization and
decentrdization. The 1970s oil shocks brought Nordic corporatist economic arrangements to the fore of
discussion (Bruno and Sachs, 1985). In the 1980s the 900 pound gorilla on the economic scene was

Japan-- recall EzraVogd'’ s Japan as Number One, or the best-sdlling business book A Book of Five Rings

by the 14th century Samural warrior Miyamoto Musashi. The early Clinton Adminigiration looked jedoudy
a parts of Germany’s Rhindand Modd and sought to expand the US welfare state through mandated hedlth
insurance. Mgor business school thinkers and journaists bemoaned Anglo-Saxon short termism in capital
markets and saw virtue in the Japanese or German banking and ownership patterns (Porter (1990); Hutton
(1996)). Attheturn of the 21t Century it isthe US's turn to be the envy of the world, with many

observers seeing capitaist ingitutions US style as the lodestar for the next century.



Behind the claim that any particular set of indtitutions represents the ided form of economic
arrangements is the notion that ingtitutions and outcomes are related by a *landscape function” with a
particular shape. Exhibit 1 depictsingitutiona arrangements aong the X-axis and a generd measure of
economic performance onthe Y axis. Sincethere are amultiplicity of arrangements across economies --
different modes of wage setting, systems for training workers, patterns of ownership of enterprises, etc. -- X
should be viewed as a vector of arrangements, aggregated in some fashion.  Similarly, Snce economic
performance involves digtribution, efficiency, and growth, Y should be dso be viewed as a vector of
outcomes, aggregated in some fashion.

Landscape A represents the case of adominant ingtitutiona structure. It hasasingle pesk at N*
(nirvana), with better efficiency and didtribution than other indtitutiondl settings. Every move in the direction
of N* raiseswdl-being. Thus, it behooves dl economies to adopt those ingtitutions as quickly asthey can:
they are Pareto-efficient improvements over other arrangements. This landscape represents the economic
world that adherents of any “Ided Capitdist Modd” envison.

But A isnot the only plausible ingtitution-outcome landscape. Landscape B has multiple local pesks
separated by valeys. To move from one pesk to ahigher one or to the globa optimum requires that the
economy descend from the locd pesk before it ascends the higher one. The fdl in outcomes during the
trangtion isan investment in change. If loca optima are not much below nearby higher pesks or the globd
maximum it may not be worthwhile to make the investment, even though a country would choose the
superior ingtitutions de novo. The expense of changing ingtitutions permitsvariety in the institutional
environment.

Landscapes C and D decomposethe Y outcome into two outcomes, efficiency and equity, and map

them in atwo dimengond diagram. Both outcomes implicitly depend on ingtutiond arrangements. In



landscape C more equitable distributions and higher output are inversely related, possibly because the
supply of effort or other resources needed for efficient production is highly responsive to the incentives that
aretheflipsdeof inequdity. You pay your locd billionaire huge sums or see GDPfdl. Thisisaworld
dominated by the efficiency-equity trade-off. If the trade-off is sufficiently steep inequdity may even raise
the incomes of the poor so that more unequa digtributions are desirable in terms of the income of all
citizens?!

Landscape D shows aredigributionists ided: aflat efficiency-digtribution outcome around the pesk.
Within the broad range of the circle in the figure, indtitutions can affect didtribution and output independently
of one another. Thelack of an equity-efficiency trade-off opensthe door to politica battles, class warfare,
etc. Tax your local billionaire and give the money to the poor and GDP bardly changes. Alternatively, give
huge tax bregksto the billionaire or to specid interest groups and again GDP barely changes.  Even here,
however, wdl-being fdls sharply at some distance from the pesk -- outsde the circle in the exhibit. The
falure of centraly planned economies, the retrogression of capitalist economies that fail to protect life and
property (asin Sub-Saharan Africa) and the problems of the former Soviet Union countries in moving to a
successful market economy shows that the ingtitution-landscape space is not aflat tabularosa.

Which landscape best fits advanced economies as we move into the 21t Century?

Criteriafor Deciding Among L andscapes

Bdief in asngle pesked outcome function is deeply ingrained in economics. Models of optimizing
behavior assume convex functions so thet firgt derivatives yield maximizing conditions and second derivetives
have the appropriate Sgn. Globalization and information age technology have led more and more observers
on both the right and Ieft to adopt a single-peaked view of theworld. The right argues for labor market

flexibility or asmdler welfare date as the only way to attain efficiency in the modern world. The left worries
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about socia dumping and the race to the bottom out of fear that firms or countries with low labour standards
will drive out those with high standards.

But there are arguments for diversfied capitalism aswell. Comparative advantage is a sory of
diversty; of gainsthat come from differing from one' s neighbor, not from gping him. If for historic reasons
Germany can operate atripartite socid partnership and gpprenticeship training model of capitalism better
than the US while the US is more adept at a high mobility/market wage setting modd, Germany will do
better with its system and the US will do better with its syslem. Germany will outproduce the US in sectors
that use skilled blue collar [abour and the US will outproduce Germany in low wage services and high-tech
industries; and the two countries will trade the products in which they have an advantage. More broadly,
game theory has shown that interactive decison-making creates many potentia outcomes, with ingtitutiona
rules or norms determining equilibrium (Kreps). Findly, there is the Coasian world where Sde payments
guarantee an efficient outcome, whatever the property rights.

What kind of evidence might help us to decide whether the modern ingtitution-outcome landscape
best fitsasingle pegk or adiverdfied capitaism?

Exhibit 2 ligs five factors that differentiate Sngle peek landscapes from others.

Thefirg criterion isthat in a sngle peak world we can identify a best performing economy. 1dedly,
the peak economy should do better than other economies on al outcomes. More pragmatically, | will
require that it does better on some weighted average of outcomes, recognizing that different folk may weigh
outcomes differently.? If the US produces 20% more than France, and has higher income for 95% of the
population but lower income for the bottom 5%, | would accord the US the superior economic
performance, though John Rawls presumably would not. Disagreement about the weights attached to

multiple outcomes cregates the possibility that two societies will seethe “same’ ingtitution-landscape space
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differently. Differencesin values across countries per mitsvariety in institutions. Greater preference
of Europeans than of Americans for economic security and equdity arguably produces different vauations of
landscapes that allows each to prefer their own indtitutions.®

The second criterion is that the Single pesk economy maintain its leading position over some
extended period. In aworld where landscapes change, the peak must be more than the flavor of the month
in outcome space. Development economists usualy make an even stronger demand.  Since less devel oped
countries have low levels of income per capita, the outcome that matters is the long term growth of per
capitaincome. But among advanced economies candidates for peak economy invariably have high levels of
income per capita, which may give other economies a catch-up edge in growth, so | will again be more
moderate. If the US produces 20% more than Germany, and loses just a bit of that edge over time, |
would gill count the US as a candidate peak.

The third criterion relates to the convexity of the landscape space around the pesk.

Economies close to the peak economy should have outcomes close to those of the peak economy.
Movements from the base of the mountain toward N* should raise well-being reasonably smoothly. This
criterion will be important in assessing the candidacy of the US for peek Sinceit requiresthat the US's
closest neighbor in terms of economic ingtitutions, Canada, perform about as well asthe US.

The fourth criterion distinguishes single peaked landscapes by how large or radica changes toward
the peak from far away vaues affect outcomes. In a single-peaked landscape, large-scae changes toward
the peak economy raise output since other economies have no loca peak from which to descend. Ina
multiple-pesked landscape, by contrast, changes in ingtitutions may produce long periods of losseveninthe
direction of more efficient inditutions.

