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ABSTRACT

The Insider-Outsider Theory: A Survey”

This article is an idiosyncratic survey of the insider-outsider theory, describing the vision
underlying the theory, and evaluating salient contributions to the literature in the light of this
vision. We also indicate what appear to have been dead-ends and red herrings in past
research. The first section deals with the theory, concerning how labor turnover costs
influence insider wages and outsiders’ opportunities and how these costs affect employment
and unemployment. We also address the more complex, and open, question of how
employment and unemployment move through time, in response to labor market shocks. The
second section deals with the insider-outsider theory in relation to two important economic
institutions: unions and social norms. The third section confronts the relevant empirical
evidence. Finally, the last section concludes by clarifying some common misunderstandings
and identifying promising areas of future research.
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Introduction

The ingder-outsder theory is concerned with the conflict of interest between
ingdders and outsders in the labor market. “Insders’ are incumbent employees whose
positions are protected by labor turnover costs. “Outsiders’ enjoy no such protection;
they could be unemployed or working in the informa, competitive sectors of the labor
market. The theory examines how various types of labor turnover cods give indders
their market power, how they use this power to their own advantage (e.g., in pushing
up thelr wages), how the ingders activities affect the outsders and vice versa, and
what this indder-outsder interaction implies for employment, unemployment, and
other macroeconomic activities.

The ingder-outsider theory addresses some basic questions in labor economics
and macroeconomics. For ingance, what are the sources of unemployment? Why are
labor markets segmented into “good jobs’ (with relaively high wages and high job
security) and “bad jobs’? What gives unions their clout? Why do wages depend not
only on labor market conditions, but also on conditions ingde the firms paying these
wages? Why are inflation and rea wages more closdy relaed to short-term than to
long-term  unemployment? Why are the wages of workers in different occupationd,
educational, and seniority groups higher in some firms and sectors than in others?

The theory has dso often been applied to the recent employment and
unemployment experiences in developed countries, not only by academic economists,
but aso by nationa and international organizations® In particular, the theory has been
used to address questions like these: Why has unemployment climbed in Europe over
the past 25 years, while no trend seems to exis for the US in this period? Why have
red wages risen shaply in Europe dnce the mid-1970s, despite high and risng
unemployment? Why ae employment and unemployment more perssent and less
variable in most European countries than in the US? Why are productivity movements
more pro-cydica in most European countries than the in the US?

The dating point of the indder-outsder theory is the observation that labor

turnover costs — codts associated with dismissd of incumbent employees and with

! Recent examples of the latter are the OECD (e.g. Elmeskov, et a. (1999)) and the IMF (e.g. World
Economic Outlook, May 1999).
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hiring and traning of new recruits — are prevdent in most market economies. The
labor turnover costs, as discussed below, can take on a wide variety of forms,
including cogts aigng from ingdes atempts to ress wage competition from
outsders by refusng to cooperate with them or harassing them. The theory then
proceeds to show that these costs are borne, a least in part, by the employers and thus
these costs give incumbent workers market power in the labor market.? Schematicaly
gpeaking, these labor turnover costs (LTCs) divide workers into three groups. (i)
insiders, whose postions are protected by these LTCs, (ii) outsiders, who have no
imminent prospect of such protection (eg., the unemployed, workers in the informa
sectors, and inactive individuas), and (iii) entrants, who hold jobs that may lead to
insder status.

When an outsder is hired, he becomes an entrant. Once an entrant has
remained with the firm for a goan of time (the “initiation period”’) sufficiently long to
become associated with the same labor turnover codts as the indders, the entrant has
an opportunity to renegotiate the wage. In effect, the entrant thereby turns into an
indder. Periodic renegotiation of wages arises patly for legd reasons (employment
law usudly dlows for renegotiation of contracts, usudly by mutud consent and
sometimes a the initigtive of just one party®). Another resson is thet it is usualy
impossible in practice to write contracts contingent on dl the possble future events
that may be relevant to the employment relationship.

In practice, the difference between insgders and outsders is a matter of degree
rather than of kind. As peopl€'s duration of employment rises, the labor turnover costs
asociated with ther podtions often rise as wdl. Consequently, the grester their
seniority, the more protected their positions become. Similarly, as people's duration
of unemployment rises, ther connections with their previous colleagues and
employers often fade and the more difficult it becomes for them to compete for the
avalable jobs. Thus there are many degrees of being an indder and outsder. In
economic model building, a digtinction between homogeneous groups of “indders’
and “outdgders’ is made only for expostiond and andytica smplicity.

The digtinction between insders and outsders can be made dong a variety of
divides employed versus unemployed workers, people with “good jobs’ versus “bad

2 For an early development of this point, see Lindbeck and Snower (1984, 1986).
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jobs’ (viz, formd versus informa sector jobs), employees with high versus low
seniority, unionized versus nonunionized workers, employees who have dgnificart
firm-specific skills and those who do not, workers on permanent contacts and those on
temporary (fixed-term) ones, those who have a voice in the wage bargaining process
and those who do not, the short-term unemployed versus the long-term unemployed,
those entitled to state benefits and those who are not, and so on.

These digtinctions aso trandate into socid differences. In many developed
countries nowadays growing attention is devoted to the phenomenon of “socid
exduson” Some individuds, families and other socia groups are excluded from the
mandream networks of socid rdaions within a society. They ae typicdly
unemployed or working a temporary, low-grade, or dead-end jobs, and finance much
of ther consumption out of trander payments. Some become long-term dlients of
various socid assstance programs, others live on their parents incomes, the black
market, or even crimind activities. They often live in the underclass neighborhoods of
large cities, with mesger socid services, poor schooling, and scant police protection.
These are the red “outsders’ in society, and their outsder postion in the labor
market is an important source of their socid exclusion.

The LTCs, underlying these dichotomies, may be divided into two categories.
“production-related” costs, which must be expended in order to make outsders
productive within a firm, and “rent-related” costs, which are the outcome of indgders
rent-seeking activities. Whereas the productionrelated costs may be consdered part
of the production process, the rent-related costs result from wasteful redistributive
battles between indders and outsders (analogous to the redidributive battles in the
public choice literature).* The laiter costs are aimed a meking the insders positions
more secure and rasng ther wages often by discouraging firms from hiring
outsders.

The LTCs are a type of transactions cog, in the sense of Coase (1937) and
Williamson (1975). They give ingders some clout over their employers. The ingders
are able to influence the terms of their employment conditions in their own favor —

possibly a the expense not only of outdders but dso the employers — without

3 See, for example, Malcomson (1997) for details.
* For example, Tullock (1967). Hillman and Ursprung (1999) distinguishes between insiders and
outsiders on the basis of political power.
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inducing their employers to replace them with new entrants. In paticular, the indders
can drive their wages above the minimum levels necessry to retain and motivate
them a ther current jobs (in contrast to the efficiency wage theory, where firms set
wages a these minimum levels). They can dso push for seniority rules, whereby
firing takes place on a “lagt in, firgt out” bass. And they can drive the entrants wages
above the minimum levels necessary to atract them. The ingders are able to do dl
this snce the turnover cods discourage their employers from dismissng them. In
short, labor turnover codts give the ingders market power, which they use to their own
advantage. Identifying labor turnover costs as the source of ingder power has an
important payoff, generating a wide range of empirica testable hypotheses and policy
implications, as shown below.

Wages and other terms of employment are the outcome — impliatly or
explicdtly — of a barganing process between indders and ther employers. The
outsders are usudly disenfranchised from this process. The outdders are then smply
not party to the negotiations that set the insders conditions of employment and,
often, not even party to the process that determines the entrants conditions. In this
way, outsders wind up with less favorable labor market opportunities than the
indders. But dthough the outsders circumstances don't influence these negotiations
directly, they may nevethdess do so indirectly, say, through ther influence on the
employers search costs or on the indders outsde options (eg., the insders re-
employment probabilitiesif they arefired).

As discussed below, a profound consequence of the outsders less favorable
conditions of employment is that the outdders may be involuntarily unemployed or
involuntarily confined to “bad jobs’ (jobs with rdativey low wages and/or low
expected tenure). Specificdly, some outsders may be unable to work their way into
indders jobs even though they are willing to work for less than the insder wages,
normdized for productivity differences and other production-related turnover costs. In
this sense, outsders face discrimination in the labor market: vis-a-vis the indders,
they do not recelve equa reward for equa productivity. This discrimingion, arising
through the indders exploitation of the rent-related turnover cods, exists because
outsders have less favorable choice sets than ingders, ether a any given point in
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time, or over ther lifeimes In dather case, the outsders unemployment, or
secondary-sector employment, is“involuntary” and wasteful .