Thefind criterion reates to the dynamics of indtitutiona change. If the single peak hypothesisis



correct, and if economies move toward better outcomes, there should be along term convergencein
ingtitutions toward the peak arrangements. The greater the advantage of the pesk economy, the more
rapidly will non-pesk countries seek to mimicit. I, contrarily, indtitutions diverge in asingle pesk
landscape, countries moving away from the pesk will be going in the wrong direction and should suffer
accordingly.

My five criterion for the existence of a peak economy are, of course, nothing more than a verba
trandation of the mathematical conditions for the existence of a globa optimum, together with a dynamic
process that makes the optimum an attractor in ingtitution-outcome space, drawing more and more
economiesin its basin of attraction.

Measures of Institutions

Thusfar, | have been vague about what lies on the indtitution axis in Exhibit 1. The reasonisthat
there is no generdly accepted taxonomy for classfying economies into different indtitutiona groupings, nor
even ascae to measure the distance between particular ingtitutional settings. Are Japanese indtitutions
closer to those of the US or of Germany? Are UK ingtitutions more American or European? We have no
measures of ingitutions to answer these questions definitively. Lacking well-defined taxonomies or metrics
of distance between ingtitutions, researchers generaly proceed in an ad hoc inductive manner, dassifying
ingtitutions on the bas's of observation and the differences relevant to policy discussion.

Mogt andyzes of institutions acr oss country lines treat the degree of centrdization or
coordination of wage-setting as the key determinant of outcomes. In part thisis because the ail price shock
of the 1970s produced different inflation and unemployment outcomes in corporatist and libera countries,
motivating much early work on the economic effects of Iabour ingtitutions (Crouch; Tarantelli (19850; Bruno

and Sachs (1985)). Developments in the 1980s, however, suggested that corporatist and libera economies



did about aswell in important outcomes, with the worst performances in countries that had indtitutions with
industry-level bargaining (Camfors and Diriffill (1988); Freeman (1988). Mancur Olson’s arguments that
an dl-encompassing union would interndize the externdities of inflationary wage increases and favor non-
inflationary wage agreements provide a theoretic base for this perspective. Studiesin the late 1990s were
largely concerned with the unemployment experience of countriesin the 1990s and on the economic effects
of labour market flexibility on unemployment. The OECD categorized countries by legidated redrictions on
labour market behaviour, such as employment protection laws, modes of training, unemployment benefit

systems, or active labour market policies (see OECD, Jobs Study and Employment Outlooks, July 1997,

July 1999). The OECD Jobs Study came down strongly in favour of deregulation and active labour market
policies, but succeeding analyses by the OECD have highlighted the weakness of that case. Countries with
very different regulatory practices and policies have surprisngly smilar outcomes.

It requires consderable expertise to determine accurately ingtitutional arrangements for countries.
Y ou cannot vist Belgium on Tuesday and Denmark on Wednesday, or do a quick internet search for
relevant satistics, code up the avallable indicators, and come up with a vaid measure of how indtitutions
operate in those countries, any more than you can understand how gorilla bands or ant colonies or dolphins
behave by checking them out on your holiday. One problem isthat readily available measures of ingtitutions
may not reflect actud practice. Spain and France have low leves of unionization, but collective bargaining
determines wages throughout much of their economies. Published data show that the Ukraine is the most
highly unionized country in the world, with Chinanot far behind (Visser, 1998), but unions surely do not
affect those economies as they do the French or Spanish economies, much less the Nordic ones. Most EU
countries mandate works councils a workplaces, but councils vary differently across countries (Rogers and

Streeck). The EU has enacted more protective labour legidation than the US, but the US has pioneered



affirmative action programs and Americans regularly sue firmsin court over dleged violations of labour
rights. Does aworks council and the EU Socia Charter affect firms and market outcomes more than a
court suit in the US? Many economigts think the answer is yes, but there is no definitive study evauating the
costs/benefits of the two different forms of regulating market outcomes.

Turning to the developing world, many LDCs have extensive labour codes, often copied from
advanced countries, and many subscribe to ILO conventions, but al too often the countries do not
implement the codes or conventions. Does a country which adopts more ILO conventions or which has
more interventionist laws intervene more in the labour market than other countries? It depends on whether
the state enforces these regulations, which varies across countries and over time. Most less developed
countries have minimum wages but during the 1980s debt criss, these wages proved to be sawdust rather
than hardwood; and the existence of a sizable informa sector may make them ingpplicable to many
employeesin any case. In poorer countries, where public employees may be low paid, bribery offers away
around regulaions to a greeter extent than in awedthier country.

Findly, thereisthe " sysems’ problem that the same indtitution or policy may affect outcomes
differently depending on other economic ingditutions. 1n the 1980s Germany and Spain enacted laws that
encouraged temporary contracts. In Spain the proportion of workers covered by these contracts increased
massively, until about one-third of employees worked under such contracts. In Germany there was virtualy
no growth of temporary contracts. German gpprenticeships and works councils preserved permanent jobs.
Prior to the Thatcher |abour law reforms, British unions were the troglodytes of the advanced world, often
dominated by smal groups of leftists seeking indudtrid grife. In the 1990s British unions are arguably the
most progressive in Europe, seeking partnerships with management and endorsing “vaue added” unionism.

The same indtitution, the trade union, adopted different policiesin a different legd and economic
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environment. To treat UK unions as the same in the 1990s asin the 1970s would be a gross misreading of
British labour indtitutions.

Anaysts have struggled with the systems problem. Some add interactive terms in regressions of
outcomes on particular indtitutions o that, say employment protection legidation has a different effect on
outcomes in countries with centralized wage-setting than on countries with decentraized wage-setting
(OECD, 1998). Comparative socid scientists have taken the interactive mode to its natura limits by
treating each configuration of ingtitutions as a separate case in a Boolean “quditative comparative andyss’
(CharlesRagin). Other analysts have devel oped typologies that measure observed ingtitutions dong a uni-
dimensond scde by summing different indicators.  Another approach isto let measures of ingtitutions
“gpeak for themselves’ through cluster andlysis or factor analys's or some related technique, which hopefully
crestes comprehensible groupings.

An dternative to categorizing ingtitutions inductively isto take the competitive economic model asa
point of departure and to measure the distance of actual economies from this polar case. The Heritage
Foundation has developed an Economic Freedom index that rates economies by the degree to which the
market is free to determine prices'wages and other outcomes. While one may object to the particulars of
the Heritage rating scheme,* this “thermometer” gpproach has the virtue of placing economies on ascde
with a conceptud zero point tied to economic theory. Inasimilar vein the World Economic Forum offersits
“competitiveness’ ranking of economies. Both scales suffer from the problem that the teams that put
together the scales cannot possibly know how things “redly” work in individua countries and may be overly
sengtive to au currant views of what is the most successful set of indtitutiona arrangements or palicies.
Firm-leve Ingtitutions

Studies of how the organization and policies of firms affect outcomes treat two issues. the dlocation
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of decison-making powers within firms, and the effects of incentive pay on performance. Inditutions that
alocate decison-making range widely from employee involvement committees to works councils to diverse
qudity of work programs.  Incentive programs range from group or individua bonuses to stock optionsto
pension funds that invest in company shares, employee stock ownership plans, and stock options. In both
cases, there is a serious problem in measuring the true policy or mode of operation. Top management may
ingtitute an open door personnd policy, aformd affirmative action program, qudity of work and employee
involvement committees, and so forth, but locd managers may implement these policiesin very different
ways or they may ignore them almost completely. Anyone who has visited company headquarters and then
gone to locd branches or plants redizes that there is a huge gap between what the top of the company says
and what actualy happens on the ground floor. The result is that measures of the policies are subject to
condderable error. Assessing the impact of incentive pay schemesissmilar: many firms have multiple
policies, whose net effect on workers incomesis difficult to determine.  The same firm may have an ESOP,
abonus gain-share plan, a stock option plan, and a 401Kk retirement plan where the employee can put some
fundsinto company stock. The fastest growing form of incentive pay in the US, dl-employee stock option
plans, poses a particularly stark problem for economic analysis. In the standard modd of rationa behaviour,
options cannot motivate ordinary employees whose dally actions are too far removed and too modest to
affect stock prices. Options may make lots of sense for the CEO of Starbucks or Asda, but why should the
firm dso give them to clerksin locd stores? One possihility isthat the firm seeks to use thisform of pay to
help establish a particular type of corporate culture, rather than to create individual incentives.

The absence of agenerd metric for measuring inditutions at the nationd or firm level createsa
problem for indtitutional economics. Measurement is, after dl, the Sne qua non of any scientific endeavor.

The pardld problem in the biologicad sciences, defining pecies and varieties within a gpecie, has generated
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much attention and detailed work, with taxonomigts battling over dternative ways to classfy organiams. by
function or evolutionary history (Ridley). But at the end of the day biologists can use differencesin DNA to
measure distances in familid heritage. We have no such ingructiond code to measure the relations among
economic inditutions.

From thislitany of the weaknesses and problems in inditutional andys's, one might expect that we
have learned little from work inthe area. To the contrary, empirica research has yidded important findings
which seem robust to dternative measures of inditutions and to varied empirica drategies for estimating the
effect of indtitutions on outcomes.

[. Ingtitutions, Distribution, and Efficiency

Many studies have examined the links between ingdtitutions and the distribution of wages or incomes
or the efficiency of production. There are cross section contrasts of workers/firms covered by diverse
ingtitutiond arrangements (unionized or nonunionized; employee owned or not; profit-sharing or not);
longitudina contrasts of the same person/firm operating under different wage-setting systems, comparisons
of countries with different indtitutions; and before/after andyses of changesin nationd policies. The vast bulk
of studies support two empirica generdizations

Firg, that wage-setting ingtitutions reduce inequality in economic rewar ds.

Second, that most wage-setting and rule-making institutions have modest effects on
efficiency outcomes.

Distribution

Exhibit 3 summarizes the results of sudiesthat link the disperson of wages to labour market

indtitutions. The vast bulk of this literature takes the wages of individuds as the basic data and comparesthe

distribution of wages among workers covered by the collective bargaining with the distribution of wages
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among nomindly equivaent workers not covered by collective bargaining. Some studies use regresson
andyses to identify demographic equivaence; others contrast the pay of narrowly defined groups, such as
production workers in union and non-union plantsin agiven industry. Regression andyses invariably find
that years of schooling, age and other determinants of earnings have asmaller effect on union workers than
on nonunion workersin In earnings equations, and that unions have alarger impact on the wages of low paid
and low skilled workers than on the wages of high paid and high skilled workers. This explains part of the
lower digoerson of wages among unionists. But most of the union-nonunion difference shows up in the
resduas from regressons. among workers of the same gender, age, years of schooling, occupation, and
industry, union employees have lower dispersion of pay than nonunion employees. Consgtent with this,
sudies that contrast pay structures within-establishments show markedly smaller within-establishment
disperson of wages in organized establishments than in non-organized establishments. By its very nature,
collective bargaining reduces the prevaence of merit pay and other forms of discretionary wage-setting
within firms, lowering disperson among smilar workers, whileit increases the pay of union members
relative to management, professona workers and the like.

The skeptic may question the interpretation of these types of comparisons as reflecting the causal
effects of unionism on outcomes. Perhaps the redl reason for the difference in pay distributionsis that
workersin organized establishments differ from those in non-organized establishments in unobservable
characterigtics. Perhaps the market responds to union wage structures by reallocating workers so asto
establishment Smilar wage structures measured in efficiency units between organized and unorganized
sectors. Assume, for ingtance, that collective bargaining initialy compresses wages by raisng pay for the
least skilled and lowering pay for the most skilled. The narrower structure of wages in the organized sector

will give firms an incentive to shun the least skilled workers and search for the most skilled, but will give the
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most skilled workers an incentive to look for jobs in the nonunion sector. The interplay of demand and
supply will produce an equilibrium in which both the most skilled workers and the least killed workers will
work nonunion while union firmswill hire workers with middling skills. In this case, the fact thet the
disperson of wagesin the union sector is lower than in the nonunion sector does not imply that unions
reduce the distribution of pay in the entire economy. Instead, the compression of pay in the union sector
would have re-alocated workers by level of skill across sectors. Since virtualy al studies of union/nonunion
pay differentials show higher pay for organized workers than for non-organized workers with comparable
measured skills, moreover, the selectivity or redllocation interpretation of the difference between union and
non-union pay structuresimplies that on average union workers should be more skilled than nonunion
workers.

Oneway to test this argument is to examine the wages of the same worker under union and
nonunion conditions. Inits strongest form, the argument is that workers with the same characteristics earn
the same pay in both sectors, so that differencesin wages across sectors are due to the sdlectivity of
workersinto the sectors.  Longitudind studies show that the wages of workers who move from union to
nonunion jobs (and conversaly) differ by less than do the wages of union and nonunion workersin cross
section sudies, implying some sdlectivity of workersinto the sectors. But the estimated impact of unionism
isdill sizable and much of the reduction gppears due to the greater impact of measurement error in union
datus on the longitudind estimates than on cross sectiond estimates on union wage effects. But, as argued
above, to explain the smdler dispersion of pay among unionists requires a more subtle form of sdectivity
than union sectors attracting better workers: it requires that union firms have fewer workers at both the low
end of the skill distribution but dso at the high end of the distribution. A direct test of the potentid effect of

sdectivity on the ditribution of wagesis to compare the pay of workers who leave union jobs with that of
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workers who move into union jobs. Such comparisons show that disperson rises among those who leave
union jobs (implying that their wages were truly compressed under unionism) while disperson fals among
those who enter union jobs (with the same implication).

There are other possible ways for firms to offset union negotiated wage increases so that the lower
dispersion of pay among union workers could be spurious. Firms could reduce other costly benefits, such
as private pensons or expenditures on hedth, etc, for low skilled union workers. This does not happen: the
share of compensation going to supplementary benefitsis higher under collective bargaining, and unions
increase these benefits more for low wage workers than for higher paid workers. Rather than creating
compensating differentids in benefits, collective bargaining diffuses fringe benefits such as private penson
plans and privately provided medica insurance programsto lower paid and blue collar workers, reducing
the inequdity in provison of these benefits. In countries with centralized wage-setting, wages drift at the
plant or among individua workers -- changes in wages in excess of collectively bargained settlements --
could aso undo the effect of centrdized narrowing of the wage didtribution. Wages drift does, indeed,
operae in thisway, but the effects of drift do not come close to undoing the narrowing of wages negotiated
in central agreements (Hibbs)

The estimated effect of unionization on the digpersion of pay between unionized and non-unionized
workers within a country does not, however, answer the question of what collective bargaining doesto the
distribution of pay economy-wide. Thisis because comparisons of the pay structure in the unionized and
nonunionized sectors of the economy do not alow for the effects of pay-setting in one sector on the other.
Condder, for example, wha happens if nonunion employers mimic union wage patterns to avoid
unionization. In this case, the within-country difference in dispersion of pay between sectors will undersate

the effect of unionism on the overal wage digribution.  Alternatively, nonunion firms might increase their skill
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premium to keep their more skilled workers from organizing, so that the within-country differencein
disperson of pay across sectors might exaggerate the effect of unionism on the dispersion of pay.