The ingder-outsder theory is of course not the only theory concerned with
these phenomena. Broadly spesking, if we classfy theories in terms of the
fundamenta incentives faced by participants in the labor market, there are three main
ways of explaning why some workers face less favorable employment conditions
than others do. These correspond to the three generad reasons why firms may be
unwilling to replace their ingders by outsders, even though the outsders are willing
to work for less than the ingders, after dlowing for the productionrelated turnover
cogls.

() Politicdans, cvil servants and lobby groups have incentives to regulate wages
above their market-clearing levels — through minimum wage laws or legidaed
coverage of union wage agreements over non-unionized workers — making it
illegd for firms to accept the outsders underbidding.

(i) Frms may not accept the outsders underbidding, since a fdl in the wage may
reduce the average productivity of their workforces. Alternatively, a fdl in the
wage may rase the quit rae and thereby raise the firm's total cost of labor
turnover. Thisis the approach of the efficiency wage theory.®

(i) And findly, according to the indder-outsder theory, it may not be in the
ingders interests to dlow the outsders to underbid, and the insders — acting
individuglly or collusvdy (eg. in unions) — may be able to impose ther
interests on their employers, since the indders pogtions are protected by
LTCs.” The labor union and wage bargaining literature dso fdls into this area,

snce the indder-outsder theory provides a rationde for unions and identifies

° By the same token, when the long-term unemployed are unable to compete on an equal basis with the
short-term unemployed, since the latter have better connections with employers and employees, the
long-term unemployed are involuntarily marginalized.

® While in some versions of the efficiency wage theory firms use wages as an incentive device to tackle
problems of adverse selection (e.g. Weiss (1980)) or mora hazard (e.g. Shapiro and Stiglitz (1984)),
other versions address considerations of fairness (e.g. Akerlof (1982)).

" Note that both the insider-outsider theory and some variants of the efficiency wage theory are
concerned with labor turnover costs, but in the latter firms offer higher wages in order to minimize
workforce turnover (and hence production-related LTCs), whereas in the former insiders push for
higher wages because their jobs are protected by production- and rent-related LTCs.
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the sources of wage bargaining power. (But, as explained beow, the purview
of the indder-outsder theory extends far beyond union activities.)

These three approaches to discrimination in the labor market — government regulation
of wages, efficiency wages, and insider-outsider conflict — are often interrelated ®

This atide is an idiosyncratic survey of the ingder-outsder theory. It is
idiosyncratic in thet its overriding am is not to provide a comprehensve summary of
the relevant literature (which has been attempted by others’), but rather to describe the
vison underlying the theory, and to evauate sdient contributions to the literature in
the light of this vison. We will dso indicate what appear to have been dead-ends and
red herrings in past research. The rest of this article is divided into four sections. The
firdg deds with the theory, concerning how labor turnover costs influence insder
wages and outsders opportunities and how these cods affect employment and
unemployment. We adso address the more complex, and open, question of how
employment and unemployment move through time, in response to labor market
shocks. The second section deds with the indder-outsder theory in relation to two
important economic inditutions: unions and socia norms. The third section confronts
the rdevant empiricd evidence. Findly, the last section concludes by darifying some
common misunderstandings and identifying promising areas of future research.

The Theory

Labor Turnover Costs and Insider Wage Formation

The reason why labor turnover costs are the source of insders market power
is that these cogts fdl dgnificantly on firms and tha the firms are generdly unable to
pass these cods on fully to their ingders. One explanation for this is that firms do not
incur these codts until they replace ther indders with newly recruited entrants.
Furthermore, whereas firms could, in principle, shift LTCs to ther indders through
indder “exit fees’ — lump sum payments by indders to ther employers upon
voluntary quitting or firing “without caus?’ — such fees are usudly illegd and
incentive incompaiible. Incentive incompdibility arises because it is often difficult to

8 See, for example, Lindbeck and Snower (1991) and Sanfey (1993).
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asxss whether a separation is generated by firing “with cause” firing “without
cause” or voluntary quitting, and consequently exit fees would encourage firms to
replace their ingders by entrants in order to obtain such fees.

Both production-related and rent-redated LTCs are common in most labor
markets. Hiring costs (such as firms search and screening costs) are often production:
related; firing codts (such as litigation againg dismissAl) are often rent-related. The
LTCs — paticulaly the rent-related ones — come in many guises. For ingance, the
firing cogs may take the form of severance pay, seniority rules, requirements that
firms give indders advance notice of dismissa,*® and other forms of lega protection
agang firing. Many of these cods are manipulable by indders, enabling them to
influence ther own market power. For ingdance, indders may use ther politica
influence to raise such cogts. 1! In addition, insiders may be able to protect their jobs
and keep their wages from being underbid by cooperating with one ancther in the
production process (thereby raisng esch others productivity), but refusng to
cooperate with outsders offering to work for less. The resulting ingder-entrant
productivity differentid is a labor turnover cost that is dso manipulable by the
ingders. For the same reason, ingders may be on friendly terms with one another but
“harass’ underbidding new recruits, thereby generating an indder-entrant reservation
wage differentid that trandates into a labor turnover cost.}? Labor turnover costs
associated with cooperation and harassment activities are likdy to be paticularly
ggnificant whenever work is performed in teams.

The literature on imperfect information suggests some other types of labor
turnover costs as wdl: (@) When indgders are promoted on the basis of past effort, a
rise in the probability of being fired reduces the expected future reward for current
effort and may induce workers to reduce that effort. The result is an effort-related
labor turnover cost.* (b) Suppose that a firm's stockholders and creditors have
imperfect information about the firm's credit-worthiness, and the firm knows that its
firing decidons are used as a Sgnd of its risk of illiquidity. The result is another risk-

° For example, Ball (1990), Sanfey (1995).

10 Shaked and Sutton (1984) were the first to explore how wage bargaining is influenced by the time
span over which afirm iscommitted to bargain with itsinsiders.

M See, for example, Lindbeck and Snower (1988d, ch. 11) and Saint-Paul (1996).

12 see Lindbeck and Snower (19884).

13 See Lindbeck and Snower (1988b).
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related turnover cost that protects the insiders positions.** (c) Beyond that, in regions
with tight labor markets, firms cost of atracting new recruits from other geographic
regions is another type of LTC. In paticular, the resulting mobility costs — such as
those of buying and sdling houses — may be borne in pat by firms in the form of
higher entrant wages (Oswald (1999)).

For these various reasons, it is erroneous — though common — to suppose that
labor turnover costs are important only in labor markets characterized by stringent job
security legidation and high union densty, such as those in many European countries.
Surveying the many forms that labor turnover cods can take, it becomes clear that
these costs may be widespread and dgnificant even in the absence of severance pay,
unions, and other forms of legidated job protection.’® By implication, it is reasonable
to believe that the indder-outsder theory is also applicable to the U.S.

To see why labor turnover costs are the ultimate source of insders market
power, it is useful to recognize that a firm generdly has two dternative partners in
wage negotiations: the indders and the outsders. Labor turnover costs determine the
degree of subdtitutability between these two dternative negotiations. The srdler are
the firm's labor turnover cods (ceteris paribus), the more profiteble it is for the firm
to sop bargaining with its indders and dat bargaining with the outsders instead.
Thus the more the indder wage will depend on the wage the firm could have
negotiated with the outsders. When turnover costs are zero, the two sets of
negotiations are pefect subgitutes and the insder wage is driven down to the
reservation wage of the margind worker. When these costs are prohibitively high, the
firm and its indders have bilaterd monopoly power. In between these two extremes,
labor turnover codts affect not just the outsde options and fdlback postions of the
bargaining patners, but the nature of the bargaining process itsdf. This bargaining
problem, andyzed formdly in Manzini and Snower (1998), shows tha insders
market power may be regarded as rising with labor turnover cods.

In effect, the LTCs may be interpreted as entry barriers, making it difficult for
workers to enter the labor market. Just as product markets become perfectly

14 We are indebted to Joe Stiglitz for bringing point (b) to our attention. Just as firing decisions are a
negative signal (indicating that the firm may be in trouble), so hiring decisions may be a positive
signal. This phenomenon discourages firing and stimulates hiring, in contrast to the other turnover costs
that discourage both firing and hiring.