The way to ded with this problem isto compare the dispersion of pay across countries with more or
less extensive collective bargaining. Such comparisons show that centraized bargaining is associated with
lower disperson of pay in a country and with amuch narrower structure of wages by industry than in
countries with decentrdized bargaining. Workers with nomindly the same skills are more likely to be pad
smilar wagesin different industries in Sweden or the Netherlands than in the US. One interpretation is that
collective bargaining moves industrid wage structures closer to the competitive ided than does market
wage-setting. In decentradized markets, prosperous firms distribute economic rents to workers while firms
that do poorly squeeze the pay of workers with high mobility costs. In markets with centralized wage-
stting, dl firms pay the samewage.  Studies dso show, however, that occupationd differentias are smaller
in countries with collective bargaining than in other countries, with potentially deleterious effects on
investmentsin kill.

To illudrate the degree to which ingtitutions affect the digtribution of wages, exhibit 4 showsthe
disperson of wages of nomindly comparable persons in highly unionized Sweden and in the largely nonunion
USA. Theexhibit records the ratio of pay in sdlected percentiles of the earnings distribution for persons of
Swedish ancestry, defined as those with both parents of Swedish descent, in both countries®> When Anders
Bjorkland and | first planned this tabulation, we expected that the Americans of Swedish parentage would
have a more compressed earnings distribution than other Americans, probably somewhere between US and
Swedish levels of inequdity. After dl, the Swedes in the US were persons with Smilar genetic and family
background as the Swedesin Sweden, whereas dl Americans included persons of more diverse

backgrounds. Instead, we obtained the results in the exhibit: levels of inequdity for Americans of Swedish
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descent nearly as large asthose of dl Americans, and nowhere near the levels of inequdity in Sweden. By
contragt, immigrants to Sweden, including non-Nordic immigrants who come from diverse places, have
Swedidh-level inequdity. It'sthe wage-setting ingdtitutions, not ethnic background, that produces widdy
different distributions of incomes across countries.

Findly, if wage-setting ingtitutions are critica determinants of the distribution of earningsin a country,
changes in those indtitutions should be associated with changes in the distribution of pay. Thisisthe case.
The introduction of centralized bargaining in Sweden in the 1960s was accompanied by a substantial decline
in the dispersion of wages and a reduction in the premium to education. The withdrawa of Swedish
employers from centraized bargaining in 1983 was followed by a gradud rise in dispersion of pay across
and within industries and arise in the premium to education. Itaian experience with the Scala Mobile tells
the same story: a huge reduction in inequality during the period when the Scada Mobile determined wages
followed by an increase in inequdity with the end of this centrdized system of wage-setting. In the USthe
fdl in union density from the 1970s through the 1990s explains about one-fifth of therise in the disperson of
wages, whilein the UK thefdl in dengity adso contributed to the rise in inequadlity in that country.

In sum, diverse forms of non-experimentd evidence shows that the primary wage-setting inditution
in modern capitaism, collective bargaining, reduces the dispersion of pay. Indeed, the inequdity reducing
effect of ingtitutiond wage-setting is amore ubiquitous fegture of unionism than isthe widdy studied effect of
unionsin raisng the wages of members, asit isfound even in countries where unions have little impact on
members pay relaive to non-members because collective bargaining covers the vast bulk of the work
force®

Efficiency

In contrast to the near ubiquitous finding that ingtitutional wage-setting sgnificantly affectsthe
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distribution of pay, the evidence that Iabour market ingtitutions have substantid effects on economic
efficiency isfrall (see Exhibit 5). Andyses of firmsthat operate with different inditutiona forms shows that
these forms have modest impacts on productivity. Studies of minimum wages (Card and Krueger), of
employment protection legidation (OECD, Employment Outlook, 1999) and of diverse other socid
protection programs (Blank) find little or no impact of these ingtitutiond interventions on economic efficiency.
This does not mean that government interventions or union wage-setting or other policies cannot cause
magor economic problems (add a 0 after the US minimum wage and much of the economy would close
tomorrow; give atrade union monopoly power over acritica part of the economy and it may very well act
irrespongbly, asthe Peronista unions did in Argentinafor many years). Rather, the evidence indicates that
the interventions that advanced capitaist economies implement rarely approach such levels, presumably
because neither the government nor the citizenry can tolerate policies that reduce efficiency grestly.

Congder firgt the evidence on how different company ingtitutions affect outcomes (Exhibit 5). There
are four main ways in which companies seek to motivate workers financidly to be more productive: through
direct incentive pay; through locd group incentives, often caled gain-sharing; through profit-sharing a the
leve of the firm; and through some form of ownership of shares.  In addition, many US firms have indtituted
employee involvement programs of various forms (team work, TQM, qudlity circles) that empower workers
to make decisgons without any immediate financid pay-off to them, beyond the benefits that a more
successful firm brings to employeesin generd.

Basic economic principles predict that companies which reward workers with incentive pay should
resp higher productivity while at the same time increasing the disperson of pay. Thisiswhat studies that
compare time rates of pay with piece rate modes of pay find. Linking incentives and productivity tightly

linked at the individud leve with piece rates increases individua output and the dispersion of pay, implying a
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steep equity-efficiency trade-off. The historic decline of piece rate modes of payment is not because
individua incentives do not work, but because companies have problems measuring output and controlling
worker gaming in the setting of norms to which the rates gpply in arapidly changing technologicd
environment. Gain-sharing and other forms of sharing of improvementsin costs or profits at the locd leve,
where the free rider problem is modest, should aso have positive effects on productivity and thistoo
gppearsto be the case. Economic andysis predicts a more ambiguous effect for generd profit-sharing,
sance the incentive to the individud will be largdly offset by the diffuson of the gain from hisor her effort to
the group -- the 1/n free-rider problem -- and for employee ownership when large numbers of workers are
involved. The danger that workerswill free ride on the efforts of others can, however, be offset by
workers monitoring other workers, or by profit-sharing/ownership creeting ateam oriented participative
corporate culture. Reviewing some 20 studies of profit-sharing, Kruse and Weitzman concluded that profit-
sharing raises productivity by 4%; while Kruse has found that profit-sharing firms dso have less variahility in
employment fluctuations. Studies of employee owned firms show wesaker pogitive impacts of ownership on
productivity, with more religble results for smdler firms than for larger firms

Findly, while some studies of employee involvement programs find modest productivity results others find
negligible effects. Indtitutions that give workers a share in decison-making but not a share in the rewards of
better decisons seemsto be less effective in rasing productivity than inditutions that create financia
incentives to be more productive. The most intriguing finding here, however, isthat afirm that introduces a
single advanced human resource practice -- say job rotation -- gains little or nothing from this policy unlessit
aso implements an entire package of complementary policies, such astraining, gain-sharing, grievance
procedures, and so on (Ichniowski, Shaw, Prennushi).

Whether unionization is associated with higher or lower productivity has been extensvely examined
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by estimating production functions with a union variable entered dong with capital and labor as an input into
production. Approximately 2/3rds of extant sudies find that unionized plants have higher productivity than
do non-union plants, though the differentia does not cover the extra costs that unions bring to the enterprise.
The remaining 1/3rd of studies find that unionism is associated with lower productivity. But thereisadso
evidence that unionized sectors invest less in research and development, which islikely to have adverse
effects on long term productivity growth. Studies of the impact of firms on productivity growth in the US
find such ardation but studies for the UK tell amore complex story: an adverse union effect on productivity
during the pre-Thatcher “bad indudtrid relaions’ period but not afterwards, when unions modernized thelr
policies.

The bottom lineisthat firms that give workers pecuniary incentives and inditute participative labor
relations practices have modestly higher productivity than other firms, with more extensive programs having
larger effects, but none of these variants has such a productivity edge asto dominate markets. Whichis
presumably why they co-exist with firms that use more traditiona wage and personnd practices, oftenin
different market niches.

Condder next how unionism, collective bargaining, and diverse government interventions in labor
markets affect macro-economic efficiency. Here, andyses have gone through severd phases. Inthelate
1970s/early1980s, many analysts argued that centralized bargaining or corporatist arrangements were
superior in efficiency Snce, as noted earlier, these arrangements seemed to produce a better inflation-
unemployment trade-off. In the late 1980s, analysts held that either centrdized or decentralized bargaining
were superior to industry level bargaining. But with the success of the US economy in the 1990s, many
have begun to argue that decentrdized ingtitutions like those in the US were better suited for the new

information technology and globa economy. But even here there is some unease with the generdization. In
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1997 the OECD, which had endorsed deregulation of marketsin its Jobs Study, reported “anegeative
concluson” that collective bargaining affected macro-economic outcomes with one exception: “afairly
robust relation between cross-country differences in earnings inequdity and bargaining structure” (OECD,

Employment Outlook, July 1997, p 64).

What is one to make of these changing generdizations? One interpretation isthat the generdizations
correctly capture the link between indtitutions and outcomes in specific time period, subject to a particular
world economic environment, but do not generaize to other periods or circumstances. But if this correct, the
generdizations are nothing more than hindsight theories, explaining historical patterns, with little predictive
power for the future.

With respect to governmentd interventions, the most widely publicized intervention in the labour
market isthe minimum wage. Card and Krueger found that late 1980s-early 1990s increases in minimum
wages in some US gates and in the federa minimum had no effects (or even positive effects) on
employment. Using different research desgns or data, Some economists have obtained smilar results while
others report losses of employment with modest daticities of demand (around -0.10). From the
perspective of economic efficiency, al of these estimates suggest that the minimum wage a the leve enacted
in the US has no substantiad economic cost. A zero eadticity of demand implies that the only thing the
minimum wage does is redigtribute earnings. An dadticity of -0.10 implies a minuscule efficiency loss using
standard Harberger welfare triangles.

Many governments intervene on the employment side of the market with employment protection
legidation that gives some property rights to jobs to workers rather than to management. Others such asthe
USor UK have little such protection and rely largely on employment at will. Economic theory in the form of

the Coase theorem say's that employment protection legidation should not affect efficiency, aslong as
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transactions costs are small. In this case, employers and workers should reach the efficient outcome through
bargaining and side payments regardless of who has the property right to thejob. If my work isno longer
vauable but | own my job, the firm buys me out with some early retirement or severance scheme. If thefirm
owns the job and my employment is no longer efficient, it firesme. In both cases, | am gone, but in the
former case, | gain some of the rewards from the improved operation of the firm due to my departure,
wheressin the latter, the firm obtains dl of the gain. Theimplication is that employment protection legidation
should have no effect on employment, but should affect the digtribution of the benefits/cogts of changesin
employment.

Studies that contrast unemployment in countries with stronger/weaker employment protection laws
generally support the predictions of theory. In its 1999 examination the OECD reported thet “Smple cross
country correlations suggest that EPL haslittle or no effect on overal unemployment” (OECD July 1999

Employment Outlook, p 50) -- and found that this negligible relation held up in multivariate regresson

modding. In addition, countries that weakened their employment protection legidation in the hope of
improving labour outcomes have not increased employment or reduced joblessness. Spain introduced fixed
term (temporary) contracts in the mid-1980s, but in the late 1990s Spain still had the highest rate of
joblessness among advanced OECD countries.  Employment protection legidation does appear, however,
to affect the dynamics of joblessness: countries with strong employment protection laws have longer spells of
employment and unemployment. In addition, some studies dso find that it affects the composition of
unemployment, lowering unemployment for adult men and raising it for other groups.”  The bottom lineis
that employment protection legidation aters the distribution of work but not its volume,

trendsin ingtitutional forms

The fifth criterion for a Sngle-pesked landscape in exhibit 2 is that economies with below pesk
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ingtitutions should move toward those with pesak indtitutions, or, if that does not occur, that countries moving
away the pesk should fall further behind the pesk economy. Given the lack of any accepted measure of the
distance of inditutions, it is difficult to test this criterion broadly. But the two most widdly used measures of
the extent of inditutional wage-setting in a country -- union dengity and the degree of collective bargaining
coverage -- have changed in away that isinconsstent with the prediction that dl forms of capitdism are
converging on asingle indtitutiond pattern. Rather than converging, the extent of union-related pay setting
has diver ged among advanced countries, without causing any pardld divergence in income per capitaor
productivity messures of economic efficiency.

Exhibit 6 documents the divergence in the rate of union dengty and collective bargaining coverage
across OECD countries between 1980 and 1994. 1t groups the country into several categories that reflect
the pattern of change in the two measures of ingtitutiond influence on the labour market. Countries with high
unionization/collective bargaining coverage maintained or even increased those levels over time while
countrieswith low leves of unionization/collective bargaining fdl further behind the OECD average. The
summary measures of dispersion at the bottom of the table -- coefficients of variation and ratios of high to
low dendty or coverage—dl increase.

What about the other side of this prediction -- that if countries (foolishly) do not move to the pesk
ingtitutiond form, their economic performances will diverge? Exhibit 7 records the dispersion of GDP per
capitain purchasng power parity terms among advanced countries in salected years from 1970 to 1997. It
givesthe coefficient of variaion in per capitaincomes for dl advanced OECD countries and for dl of those
countries less the three poorest, Ireland, Portugal, and Greece.® Contrary to the peak economy prediction,
the digperson of GDP per capitafdl over this period for al countries and even fell, abeit modestly, for the

higher income advanced countries. The changes in GDP per capita among countries were, moreove,
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unrdlated to inditutiona arrangements. Some economies with highly corporatist ingtitutiona arrangements
like Sweden fell in the per capita GDP tables while others like Norway or Audtriadid not. Countries like the
UK or New Zedand which have adopted more US-style market arrangements did not improve their
pogition relative to other advanced countries. All told, the convergence of GDP per capita provideslittle
support for the notion that economic progress requires asingle set of inditutions.

[11. TheUS-- Peak Economy?