15 For asummary of some empirical evidence, see Malcomson (1998, Table 1).
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contestable when there are no barriers to the entry and exit of firms!® so labor
markets are perfectly contestable when there are no LTCs. In that event, the threat of
entry will keep the wage a the compstitive levd; i.e., the wage will be equd to the
ressrvation wage of the margind entrant. The reason is that if the ingders were to
make wage clams above the competitive leve, entrants could come into the labor
market and underbid them and exit if the ingders retdiate. In the presence of labor
turnover cods, however, the labor market is imperfectly contestable and thus insders
have the market power to earn more than the competitive wages, just as firms in
imperfectly competitive product markets can charge more than the competitive prices.

Yet even within a one-period Nash bargaining context, it is easy to see how
labor turnover cods generate indders market power. The following smple example
makes this point trangparently. Condder a firm bargaining individudidicaly with
eech of its employees. There are condant returns to labor, with each insder
generating output o’ (a positive constant) per period of anaysis and earning a wage w'.
Under bargaining agreement, the firm's profit is «’ — w' and the insder’s gain is w'.
Under disagreement, the indder engages in an obdtructive activity (eg., strike, picket,
work-to-rule, and sabotege), codly to the firm. Let the firm's cost of firing the insder
be 1 (a postive congtant), and the firm’s profit from hiring an entrant be @ — w® — h),
where of is the output per entrant, w” is the entrant wage, and # is the hiring cost.
Assuming, for samplicity, that the indder’'s obdructive activity is codless to the
indder, it follows that this activity will be high enough to reduce the firm's fdl-back
profit to the profit from replacing the ingder by an entrant: p° = (@® — w* — h) — 1. Let
the indder's fdl-back payoff be w® = wf. In this smple sdting, the tota labor
turnover cost (per worker) is ¢ = (@ — a) + (b + f), ie, the insder-entrant
productivity differentid plus the hiring and firing cods. Under these circumstances, it
is easy to show that the negotiated insider wageis'’

wh=m + wf @)

16 See Baumol, Panzar and Willig (1982).

17 Under disagreement, the firm's fall-back profit is p° and the insider's fall-back payoff is w’. In this
simple model, there are constant returns to labor and the insider wage is renegotiated in each period.
Thus the insider’s current wage does not affect his future wage or employment chances. Thus the
negotiated insider wage is the solution of the following one-period Nash bargaining problem:
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where mis the bargaining strength of the insider rdative to the firm.'® Observe that in
the absence of labor turnover costs (¢=0) , the indder wage would be equa to the
entrant wage v/ = w”). In the presence of LTCs, as equation (1) indicates, these costs
drive a wedge between the ingder and entrant wages. The greater are the LTCs, the
greater will be the wage differentid.

It is worth noting that the indder wage depends on factors both “insde’ and
“outsde’ the firm. The turnover cost ¢ depends on “ingde’ factors, such as the
productivity of indders and entrants (¢ and of), whereas the entrant wage w*
generdly depends “outsde’ factors, namey, the outsde options of entrants (which
depend on the unemployment rate, unemployment benefits, the wages offered by
other firms, and so on). The greater the hiring and firing costs ¢ and f), the more the
indder wage will depend on the “insde factors’ reletive to the “outside factors.”

Accordingly, when we dlow for gradations of indders, associated with LTCs
risng with their job tenure, we obtan wage scdes The human capitd theory'®
predicts that the dope of intertempora wage scaes depends on how workers
productivities change with their length of job tenure, and the efficiency wage theory?°
predicts that this dope is s&t by the firm so as to motivate their employees. By
contrast, the ingder-outsder theory predicts that this dope is determined by the way
labor turnover costs depend on job tenure. Since labor turnover costs (as a function of
job tenure) are generdly not perfectly corrdated with productivity and incentive
effects (agan as a function of tenure), this prediction of the insder-outsider theory is
empiricaly didinguishable from the predictions of the human cepitd and efficiency
wage theories.

In this context, the indder-outsder theory is dso able to account for the
observation that some firms pay their workers — regardless of the occupations, ages,
and tenure groups from which they are drawn — higher wages than other firms do.
The explanation is that these various groups of workers cooperate in the production

process and thus, to some extent, their wages reflect their pooled Bbor turnover costs.

argrlnax(w’ O p”)l'm: ma' - p°)+(L- mw’. Letting p° = @* —w* —h)—f

and w® = w”, we obtain equation (1).

18 When m= 1, the insider captures all the available economic rent; and when m= 0, the firm does so.
19 For example, Becker (1962).

20 For example, Lazear (1981).
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For indance, indudries that pay compadivey high wages to ther white-collar
workers (on account of these workers high turnover costs) may pay comparatively
high wages dso to ther blue-collar workers (even if these workers are rot associated
with high turnover codts). One reason is that the white- and blue-collar workers may
be complementary in the production process, and thus the latter group may gain
market power from the former. Another reason is that, in the presence of industrid
bargaining, the two groups may explicitly pool ther market power, based on ther
joint labor turnover cogs.

Numerous dudies have adso found tha indudries that pay comparatively high
wages tend to have rdaively high profits high concentration ratios in product
markets, high capita-labor ratios and high union density.?’ The insder-outsider
theory explains these stylized facts by indicating, as noted, that ingders wages are the
outcome of a process whereby indders and their employers share the avalable
economic rent. Thus ingder wages will be higher, the more their employers stand to
lose from a breskdown in wage negotiations. Lindbeck and Snower (1990a) show
that, under a broad range of conditions, firms stand to lose more, the greater @ the
profit opportunities available under agreement, (b) the capita-labor ratio, and (c) the
concentration retio. Moreover, the greater is union dendty in an industry, the more
leverage unions are abdle to give indders in ther threats of obgtructive activity under
bargaining disagreement, and thus the greater is the bargaining surplus and the higher
the resulting ingder wages.

The Influence of Insider Power on the Outsiders’ Opportunities

When ingders use thar maket power to improve ther labor market
opportunities, what happens to the opportunities of the outsders and how do entrant
wages respond?

If the entrants had no market power and there were no lower bounds to their
pay, the margina entrants would aways receve their reservation wage r», which
maekes them indifferent between working and Staying jobless over ther remaning
lifetime. Then a rise in the indder wage would be baanced by an equd fdl in the
entrant wage (in present vadue terms). In a two-period framework — with a discount

21 5ee, for example, Dickens and K atz (1986).
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factor d and the present vadue of utility from leisure (over the two periods) v — the
relation between the insder wage w’ and the entrant wage w” = r thenis®®> w! = v - dr.
Under these circumstances, the indders exercise of market power on their wages
would have no influence on the present vaue of labor costs for new recruits (r +
(1/d)w"), and thus the firms employment decisions would be unaffected

Since indders wages are usudly wdl above the amount necessary to keep
them from dropping out of the labor force and since these wages are paid over much
of their working lifetimes, the entrants reservation wage is usudly very low — in the
main, substantialy negative. In practice, however, we do not observe entrants paying
large sums of money to purchase jobs from their employers. There are various reasons
why thisis 0.

Fird, entrants may be unable to pay a large, negative reservation wage on
account of credit congraints. Second, such a reservation wage may be infeasible on
account of minimum wage laws, socid norms, or union pressure on firms. Third,
entrants may have some market power, snce firms often expend cods in hiring them
(e.g., advertisng, screening, and onrthe-job training costs). Indeed, if hiring codts are
incurred  before the firm negotiates the wage with the entrant (eg., advertisng,
interviewing costs) then, by the time the wage negotiations occur, these cods ae a
bygone that will not affect the wage in standard bargaining theory.?*

Fourth, firms may offer entrants more than their leservation wages to avoid the
following incentive incompdtibility problem.>® When entrants anticipate that they will
become ingders — thus remaining “bonded” to the firm, expecting to receive the high
indder wages in the future — let their reservation wage be 5 (where “/” stands for the
reservation wage and B dands for “bonding’). If rp is sufficiently low, entrants are
more profitable than indders are, thereby giving firms an incentive to “churn” (i.e,
dismiss the entrants before they turn into indders). Under churning, however, the
entrants  reservation wage is higher, cdl it »¢ (where C gands for “churning”), where
rc¢ > rg. Under these circumgances, firms may find it profitable to offer an entrant

22 Combining this relation with equation (1), we find that the equilibrium insider wage is
1
w =——v+——nNnr.
1+d 1+d

2 This point has been made by Bertola (1990) and others.
24 We are grateful to James Malcomson for this point.
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wage wg, where re¢ > wg >rp, 0 as to lose the incentive to churn and thereby induce
entrants to accept awage benegth 7.

And findly and cruddly, indders may use ther market power to influence not
only their own wages, but those of the entrants as wel. In the union literature it is
often assumed thet ingders bargain over both sats of wages, but even when workers
ae not unionized they may neverthdess have an incentive to collude to influence
entrant wages. At fird dght, it may agppear that when the indders pogtions are
protected (by the LTCs and possbly dso by seniority rules), both the insders and
their employers have an incentive to set the entrant wages as low as possible (equa to
the entrants reservation wages), for then the resulting economic rent (to be shared
between the insiders and their employers) is maximized.?®

But in an intertempora context, this need not be s0.2” The lower entrant wages
are set (ceteris paribus), the grester the employment of entrants® If entrants turn into
indders in the future, the future insder workforce will expand. Thus if indders and
entrants are subgtitutes in the production process, the current insders will be worse
off in the future, ance ther future wages or future retention probabilities will fal. On
the other hand, if firms adopt a two-tier wage sysem — with the wages of the current
entrants remaining permanently lower than the wages of the current insders — then
firms in the future may have an incentive to dismiss ther high-wage senior employees
and retain ther low-wage junior employees. To avoid such adverse contingencies, the
current ingders may push entrant wages above the entrants reservation wage, thereby
redricting the firms employment of entrants.

Furthermore, when product markets are imperfectly competitive, insders may
adso have an incentive to set the entrant wages above the reservation wage, thereby
redricting employment. The reason is tha thereby the indders enable their firms to
redrict output and raise the product price. The resulting increase in monopoly surplus
can be split between the insiders and their firms®

5 See Manzini and Snower (1998).

26 See Frank and Malcomson (1994) and Gollier (1991).

27 See Begg (1988).

28 \We assume a “right to manage” model, in which wages are the outcome of negotiations between
firms and their insiders, while employment decisions are made unilaterally by the firms.

29 See Gollier (1991).
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Under these various circumstances, labor turnover codts raise the insder wages,
but entrant wages do not fdl by equivdent amounts (in present vaue terms). Thus
entrant wages are raised above the reservaion wage (at which entrants are indifferent
between work and leisure over their lifetimes). In this way the LTCs raise the present
vdue of firms wage costs of the margind worker, and lead firms to reduce
employment. outsders would prefer to find employment to remaning unemployed,
but snce firms have reduced their employment, the outsders are unable to find jobs.
The outsders choice sets are thus inferior to those of the indders (at any point in
time and over their lifetimes).

How Labor Turnover Costs Affect Employment and Unemployment

Labor turnover costs have two effects on employment, a direct effect and an
indirect effect operating via wages. The direct effect is Smple: Given wages, turnover
cods discourage firms from hiring when labor demend rises and from firing when
ldbor demand fdls. The medium-run implications are draghtforward. Employment
inertia increases, s0 that firms current employment depends more srongly on past
employment. Thus, in the aftermath of recessions — such as those of the mid-1970s,
early 1980s, and early 1990s — employment will tend to reman lower than it would
otherwise have been. Many continental European firms, facing reativdy high LTCs
have been particulaly vulnerable to this phenomenon. Obversdy, in the aftermath of
booms, employment will tend to remain rdaively high.

Other  medium-run implications concern  working hours and  capitd-labor
subgtitution. Since labor turnover costs are usudly associated with replacement of
employees rather than vaiation in their hours of work, the greater are these codts, the
greater will be the degree to which macroeconomic fluctuations lead to variaions in
working hours rether than variations in people employed. Furthermore, the greater are
these cods, the greater will be firms incentives to respond to cydica fluctuations
through capitd-labor subditution rather than through hiring and firing. Consequently,
the more pro-cydica will the swings in productivity be. These various medium-run
effects may extend over many years (often a decade or more into the future), and thus

deserve a least as much atention as the long-run effects, to which we now turn.
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Over the long run, the influence of labor turnover costs on employment is less
clear-cut. Let N be the long-run aggregate employment leve, given the capital stock
and the avallable technologies. Let t be a labor turnover cost (say, a hiring or firing
cost), and let w be the long-run wage. Then the influence of the labor turnover cost on
long-run employment may be expressed as

aN _IN IV Tw

d  ft w1t
where the firg right-hand term is the direct effect and the second is the indirect (wage-
mediated) effect.®® Since the LTC discourages both hiring (in booms) and firing (in
recessons), the direct effect of the LTC on long-run employment (IV/ 1t ) could be
postive or negative, a wdl-known result. Its Sgn depends on the dadticities of hiring
and firing with respect to the LTC 3!

The literature in this area indicates tha the direct effect on employment
depends on such factors as the discount rate, the stochastic process generating the

30 vetter and Andersen (1994) derive the result that the exercise of insider power raises employment
relative to the competitive outcome. To reach this conclusion, they not only assume that entrants
receive their reservation wages (so that the indirect effect is zero), but also that (a) the labor turnover
cost is production-related (atraining cost), (b) it is not manipulable by the insiders, and (c) insiders can
reduce their wages to avoid entrants’ underbidding while under competitive conditions these same
workers don’t do this. In short, the unrealistic result is based on the unrealistic underlying assumptions.

On a macroeconomic level, the long-run direct effect of labor turnover costs on employment can
be formulated quite simply as follows. Observe that the change in aggregate employment (DV,) is equal
to the number of people hired (U,.1, if people are hired solely from the unemployment pool, where
h is the hiring rate and U,.; is last period’s unemployment level) minus the number of people leaving
employment (SN,.;, where s is the separation rate and N, is last period’s employment level): DN, =
hU,.1 - sN.1. Unemployment (U;.,) is the difference between the labor force (Z,.;) and employment (V..
1), U1 = L.q - Ny If the labor force is constant (at L), the steady-state employment level is N =
(h/(h+s))L.

Now let e{“ and ef be the elasticities of the hiring and separation rates (respectively) with
respect to the LTC (e{“ ,etS <0). Furthermore, let eji be the elasticity of the wage with respect to the
LTC (€">0). Finaly, let e'jv and € be the elasticities of the hiring and separation rates

(respectively) with respect to the wage (e';, <0, efv >0). Assuming that the LTC has no effect on the
labor force, the total (direct plus indirect) effect of the LTC on employment can be shown to be
dN shL shL
rE (e ) e (el
dt t(h+s) t(h+s)

effect and the second is the indirect effect. Note that although the sign of the direct effect is ambiguous

- ej) where the first right-hand term is the direct

w

(since the sign of e'_}, - esf is ambiguous), the sign of the indirect effect is unambigously negative:

eM/'

v(el - €) <0, since €7>0, €, <0and €,>0. If the firing elasticity exceeds the hiring elasticity

w



INSIDERS VERSUS OUTSIDERS 16

demand shocks, the rate of productivity growth, and the quit rate. Bentolila and
Bertola (1990) show that when the labor market shocks take the form of Brownian
motion (i.e, permanent shocks), then firing costs dsimulate average employment. The
reeson is that they discourage firing more than hiring, because when a firm fires, it
incurs the firing costs immediately, but when it hires these cods lie in the uncertain
future3? Conversdy, hiring costs — not only screening and training costs, but aso
those associated with indders cooperation and harassment activities (discussed
above) — reduce average employment, because when a firm hires it incurs the hiring
cogsimmediately, but when it fires these cogts are uncertain and in the future.

Bentdlila and Sant-Paul (1994) indicate that this result may be overturned
when firms face idiosyncratic productivity shocks, since a rise in firing cods reduces
the number of firms engaged in firing. Bertola (1992) shows that the above reault is
overturned when the margina revenue product curve is sufficiently convex, so that
the margind revenue product in a boom is sufficiently low rddive to its vdue in a
dump. Chen, Snower, and Zoega (1999) show how that the expected employment
effect of firing costs depends on the combination of productivity growth and the
probability of recession or boom.

By contrast, the indirect effect of labor turnover costs on employment,
(TN /7 Iw)(Iw/ It ), is generdly not ambiguous and could well be large. As noted in
the previous section, an increase in labor turnover costs may generdly be expected to
rase the present vaue of firms wage cods. Thereby they reduce hiring and incresse
firing, thereby leading to afdl in employment.

Teking the direct and indirect effects together, it is worth noting that the
influence of LTCs on employment and unemployment depends on the nature of
macroeconomic fluctuations. Lindbeck and Snower (1988c, ch. 11) argue that when
business cycles are short and shalow (as in the 1950s and 1960s), labor turnover costs
encourage labor hoarding in recessons, and thus these costs may have only a smdl
(and possbly postive) effect on employment. But when the cycles are long and deep
(as in the aftermath of the two oil price shocks and the recesson of the early 1990s),

&

indirect) effect will be negative aswell.

in absolute value terms (|

>|e[‘|), then the direct effect is negative, and then the total (direct plus
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the labor turnover costs may not do much to discourage layoffs in recessons, but they
do discourage hiring in booms. Under these circumstances, LTCs may have a strong
adverse influence on employment.®

Ancther channd whereby labor turnover cods may reduce employment is
described by the hold-up problem3* LTCs tun employment into an investment
decison, generating economic rent and thereby driving a wedge between the highest
wage the employer is willing to pay and the lowest wage the employee is willing to
accept. The dze of this wedge depends on how many employees the firm has
“invested” in. Through wage bargaining, the indders may be able to capture some of
the return to this investment. As result of this hold-up problem, firms may have an
incentive to employ fewer people than they may otherwise have.