Stll, at the turn of Y2K, the performance of one economy holds centre stage as the potentid single-
pesk capitalist economy: the United States. Afficionados of American style capitdism see a“new economy”
in the US s high employment, minimd inflation, and rgpid progress in technologicd frontier industries. Critics
note that the US dso has the highest leve of inequdity and child poverty among maor economies, but the
full employment boom of the late 1990s has |lessened some of those concerns by narrowing inequaities and
reducing poverty.

How well doesthe USfit the criterion for peak economy at the turn of the century?

Columns 1-3 of Exhibit 8 show that the US outperformed other advanced countriesin employment
and unemployment and has generated more hours worked per employed adult than other advanced
countries. It isthisrecord that makes the US the late 1990s candidate pesk economy, supplanting the
previous decades candidate, Japan, which suffered rising unemployment and an extended recesson. But
the superior US performance in generating jobs did not carry over to some other important outcome
variables, such asthe levd of productivity and growth or the economic well-being of lower income citizens.
In the 1990s output per hour worked in the US was roughly on a par with output per hour worked in
Germany, France, and some smaller EU countries (Freeman, 1996; Conference Board; Mckinsey Ingtitute).

The US dso did not outperform other economiesin the rate of growth of GDP per capita or in the growth of
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productivity (columns4 and 5 of Exhibit 8A), while the rate of growth of compensation was smaller than in
most other countries (column 6). Thiswould seem to suggest that productivity is not particularly sengtive to
differences between US and EU ingtitutions while wage settlements are responsive, condstent with the main
theme of thisessay. But there is an dternative interpretation. The Economigt reads the comparable
productivity experience of advanced OECD countries as evidence for the superiority of the American
modd, “if Germany and Jgpan can grow as fast as America even when their incentives are blunted by an
inflexible mode, imagine what they might do were their economies to be st free”® The not-so-subtle
message, which Americans will have trouble digesting, is that Germans and Japanese would be better
workers or managers than Americansiif only they operated on aleve playing fidd with Americans.

With smilar productivity per hour worked between the US and many EU countries, the greater
hours worked per adult employee and higher employment-population ratio in the US trandates into a
Sizeable American advantage in per capitaincome. Column 1 of exhibit 8B shows that per capitaincomeis
on the order of 20-30 percent higher in the US than in other advanced countries. But this exaggerates the
American edge in living standards. Greater hours worked in the market means fewer hours of leisure or of
timeworked & home. Since leisure is desirable, any socid vaue function that combined leisure and goods
per cgpitawould bring EU countries closer to the US in overdl economic well-being. Given that hours
worked per worker and per adult rose in the US relative to other countries from the 1970s to the 1990s,
moreover, the US advantage in living standards would seem to have eroded.  But the red problem the US
has in passing the firgt criterion isits performance in distribution. Exhibit 8B shows that the US s advantage
in per capitaincomes does not extend to the entire ditribution of earnings. The USis# 1in per capita
income, but # 13 in per capitaincome for those in the lower decile of earnings. It isnot until the 30th to

40th decile that the US surpasses most other advanced countries in per capitaincome. So for the US to
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meet the firg criterion, we must weigh employment heavily and weigh digtribution lightly in the socid vadue
function.

The second criterion for peak economic status relates to the time period in which the candidate peak
economy has been in the forefront. At this writing (2000) the US has had lower unemployment than the EU
for roughly a decade and has lower unemployment than Japan for two years. From the 1950s to the
1980s, the rate of unemployment was higher than in countries with more ingtitutional wage-setting, such as
Germany, Sweden, Audtradia, and Japan, among others. Measured by employment to population rates the
US superior performance dates back to the mid-1970s. In 1973 the US and OECD-Europe had the same
employment-population rate. Since then the US rate has risen while the European rate has fdlen to produce
a19 paoint differentid in 1997!  The $64,000 question is whether the US can maintain its full employment
edge. Many andyds believe tha the 1990s combination of huge jobs growth with little inflation was largdy
amatter of luck -- negative shocks to prices combined with temporary unease over job security. Others
argue the opposite. While there are enough trouble-spots in the US economy to raise doubts about the
sugtainability of an unemployment rate of 4% to 5% -- the low savings rate; high consumer debt; the large
trade deficit --the US aso has marked areas of strength. The US has a higher productive research and
development sector, more venture capita than other countries, and a bankruptcy code that encourages risk-
taking by entrepreneurs that may very well enableit to take afirst movers advantage on new technologica
developments and maintain its newly admirable employment record.  In one sense, the US has put dl of its
eggs in the full employment basket, and at this writing has regped the rewards. With full employment, the
US doeswell enough to be alegitimate candidate for pesk. Absent full employment, believersin asingle-
pesked landscape will have to find another candidate — Ireland? (the Leprechaun model), the Netherlands?

(the Polder Modél), or maybe even, France? (the Asterix Modd!)
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Criterion 3 for the single peak landscape requires that near neighbors to the proposed pesk
economy aso do rdatively well in outcome space. Even without aformd distance measure, most analysts
will accept that Canadaisthe US's closest neighbor indtitutionaly as well as geographicaly. For many years
Canada and the US stood together at the top of the per capita GDP tables. In 1990 Canada stood third in
the GDP per capita league tables, below Switzerland and the US, but sufficiently above EU countries to
support the notion that North American ingtitutions generated higher average living standards than those in
other advanced countries. But the 1990s were a period of economic trouble for Canada. In 1997,
following a decade of economic decline/stagnation Canada had fdlen in the league tables to 7th position --
the largest fdl this Sde of the Swedish Third Way. The main reason for thisfal was a drop in employment
per capita -- precisely the outcome on which the US did so well. One interpretation of the disparate
performances of the US and Canadais that Canada has just not gone far enough toward the US modd, but
this explanation has trouble accounting for Canada s strong performance until the 1990s.  An dternative
interpretation is that the ingtitutions-outcome landscape does not fit the single peak paradigm. Reather the
landscape is more jagged, subject to shocks having little to do with ingtitutions, so that countries with smilar
indtitutions can do quite differently in any given time period.

The fourth criterion for asingle peak landscape is that economies making radical changes toward the
peak economy should improve their outcomes. In the European Union, the UK is generdly viewed asthe
economy most smilar to the US, and the reforms enacted by the Thatcher, Mgor, and Blair governments
have brought the UK even closer to the American modd. Has thisimproved the position of the UK in the
league per capitaincometables? No. In 1980 the UK was 16th in the league tables; in 1997 it was 18th.1°
Outside Europe, the economy which has undertaken the most radical reformsis New Zedand. New

Zedland deregulated much of its labor market, freed its centrd bank from political control, and introduced a
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variety of free trade measures. It “out-Thatchered MrsT”. With what result? 1n 1996 New Zedland
ranked last in per capitaincome with an income per capita some 20% below that of its natura pair,
Audrdia In 1980 New Zedand was dso last among the countries, with an income per capita 11 percent
below that of Austrdia

It is possble that extenuating circumstances explain the failure of radica reform to produce the
expected outcomes. Perhaps the UK would have fadlen in the per capita output tables without the reforms.
It was fdling in per capitaincome compared to France and Germany from the 1950s through the 1970s.
New Zedand may have had such serious problems prior to its reforms that absent such it would have fdlen
more than 20% below Audtrdia. Perhaps, but once more a smpler explanation isthat the single pesk
landscape vision of capitdism iswrong.