For amplicity, the discusson above has implicitly assumed that workers are
ether unemployed or employed in the “primary sector” of the labor market, where
incumbents dl have jobs that are protected by LTCs. In practice, of course, workers
generdly dso have the opportunity of working in the “secondary sector,” where labor
turnover costs are indgnificant and thus the incumbent employees market power is
negligible. Here the margind incumbent workers in the secondary sector receive
remuneration close to ther reservation wages. Thus the important divide in terms of
worker wdfare is not just between the employed and the unemployed, but aso
between the primary sector ingders (who receve ggnificantly more than ther
reservation wages) and everyone ese. In this “segmented” labor market setting, the
equilibrium levels of employment and unemployment depend not only on the LTCs
and wages in the primary sector, but aso on how the unprivileged workers outsde the
primary sector choose between unemployment and secondary sector employment. A
number of important influences affect this choice. The unprivileged workers are more
likely to choose to remain unemployed, (8) the greater are unemployment benefits and

asociated welfare entittements, (b) the greater the economic and socid gigma from

32 Bertola (1990) arrives at the same qualitative conclusion when the shocks are generated by a two-
state Markov chain.

33 Diaz and Snower (1999) show that the relative magnitude of the direct effect and the indirect wage
effect depends on the nature of the business cycle. The more prolonged are macroeconomic
fluctuations, the stronger will be the indirect effect relative to the direct effect, and thus the more
contractionary will be the influence of labor turnover costs on employment.

34 For an excellent survey of the implications of the hold-up problem for labor markets, see Malcomson
(1997).
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secondary-sector employment relative to that from unemployment® (c) the greater
the political power of unions, which often attempt to augment their market power by
supporting laws that redtrict the size of the secondary sector, (d) the greater the wedlth
of the unemployed (due to the income effect on labor supply), and (€) the more
gratified the society, so that workers who used to be in the primary sector develop a

sense of pride that makes it onerous for them to seek work in the secondary sector.>®
The Dynamics of Employment and Unemployment

In addition to providing an explanation for the datic equilibrium levels of
employment and unemployment a any point in time, the ingder-outsider theory may
dso be usd to andyze employment and unemployment dynamics. In some
contributions  to the ingder-outsder literature, these dynamics are caricatured as
centering on an dleged negative redaion between current wages and past
employment. Indeed, the insder-outsder theory has often been “tested” by examining
the dgnificance of this reationship. However, the dynamic implications of the
ingder-outsder theory are much more complex and open than this The dleged
relation above is only a specid case, which may hold in some cases by not in others.
Broadly spesking, the implications cover the behavior of the firms, the insders, and
the outsders. Let us congder each in turn.

Labor turnover costs have some gdraightforward implications for the dynamics
of firms’ behavior. As noted, when hiring and firing is codly, firms current
employment decisons depend podtivedy on ther past employment levels. Since
indders and entrants are associated with different turnover costs, the nature of the
firm's employment inertia depends on the ingder-entrant compodtion of the firm's
workforce. This compogtion is determined by the firm's “indgder membership rule”
describing how employees gain and lose ingder satus within the firm.

Letting m, be the firm's stock of insders, n, be its totd employment, and s be
the separation rate, then an example of an ingder membership rule is m, = (1-S)m.1 +
a(1-s)(n-1 — ms1). In words, the current stock of ingders (n;) is equa to the stock of
indders surviving from the previous period ((1-s)m..1) plus the number of entrants in

35 For instance McCormick (1990) provides an analysis of economic stigma.
3¢ For an analysis of the above mechanisms, see for example Lindbeck and Snower (1990d).
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the previous period who become indders in the current period (a(1-S)(n.1 — m-1),
where a is a constant between zero and one).®’

Since the firm's current employment (n;) depends on its stock of ingders (m;),
which in turn depends on its past employment (n.1, as wel as earlier employment
levels, determining m,.1), the firm's current employment decisons depend on past
employment. In this context, the degree of inertia depends on the following string of
relations. the relation between past employment and the current insder workforce,
between this workforce and the wage, and between the wage and current employment.

On account of this inertia, the employment effects of temporary labor market
shocks (eg., productivity shocks) last longer than the shocks themsdves the
“employment persstence’ phenomenon. Provided that the labor force response to the
shocks is wesker than the employment response, the postive relation between current
employment and past employment trandates into a postive relation between current
unemployment and past unemployment. Thus employment persstence trandates into
unemployment persstence, i.e, temporay shocks have persgent effects on
unemployment.

Fig. 1 provides a smple illusration of such persstence when it is symmetric,
i.e, temporary postive and negative shocks of equd magnitude take equaly long to
die down. In the figure, the unemployment dynamics (UD) curve relates current to
past unemployment. An adverse productivity shock shifts the curve upwards, from
UD; to UDs,. As reault, unemployment rises from U; to U in the short run. If the
shock is temporary, so that the unemployment dynamics curve shifts back to UD; in
the following period, it will take many periods before unemployment returns to its
origind equilibrium. The gregter the dope of unemployment dynamics curve, the
greater the degree of unemployment persistence.

In the speciad case where the dope of the curve is unity, unemployment
exhibits hydseress, as illudrated in Fig. 2. Here a temporay adverse productivity
shock leads to a pemanent rise in  unemployment. However, given that

371f ny.q - meq < 0, then insiders were fired in the previous period, and thus a(1-s)(n, — m;) must be
subtracted from the previous stock of insiders. This insider membership rule is analogous to a capital
accumulation equation in which the current capital stock is equal to the capital stock surviving from the
previous period plus the amount of investment. The analogy is worth taking seriously, for labor
turnover coststurn labor into a quasi-fixed factor of production, like capital (see Oi (1962)).
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unemployment persstence depends on a dring of dynamic labor market reations,
such as those above, it is clear that the specid case of hysteress can occur only by
accident in practice.

Whereas the consderations above are concerned with symmetric persstence,
there are good reasons to beieve that unemployment persstence is often asymmetric
across pogtive and negative shocks. For ingtance, indders who are fired tend to lose
thelr ingder gatus immediately (i.e, a = 1when n.1 - m,.1 < 0) but entrants generaly
do not gain ingder status correspondingly fast (i.e, a <1 when n.; - m.1 > 0). As
reult, a past rise in unemployment may have a more powerful effect on future
unemployment than does a past employment fdl of equa magnitude.

Fig. 3 gives a dmple exanple of this form of persgence. Here the
unemployment dynamics curve is kinked a the status quo point (Up in the figure),
indicating grester unemployment persisence in the upwad than the downward
direction. As shown, a temporary adverse shock shifts the curve upwards from UD to
UD', 0 tha unemployment initidly rises from Up to U’ ; whereas an equa and
opposite favorable shock shifts the curve downward from UD to UD", so that
unemployment initidly fals from Up to U”. Observe tha it takes longer for the
adverse shock to die down than for the favorable shock to do so.

The dynamic behavior of insiders can manifes itsdf in the wage negotiaion
process. Blanchard and Summers (1986) and Gottfries and Horn (1987) argue that a
negative, mean-reverting productivity shock leads firms to fire some of ther insders,
and thereby raises the expected job security of the remaining ingders (snce the shock
is expected to reverse itsdf). In response, indders raise their wages and consequently
discourage future employment. Once again, the result is employment persstence (for
Gottfries and Horn (1987)) or hysteresis (for Blanchard and Summers (1986)).

This argument is frequently combined with another, namdly, thet in the presence
of diminishing returns to labor, the indder wage may depend inversdy on the sze of
the insder workforce® Specificaly, consder a temporary, negative productivity
shock, which leads to a current contraction of the insder workforce. Once the shock
has dissppeared, the smaler workforce is associated with a higher margina product of

38 See, for instance, Lindbeck and Snower (19874).
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labor than heretofore (on account of diminishing returns to labor) and thus the ingders
will achieve a higher negotiated wage, and thereby discourage future employment.

Although this source of symmetric employment persstence has receved much
attention in the literature, there are good reasons to believe that it is just a pecid case.
In practice, productivity shocks are generaly not meantreverting. Diminishing returns
to labor are a best a short-run phenomenon and, in the presence of excess capita
capacity, may well be irrdevant to wage determination. The reason is that when there
IS excess capitd cgpacity, firms generdly vay labor and capitd services
gmultaneoudy in response to shocks, rather than varying labor relative to a fixed
stock of capital in use (see Lindbeck and Snower (1994)).

Observe that the employment persstence above, generated through the
dynamics of wage formation, depends criticdly on the indgder membership rule. If, as
noted, it takes longer for workers to become ingders after they are hired than it takes
them to lose indder datus once they are fired, the resulting employment perdstence
will be asymmetric, viz., negative shocks will be more persstent than positive ones.

Asymmetric movements in employment probabilities over the busness cyde
can dso generate asymmetric perastence. Specificdly, in a foreseen upswing, indders
genedly face little employment risk, whereas in a downswing their employment risk
depends on the gze of the downswing. On account of this asymmetric employment
rsk, indders may have an incentive to raise their wages more in an upswing than they
lower them in a downswing of egua magnitude. The resulting asymmetry in wage
setting leads to asymmetric employment persistence. 3°

Findly, dynamic behavior of indders in response to macroeconomic
fluctuations will depend on their preferences. One posshility is tha a mgority of
indders want to keep the jobs of «ll indders in a busness downturn and that they
therefore accept an overdl reduction in ther own red wages. This is particularly
likely if there is no seniority ranking among them. When there is an unambiguous
seniority ranking, the senior workers may instead indst on unchanged wages and let
junior workers be laid off. [If junior workers try to keep their jobs by underbidding the
exising wages, the senior workers may prevent this by threats of noncooperation and

39 see Lindbeck and Snower (1988c). Gottfries and Horn (1987) have an analogous argument with
regard to unforeseen shocks.
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harassment. Under imperfectly defined seniority rankings, some intermediate Strategy
may be chosen.

What will happen in a subsequent business upswing is dso influenced by
indders  preferences. One extreme case is that the remaning ingders choose to
exploit the dtuation to ther own advantage by pushing up wages rather than
fadilitating increesed employment at exiding wages. This is the basc idea underlying
the hysteress andyss of Blanchard and Summers (1996) and Gottfries and Horn
(1997). The other extreme dternative is that the remaining ingders are anxious to let
ealier lad-off workers return and therefore do not push for wage increases in the
upswing. This is perhaps paticulaly likdy in samdl communities where “everybody
knows everybody dse.”

In any case, the ingders dynamic responses to shocks is likey to generate
asymmetric persgence.  Arguably, the ingdes disutility from haassng ther
colleagues, or from refusng to cooperate with them, depends on whether these
colleegues are attempting to underbid the indder wages. Such underbidding on the
pat of junior employees is more likdy when employment fdls (in a downswing,
when the junior employees are in paticular danger of dismissd) than when it rises (in
an upswing). Thus the indder are more likely to harass and refuse to cooperate in a
downswing than an upswing. Consequently, wages may fdl less in a downswing than
they rise in an upswing of equa magnitude®® Related issues have been discussed in
the labor union literature, discussed below.**

The above accounts of unemployment persstence rest on the behavior of firms
and ther insders But the ingder-outsder theory is equdly concerned with the
behavior of outsders. Although the role of indders has received the lion's share of
atention in the indder-outsder literature, it is important to keep in mind tha we are
deding with the “indder-outsde” theory, not an “indde” theory. As frequently
discussed in the literature, one reason why the dynamic behavior of outsiders may be
important is that they often differ from the ingders in thar incentives and ability to
acquire skills. Workers  skills generdly improve through employment and deteriorate
through unemployment. Furthermore, firms often exerciss some bargaining power in

wage negotiations, so tha they are able to cgpture some of the economic rent

“0 See Lindbeck and Snower (1988a).
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generated by workers <kills. Then firms get more rent from skilled than unskilled
workers. Thus when unemployed workers lose their skills, the firms bear some of the
resulting cost. The greater is the unemployment rate (paticularly, the long-term
unemployment rae), the lower will be the rae of skill acquidtion (ceteris paribus).
Since firms bear some of the resulting codt, the lower will be their demand for the
unskilled outsders. In this way, current unemployment gives rise to future
unemployment.

Furthermore, unemployment perssence can adso aise when unemployed
(particularly long-term  unemployed) workers ae  stigmatized by firms*?  Such
digmdtization aises when firms use the length of workers unemployment spells as a
predictor of their potential productivity, and this practice is generated by another type
of LTC, namey, expected indder-entrant productivity differentids depending on
unemployment durations. If, as above, firms capture some of the rent generated by
kills, then the longer a worker has been unemployed, the lower is the expected rent
associated with that worker and the lower will be his chances of finding a job. In this
way, once agan, current unemployment comes to depend posgtively on past
unemployment.

Findly, unemployment persstence may arise when outddes effort into job
search fdls with ther duration of unemployment. The reason is that ther subjective
probabilities of finding jobs become smaler, the longer they are unemployed®® If
firms capture some of the rent from worker search and sKills, then the lower will be
the person's actud employment probability.** Since the outsders thus face
progressvely larger obgtacles to finding jobs the longer they are unemployed, the
short-term  unemployed compete more effectivdly for jobs and thus exert more
downward pressure on rea wages than do the long-term unemployed. Consequently, a
current fal in employment (associated with a current incresse in unemployment) leads
to a future fal in employment. This persgence is generated both directly via firms
employment probabilities and indirectly viathe wage determination process.

*1 See Carruth and Oswald (1987) and Lockwood and Manning (1989).

“2 See, for example, McCormick (1990) and Blanchard and Diamond (1994).

“3 See Layard and Bean (1989).

4 In addition the person’s subjective probability may be rational if, for example, the firms use
unemployment duration as a screening device for productivity.
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Snce the outddes deerioration of human capitd, gigmatization, and
depressed job search become more pronounced as the duration of unemployment
lengthens, the unemployed outsders become less effective & competing for jobs with
the passage of time. These consderations help explan why red wages and inflation
tend to be more responsive to changes in short-term unemployment than to changes in
long-term unemployment.

When the outsders employment probabilities respond asymmetricdly to
busness fluctuaions (viz.,, these probabilities are podtively reated to the magnitude
of the upturns, but ae generdly zero in downturns), the resulting employment
persistence may again be asymmetric.*°

These sources of labor market dynamics dl imply tha the influence of labor
market shocks on employment and unemployment is mediated through a network of
lagged adjustment processes*® For instance, a change in job security legidation,
afecting firing cods, will in gened dffect the behavior of firms inddes and
outsders, and thereby influence not only the employment adjusment process above,
but aso the outsider search process, the insder membership process, and so on. Thus
the LTCs underlying the indder-outsider theory should be viewed as generating, not
any paticular lagged adjusment process in isolaion, but a complex sysem of
interacting adjustment processes.

Moreover, these processes are often complementary. For instance, when there
is a temporary, adverse labor demand shock, the employment adjustment process
implies that employment will reman low for some time after the shock has
disgppeared. But because employment remains low, some of the people who logt
their jobs become long-term unemployed, and if these people are less effective a
competing from jobs than the short-term unemployed, wages will be higher than they
would otherwise have been. Consequently, employment remains low for even
longer. When adjustment processes are complementary adong such lines®’ the joint

45 Asymmetries may also arise through the aggregation process. See, for example, Caballero and Engel
(1999).

“¢ The phenomena above are of course not the only lagged adjustment processes generated through
labor turnover costs. For example, costs of moving from temporary to permanent employment, from
unskilled to skilled jobs, from junior to senior jobs, etc. may give rise to adjustment process of their
own. Moreover, labor turnover costs are, needless to say, not the only sources of lagged adjustment in
the labor market. There are many others, such as wage-price staggering and menu costs.