In short, the safest reading of the past severd decadesisthat thereis no single peak set of capitdist
ingtitutions, and that performances vary for many reasons rather than that the lead economy in any period
has found the ided indtitutiond arrangements.

V. Conclusion

To return to the three questions that motivated this paper.

Do idiosyncratic labour market institutions or policies affect economic outcomesin
important ways?

My answer isyes, tha the ingtitutions associated with collective bargaining and other forms of
ingtitutiona wage-setting substantialy reduce the digoerdgon of earnings. They are not the mere crowing of
Cantillon’s cock, who imagines he raises the sun every morning with his cock-a-doodle-doo. But
ingtitutions have much weaker and uncertain effects on efficiency outcomes. At the company leve profit-

sharing, employee ownership, and other forms of devolving decison-making have modest effects on
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productivity. At the country level, many inditutiond interventions have barely discernible impacts on the
alocation of resources. That economists can barely detect any impact of minimum wages on employment or
of employment protection legidation on unemployment or of collective bargaining on any outcome besides
the digtribution of earnings suggests that the null hypothesis should be that indtitutions have “ negligible effects’
on naiond efficiency, a least within the experience of the advanced countries.

Why might indtitutions have a greater effect on distribution than on efficiency?

One possible explanation isthat the relevant eadticities of response are small, a least within the time
periods consdered, with much of distributiona differences among countries attributable to different
adlocations of economic rent. Thereis nothing in the logic of market economics that tells us that any
particular response parameter islikely to be large or smdl, or that rents which do not motivate behaviour
are common or uncommon. Inaworld of smdl dadticities/large rents, you can dter distributions without
greatly affecting the supply of resources.

The Coase theorem offers a somewhat different explanation. It isn't that eladticities of response are
intringcaly smal, but that given any digtribution or redistribution of property rights/initia incomes, the parties
will make Sde-payments or other bargains to attain the maximum outcome possible. Two societies with
very different ingtitutiona arrangements will, barring large transactions cogt, be able to reach the same
efficent outcome. Thisline of thinking suggests further thet only efficient indtitutiond interventions or
redigributions will survive in market economies. The unions and governments who intervene to reduce
inequdities will take into account the potentid oss of output from such interventions and choose those that
cause the least harm to efficiency.  If you set minimum wages, you set them relatively modestly so thet they
do not reduce employment noticegbly. If you err and push for interventions that will harm efficiency, the

potentid losers from the intervention will oppose your initiative. The more inefficient the intervention, the
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greater the number of losers or the amount of potentia loss, and thus the grester will be the opposition. The
full Coase theorem result may not apply, but the most prevdent indtitutiond interventions are likely to be
those that most efficiently redistribute incomes.

Can ingtitutional differences persist in the modern global economy or does competitiveness
requirethat labour ingtitutions conver geto a sngle dominant form?

My answer isthat ingtitutiond differences can persst. They can persst rather than convergeto a
sngleinditutiona form for three reasons:. firgt, because changing ingtitutions can be expensive, o that
maintaining less than ided arrangements may be better than investing in reform; second, because societies
with differing vaues will value multi-dimensiond outcomes differently and thus choose different
arrangements, and third, because different indtitutions can attain smilar outcomes through different Coase-
type bargaining arrangements to reech efficiency.

Hasthe current leading candidate for peak economy, the US, found theright institutions
for the 21st Century?

My answer is no. It issafer to think of the US as one of many wedl-performing economiesin a
multi-pesaked landscape than as the only economy that redlly knows what it's about. On the basis of current
information, the US passes just one of the five criterion for being the peak economy; this being its admirable
employment record. A few more years of full employment in the US, accompanied by reductionsin
poverty, would lead me to happily revise this judgment. The problem with assessng ingtitution-outcome
landscapes is that even a correct reading of the current Situation may fail to provide much guidance about the

future. But here analysts of inditutions are no more blind seers than any other economists.
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EXHIBIT 1: Economic Institutions - Outcome Landscapes
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EXHIBIT 2: Evidence from Single-Peak Landscape

Characteristics of N*

1 N* dominates on several outcomes; has higher well-being in much of distribution
2 N* dominates over extended period

Landscape Near N*

3 Near neighbors are also high so that movements toward N raise well-being
Landscape Away from N*

4 Big Jumps Cost Little so that radical reforms raise well-being

5 Institutions Converge (or Outcomes Diverge)
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EXHIBIT 3: The Effect of Institutional Wage-Setting on Distribution

Cross Sectional Studies

Comparisons of Individuals Within Country: Unions/Collective Bargaining (CB) reduces
dispersion of Wages; Increases diffusion of pensions, health care coverage to lower paid

(Freeman, 1980, 1992; Card, 1992; DiNardo, Fortin & Lemieux 1995; Metcalf 1993)
Comparisons of Individuals Within Firms: Lower dispersion of pay; white collar/ blue collar
differences in pay in organized firms; no reduction in pay differentials ESOPs, but reduction in
wealth inequality

(Freeman, 1982; DiNardo, Hallock, and Pischke, 1997; Kardas, et al, 1998)

Comparisons of Countries: Countries with extensive collective bargaining; particularly centralized
bargaining have lower dispersion; smaller industrial differentials in pay

(OECD, 1997, chapter 3; Freeman, 1996; Blau and Kahn, 1996)

Longitudinal
Comparisons of Persons Changing Jobs:Unions/CB reduce dispersion of pay

(Freeman, 1984; Card, 1992)

Comparisons of Countries Changing Policies: Countries that shift from centralized to decentralized
wage-setting have dispersion rise, and conversely for those that shift from decentralized to centralized
bargaining

(Bell and Pitt, 1995; Hibbs,D. and Locking, 1991; Davis and Hendrickson, 1999; Manacorda, 1999;
Edin and Holmlund, 1995; Erickson and Ichino, 1995

SOURCE: See Bibliography; some of these articles review additional studies and provide more
references




EXHIBIT 4: Institutions Determine Distributions (Earnings of Males 1989-91)

90th Decile / 10th Decile ] 10th Decile / Median
5.53

5.05 0.9
08 077

0.7
0.6+
0.5+

0.4

2.02

us US Swedes Swedes us US Swedes Swedes

SOURCE: Anders Bjorklund and Richard Freeman. (1997).
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EXHIBIT 5: The Effect of Institutions on Efficiency
(Nature of Evidence; Findings; Selected References)

Firm-Based Comparisons

Cross Section Contrasts of Firms: Profit-sharing raises productivity by 3-4%; Employee ownership has
more modest impacts, largely in small firms

(Weitzman and Kruse, 1990; Kruse 1993; Kruse and Blasi, 1997)

Unionized and Non-Unionized Firms and Industries: Unionized firms more productive but not by
enough to be cost-effective to firm; Unionized firms do less R& D/ have slower productivity growth

(Freeman and Medoff, 1984 ; Addison and Hirsch, 1989; Belman, 1992)

Firms with Employee Involvement/Modern Personnel Practices: Modest effects from individual
programs; need complementary practices to succeed

(Ichniowski, Shaw, Prennushi, 1997; Kruse and Blasi, 1998; Levine and Tyson, 1990; Mitchell, Lewin, and
Lawler, 1990)

Government Interventions
Minimum wages have at most modest dis-employment effects

(Card and Krueger, 1995; Bernstein, Mishel and Schmidt, 1999; OECD, Employment Outlook,
July 1998; Neumark and Wascher, 1995)