*7 See K aranassou and Snower (1998) for an empirical assessment of such complementarities.
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influence of the network of adjusment processes is greater than the sum of the
individua processes, and thus it may take unemployment a long time to gpproach its
long-run equilibrium in the aftermath of a shock.*® The movement of unemployment
through time is then the outcome of the interplay between different adjustment
processes.*

Thus in andyzing the movement of unemployment, the indder-outsder
theory shifts the focus of atention awvay from exclusve condderation of changes in
the long-run unemployment equilibrium, and empheszes the dgnificance of
adjugment dynamics. These adjusment dynamics have two important functions,
paticularly in many European countries. Firge, the longer-term swings in European
unemployment may be dtributable not just to movements in the naturd rate of
unemployment (NRU), but dso to prolonged deviations of actua unemployment
from the NRU.>® Second, when the labor market is growing — so that the labor
demand and supply curves ae moving deadily outwards, on account of
technological progress, capita accumulation, and population growth — labor market
adjustment processes may prevent the unemployment rate from converging to the
NRU in the long run. In empirical studies, the NRU is commonly defined as the rate
a which the unemployment rate is condant, given the vaues of the exogenous
vaiables, i.e, it is the rae of unemployment that would occur if the lagged labor
market adjustment processes had been completed. But when the labor demand and
labor supply curves are continuadly shifting outwards, these adjustment processes
never have a chance to work themselves out fully. Under these circumstances, the
adjustment processes determine how far employment and the labor force are lagging
behind ther moving targets, and thus determine the difference between the dHdic
equilibrium described by the NRU and the dynamic equilibrium to which

unemployment rate converges in the long run.>*

8 |n general, the influence of these complementarities cannot be captured in a single-equation
unemployment autoregression; rather, it is necessary to estimate a labor market system, containing
labor demand, wage setting, and |abor supply equations.

“9 Thisinterplay isformalized in K aranassou and Snower (1999).

*0 The empirical analysis of Henry, Karanassou and Snower (1999) suggests that the movements of UK
unemployment over the past 30 years are due largely to slow adjustment dynamics.

°! For aformal analysis, see Karanassou and Snower (1997, 1998).
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Institutions

The ingder-outsder theory aso has dgnificant implications for various labor

market ingitutions. In this section we consder two: [abor unions and socia norms.
Unions

In much of the traditiond literature of union behavior, the exigence of unions
is taken for granted, rather than explained>? Furthermore, the market power of unions
is assumed rather than derived from first principles®® The union is commonly viewed
a maximizing utility that depends positively on the wage (v) and employment (V): U
= U(w, N), where U,, Uy> 0. In a paticularly popular verson of the public interest
approach,®*
the avallable jobs. Thus, letting M be the union's membership, each member faces the
probability = max (N/M, 1) of beng employed and achieving utility U(w) — d

it is assumed that union members are dike and chosen a random to fill

(where d is the disutility of work), and faces the probability (1 — ) of beng
unemployed and echieving utility U(b) (where b stands for the benefits from being
unemployed). The union is assumed to maximize the sum of its members utilities
(V = N(U(w)- d)+(M- N)U(b)) or the expected utility of a representative member
(V/M). The union's bargaining power is commonly specified in various dterndive
ways, such as the “monopoly union” mode® or bargaining modds in which the

unions and the employers have hilateral monopoly power.>®

2 There are many surveys of the traditional union literature, e.g. McDonald and Solow (1981) and
Oswald (1985).

3 There are two broad approaches to union behavior. In what may be termed the “public interest”
approach, unions are assumed to maximize the welfare of their members. (Often these members are
assumed to be homogeneous, permitting a straightforward relationship between the union’s welfare
function and that of its members.) In what may be called the “public choice” approach (e.g. Roberts
(1989)), union decisions are seen as the outcome of voting. (The median voter theory was a well-
known example.)

>4 See, for example, McDonald and Solow (1981).

5 Here the union is assumed to be a monopolist, unilaterally choosing its most preferred wage-
employment combination from the labor demand curve it faces.

*% In these models the relative bargaining strengths of the unions and employers determine how the
available rents are split. In the “right-to-manage” model, the union and the employers bargain over the
wage (taking the employment implications into account), while the employers determine employment
unilaterally taking the wage as given). In the “efficient bargain” model, the union and the employers
bargain over wages and employment simultaneously, exploiting all available gains from trade.
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This andyds needs to be modified when the ingder-outsder digtinction is
aoplied to unionized versus non-unionized workers. Firdt, the ingder-outsder theory
provides an explanation of wha gives unions ther clout: labor turnover cogs. Firms
ae rductant to replace ther high-wage unionized employees by low-wage non
unionized ones because it is codly to do s0. Unions may arise to further the interests
of the ingders, because unions are aile to augment and even create labor turnover
costs associated with their members and thereby increase their members market
power. In paticular, unions augment their members turnover cods by coordinating
ther activities firms are more likdy to grant wage increeses when the dterndive is
the replacement of dl their unionized employees than when the dternative is just
firing a dngle employee. Unions adso provide new tools of rent seeking, such as
srikes and work-to-rule activities, which tend to be effective only when workers act
in unison. And findly, as noted, unions dso commonly act as interest groups in the
political process, lobbying for job security legidation and other sources of labor
turnover costs.

In providing a rationde for the exigence of labor unions, the indder-outsder
theory aso suggests under what conditions unions tend to thrive. Unions are likely to
aise when individud employees turnover costs are high (so that there is a Sgnificant
payoff from coordinating their rent-seeking activities), firms have dgnificant market
power in product markets (creating rents that may be shared with their employees),
the palitical process is susceptible to job-protection lobbying, and when the exising
employment legidation protects rights to drike, picket, and other union rent-creating
activities.

Second, the ingder-outsder theory highlights that union preferences generdly
reflect the interests of union members more than those of non-members). For the

extreme case in which the union cares only about its members, the objective function
of  the  uilitaian  uion  woud  be  V=M(U(w)-d)
+max (0, M - N)(U(b)- U(w)+ d). In short, the union’s indifference curves have a

kink: they ae downward-doping (in red wage-employment space) as long as
employment is less than union membership, and flaa when employment exceeds
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membership®” Thus in a cydicd uptun (when employment often exceeds
membership), the union will push for wage increeses, but in a downturn (when
employment often fals short of membership), the union will accept a combinaion of
wage and employment cuts.

Third, the indder-outsder theory dispenses with the traditiond assumption that
union members employment probabilities are the outcome of a random draw. On
account of labor turnover cods, the probability that an unemployed person will be
hired tends to be ggnificantly less than the probability that an employed person will
be retaned. As reault, the interests of employed union members are substantidly
different from their unemployed counterparts® This observation suggests principles
for union membership dynamics. When employment fals short of union membership,
the unemployed tend to leave the union, reducing union membership; and when
employment exceeds membership, the new entrants may join the union (provided that
the conditions, specified above, hold). Membership dynamics are important because,
as noted, they influence the path of wages and employment over the business cycle.

Fourth, insofar as labor turnover codts rise with job tenure, the insider-outsider
theory suggests that wage and employment contracts may depend on job tenure®®
Regarding employment, a “weak” senority rule gpecifies that a non-unionized
outsgder is hired only if dl unionized indders are employed. Frank and Macomson
(1994) show that such a rule may replicate an efficient-bargain outcome and lead to
employment a the perfectly competitive levd.®® A “strong” employment seniority
rule specifies tha the indders probabilities of retaining their jobs depend postively
on ther job tenure® Smilaly, regarding wage setting, such a rule makes insider

> See, for example, Carruth and Oswald (1987), Gottfries and Horn (1987), Huizinga and Schiantarelli
(1992), McDonald (1989), and Nickell and Wadhwani (1990). Of course, the preference asymmetry
need not be as extreme as portrayed in the utilitarian objective function above. The union may well
attach some importance to the employment of outsiders, say, if it cares about future membership (e.g.
Huizingaand Schiantarelli (1992), Jones and McKenna (1989)).

%8 |n practice unions are primarily concerned with the former, since the employed tend to be far more
numerous than the unemployed within unions. In many countries it is common for the unemployed
eventually to drop out of their unions.

%9 Thisis another implication of dropping the assumption that union members get jobs through random
draw.

% This holds when labor demand is sufficiently large relative to membership and union bargaining
power is sufficiently small.

%1 For a union in which decisions are determined by majority voting (i.e., by the median voter), the
presence of a strong seniority rule may imply that the union’s objectives depend only on the wage. The
reason is that the median voter generally does not face the risk of dismissal. (See, for example, Layard
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wages a risgng function of tenure. In the context of the ingder-outsider theory, the rate
at which retention probabilities and wages rise with job tenure depends on the rate at
which labor turnover costs rise with tenure.®

Lasdtly, the indder-outsder theory has important implications for the nature of
the union influence on wage determination. Insofar as labor turnover codts are the
source of unions market power and these costs are generdly podtive but not
prohibitive, the theory raises doubts not only about the monopoly union model,®® but
adso the dandard union bargaining modes in which unions and employers have
bilatera monopoly power. Such bilaterd monopoly power can aise only if labor
turnover cogts are S0 high that the unionized ingders are more profitable than the non
unionized outsders a any feadble insder wage. In practice, turnover costs are
generdly not that high, and thus unions must take competition from outsders into
account.