Country-Based Comparisons
Cross section Contrasts of Bargaining Regimes: 1970s evidence that centralized wage-setting gave better
outcomes; 1980s evidence that most and least centralized gave better outcomes; 1990s evidence that only
major effect of bargaining systems is on wage dispersion;

(Bruno and Sachs, 1985; Calmfors and Driffil, 1988; Freeman, 1988, Soskice, 1990; OECD, 1997)

Cross Section Contrasts of Employment Protection Laws: Laws have no effect on unemployment or
employment but raise duration of joblessness and shift unemployment to the young

(OECD, 1999; Blanchard 1998; Jackman, et al, 1996)

Changes in Country Policies: Weakening of employment protection laws has no effect on economic
outcomes Widening of wage dispersion at end of centralized bargaining leads to expansion of employment
in sectors with high wage inequality

(Abraham and Houseman, 1994; OECD, Employment Outlook, 1999; Davis and Henrekson, 1999)

SOURCE: See References; Some of these articles review additional studies and provide more references.
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EXHIBIT 6: The Increasing Diversity of Labour Institutions, 1980-1994

DENSITY COVERAGE
1980 1994 1980 1994
DECLINING DENSITY & COVERAGE
UK 50 34 70 47
us 22 16 26 18
JAPAN 31 24 28 21
NEW ZEALAND 56 30 67 31
AUSTRALIA 48 35 88 80
DECLINING DENSITY & STABLE/RISING COVERAGE
AUSTRIA 56 42 98 98
FRANCE 18 9 85 95
GERMANY 36 29 91 92
ITALY 31 24 85 82
NETHERLANDS 35 26 76 81
PORTUGAL 61 32 70 71

STABLE DENSITY/COVERAGE

BELGIUM 56 54 90 90
CANADA 36 38 37 36
DENMARK 76 76 69 69
NORWAY 57 58 75 74
SWITZERLAND 31 27 53 50

RISING DENSITY & STABLE/RISING COVERAGE

FINLAND 70 81 95 95

SPAIN 9 19 76 78

SWEDEN 80 91 86 89
COEF OF VARIATION 42%  56% 29% 37%
#1/#19 8.9 10.1 3.5 54
#5 RELATIVE TO # 15 1.7 2.1 1.3 1.9

SOURCE: OECD Employment Outlook, July 1997, table 3.3




EXHIBIT 7: The Dispersal of GDP Per Capita in PPP Terms, 1970-1997

0.3

0.25
Coefficient of All

0.2 - Advanced OECD Countries

0.15 -
Coefficient of Variation: ¢ ot
- All except Greece, Portugal, Ireland
0.1

1970 1975 1980 1985 1990 1995 1997

SOURCE: Tabulated from U.S. Statistical Abstract 1999, Table 1363; U.S. Statistical Abstract 1993,
Table 1392, for 1980.
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EXHIBIT 8: U.S. Economic Performance: Peak Landscape or Pretender?

PANEL A: 1990s ECONOMIC PERFORMANCE

1998 Quantities Growth Rates,1989-96

E-P  Une Hours . GDP/P Comp. Prod
US 73.5 45 1957 09% 0.1% 0.8%
UK 712 63 1737 0.1 0.5 1.8
Canada 69.0 83 1777 -0.1 0.5 1.0
Australia 67.2 8.0 1861 -- 0.6 1.3
NZ 69.5 75 1825 -- -0.8 1.3
Eire 59.8 1.8 -- - 1.4 39
Japan 69.5 4.1 1879 1.9 0.7 2.2
Germany 64.1 94 1562 1.2 -0.1 1.1
France 594 11.7 1634 0.5 1.1 2.2
Italy 50.8 12.2 1682 1.2 0.7 2.1
Belgium 57.3 88 - 0.5 1.7 2.0
Neth 69.8 40 1365 2.1 0.4 1.6
Austria 67.2 4.7 -- 1.0 1.3 2.3
Sweden 71.5 8.2 1551 0.0 0.8 2.0
Finland 64.8 11.4 1761 -- -- --
Norway 78.2 3.3 1401 2.1 14 24
Denmark 75.3 5.1 -- 1.7 1.6 2.1

SOURCE: OECD, Employment Outlook, July 1999; table A for standardized unemployment rates; Table B
for employment-population rates; table F for hours worked, for total employment; Canada and France hours
data are for 1997; Japan refers to dependent employment; Italy is 1994 dependent employment; Netherlands
is 1997 dependent employment; Finland data are from labor force survey.

Mishel, Bernstein and Schmitt, The State of Working America, 1998-99, tables 8.4 and 8.5. Productivity
and real compensation refer to the business sector, from OECD.
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EXHIBIT 8: continued

PANEL B: Per Capita Income Relative to US Per Capita income,
by position in the distribution of income 1996

Per Capita  Lower Upper

Decile Decile
US 100 36 208
Switzerland 91 52 168
Norway 88 49 139
Japan 84 39 161
Denmark 81 44 126
Belgium 79 46 129
Canada 77 36 141
Austria 77 . 43 144
Germany 76 41 131
Netherlands 75 43 130
France 74 41 143
Australia 73 33 141
Italy 72 40 127
Sweden 69 39 110
Finland 68 39 107
UK 67 29 138
NZ 63 34 119

SOURCE: Income per capita, US Statistical Abstract, 1998, table 1355. Income Distribution estimates
based on percentile figures relative to median for household income Gottschalk and Smeeding (1997),
usually 1991-1992 figures.
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ENDNOTES

1.Some may prefer to categorize a case like this as fitting landscape A with distribution measured
in absolute rather than relative income terms. This would limit the trade-off to situations in
which total output rises but some specified groups -- presumably the poor -- lose in absolute
terms. .

2 .Empirical studies of macro-performance of economies often take a weighted average route:
computing statistics such as misery indices (unemployment plus inflation), though usually
without explicit counting of distributional outcomes.

3.These preference differences presumably result from past history through path dependent
changes in preferences or experiences about different outcomes and aversion to risk. I am not
assuming any innate differences in preferences here.

4. There is no quantitative documentation for why it scales some countries higher or lower in
particular areas, so that the scaling is a largely subjective one.

5. Note that the Swedes in the US are not immigrants, which rules out any differences in the
dispersion of earnings due to the selectivity of immigrants, though some of the parents of the
American born Swedes might be immigrants.

6.Going beyond collective bargaining, some companies in the US have employee stock
ownership programs (ESOP), which place company shares into retirement funds for workers, for
which the firm receives certain tax advantages. These programs reduce the dispersion of pension
wealth among workers but do not change the dispersion of pay among workers, indicating that
ESOPs (and by extension other specific programs) have localized effects in the area on which
they focus, rather than being an indicator of how the firm treats labour in general (Kardas, et al).

7.The effects of the legislation on the dynamics and composition of employment may have
consequences for efficiency, creating a worse matching of employees with firms and
concentrating joblessness on the young whose greater mobility may reduce the pain of
unemployment. Whether these net out to be a positive or negative impact on efficiency is not
clear.

8. I'have exclude Luxembourg and Iceland from the calculations as well, as being too small.
9.April 10, p. 20

10. But perhaps the UK was not radical enough. Mrs. Thatcher’s reforms never touched the
National Health Service, barely dented the ratio of tax revenues to GDP, and left macro-
economic monetary policy in the hands of the government rather than the Bank of England.