Under these circumstances, wage determination depends on more than the
firms profit functions, the unions objectives, and the relative bargaining strengths. It
is influenced adso by additiona condraints, eg., wha may be cdled a “rddive
profitability congraint” (the ingders wage must not exceed the outsders reservation
wage plus the labor turnover costs), and a “credible threat congtraint” (the wage must
be such that if firms rgect the unions wage proposds, the union members have an
incentive to fulfill the unions threats, eg., to go on strike).** Furthermore, as noted,
insofar as the degee of subdtitutability between unionized indders and non-unionized
outsders depends on the size of turnover costs, these codts influence the nature of the
bargaining process. These implications of the indder-outsder dichotomy have not as
yet penetrated into the mainstream union literature.

(1990), Oswald (1986).) However, this extreme result disappears when seniority rules are vague or not
strictly applied €.g. Turnbull (1988), when insiders are uncertain about labor demand (e.g. Farber
g1986)), or when the median voter cares about future voting (e.g. Roberts (1989).

2 Needless to say, however, that rising intertemporal wage profiles are not just (or even primaily) a
union phenomenon. As noted in the discussion subsequent to equation (1) above, the insider-outsider
theory also provides an explanation for such profiles when workers negotiate individually.

53 A union can be amonopolist only if labor turnover costs are prohibitive.
84 For adiscussion of these and other constraints, see Lindbeck and Snower (1987b) and (1988a).
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Social Norms

In the ingder-outsder theory the absence of wage underbidding is explained
as the outcome of purposeful (rational) economic behavior of al agents concerned,
in this respect we follow traditional methodology in economics. But there are other,
or complementary, ways of looking a the issue. For sociologists and many other
observers of human behavior, it may be more naturd to ague that wage
underbidding by outsiders, and the acceptance of such lower bids by firms is smply
not socialy unacceptable behavior. In other words, there is assumed to exist a social
norm againg underbidding the wages of incumbent workers.

Though economists until recently have largely neglected socid norms®, this
has for a bng time have been a basc concept in sociology, in particular in Parsons
(1952) tradition. There is dso ample evidence that much human behavior is strongly
influenced by socid norms, see, for ingtance, Coleman (1990). A “socid norm” is a
geneard rule of behavior that is shared by a group of individuds. Socid norms imply
that a certain type of behavior is required (expected) by others, and that conformity
to this requirement is met by gpprovd and deviation by disgpprova, hence by
extend sanctions that are often socid rather than economic in nature. While
gpprova contributes to status and pride, disapproval tends to generate stigmatization
and shame. Norms differ from “conventions’, which amply imply mutud interest in
conformity and are upheld without deliberate externd sanctions. Only if a norm is
“interndized” in the vaue sysem of the individud, and hence integrated in the
individud’s preferences, are externd sanctions unnecessary. In this specia case the
norm is asserted to create sdlf-regpect, and deviation afeding of guilt.

It is rather generdly agreed among sociologists that the labor market is a
hotbed for socia norms, for ingance, in the case of the determination of “proper”
work effort and “fair” relaive wages, see, for instance, Elster, (1989). How is then
the ingder-outsder theory related to socid norms againg wage underbidding? We
will argue that though the indder-outsder theory does not have to rely on socid
norms, it is strengthened by such norms.

% There was, however, a session on social norms in AER, Papers and Proceedings, May 1997. Other
attempts to integrate social norms with economics include Akerlof (1980), Lindbeck (1995a, 1995h))
and Lindbeck, Nyberg and Weibull (1999).
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The indder-outdders theory’s closest point of contact with socid norms is
reached in the non-cooperation and harassment verson of the theory. Indeed, some
scholas have agued tha rationd economic cdculations are not sufficient to
generate and maintain the type of behavior postulated in this verson of the theory,
and that a socid norm agang wage underbidding is in fact required (Elster, 1989;
Akerlof, 1991). George Akerlof (1980), talks about “codes of honor” among workers
concerning relative wages, and againgt wage underbidding.

The argument that the non-cooperation and harassment verson of the insder-
outsder theory requires a socid norm againgt wage underbidding is based on the
astion tha indders have no economic incentives to implement the announced
non-cooperation and harassment activities if some outsders, in spite of ealier
threats, have dready got jobs by way of wage underbidding. The reason is that
refusd to cooperate with underbidders may reduce the productivity not only of the
underbidders but dso of the indders themsdves, and that harassment may creste
disutility for the harassers themsdlves. On this account, it has been asserted that
threats of non-cooperation and harassment by indders are not time-consgtent, and
hence that such threats are not credible (Fehr, 1990).

These assartions do not hold water in a multi-period context (Lindbeck and
Snower, 1990b). Indders may very well be willing to pay both an economic and a
psychologica price today in order to discourage underbidding in the future. The
actud implementation of non-cooperation and harassment would then smply be
invesment in credibility.

Even though the non-cooperation and harassment verson of the ingder-
outsder theory does not require a socid norm agangt wage underbidding, the
exigence of such a norm would cetainly hep indders protect their podtions. Thus,
the model becomes richer and more powerful if combined with the notion of a socid
norm agang wage underbidding. Such a norm may be paticulaly effective in
condraining behavior when the norm is shared not only among incumbent workers

and potentia underbidders, but among managers aswell.®®

%8 Some questionnaire studies suggest that managers are even more reluctant than outsiders to pursue,
or accept, underbidding offers (Bewley, 1995; Agell and Lundborg, 1995 and 1999.
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What remains to be understood is then how such a norm could emerge and be
sustained. The insider-outsider theory provides a possible explanation.®’” Since it is in
the indders persond <df-interest to protect themsdves agang underbidding, they
have incentives to serve both as “senders’ and as “monitors’ of such a norm. Insders
aso have powers to enforce sanctions of norm-breakers — indde as well as outsde
ther firms. Moreover, if non-cooperation and harassment thrests are occasondly
executed, this not only helps make the threats credible as mentioned above; a norm
agang wage underbidding is dso more likdly to be established and sustained. Indeed,
hisory provides many illudrations of the execution of srong disgpprovd, indeed
harsh treetment, of underbidders by incumbent workers. Unions may be important in
this respect — not only by meaking non-cooperation and harassment activities more
efficent but dso by hdping esablish and monitor socid norms againgt underbidding
among workers and managers.

So cdled “meta-norms’ may aso contribute to sudain a socid norm against
wage underbidding: indders who do not punish underbidders will be punished
themsdves by other indders, and ingders who do not punish those who do not punish
will dso be punished, etic. Moreover, it is likdy that & lesst some insders fed
saidfaction raher than disutility from harassng underbidders, or from refusng to
cooperate with them in the production process, or both. More generdly, some
individuds may actudly enjoy punishing rule-breakers — revenge is a wel-known
aspect of human behavior.?®

Thus in the same way as the indder-outsder theory hdps explan the
emergence of unions, even though the theory itsdf does not require unions, the theory
dso hdps explan the emergence and sudanability of socid norms agang wage
underbidding without having to rely on such norms.

67 It is worth emphasizing that this is just one of many possible explanations. The notion of “fair
wages,” like that of “just prices,” is an old one. These notions, along with the dislike of competitors
who underbid, often have psychological and sociological sources. We are grateful to Will Baumol for
noting this point.

%8 Derogative name-calling may be part of the harassment activity whereby underbidders are punished.
The frequently used term “scabs’ for underbidders (or its equivalent in other languages) is an
illustration. This name-calling can also be seen as part of the process by which social norms against
wage underbidding are established and sustained: “framing” by the help of suggestive terms is an
important element of the creation of social norms. It is also likely that the social sanctions against
underbidders, including the name-calling mentioned earlier, contribute to internalize such a social
norm.
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Empirical Evidence

Schematically spesking, there are two different ways of judging the empirica
rdevance of a theory in the socia sciences. One is to use it as a conceptud
framework, informaly judging whether it makes sense to look upon the world in this
partticular fashion. The other way is sysematic confrontation of the assumptions or
predictions of the theory with facts, including the pursuit of formal Satistical tests.

Along the firg line of judging its empiricd reevance the insder-outsider
diginction is frequently invoked in discussons of the employment and unemployment
experiences of developed countries, in paticular the European unemployment
experiences (mentioned in the introduction) — by economigts, journdists as wdl as in
economic reports by various inditutions. But in many cases it is the terminology and
conceptud framework of the theory rather than its tools of andysis that have been
applied.

There have aso been a number of sysematic tests of the theory. The mogt
obvious ones are perhaps tests whether red wages are affected by conditions inside
individud firms, and not only by conditions outsde “Ingde factors’ usudly
considered are the productivity of workers, output prices or profits®®, hiring and firing
costs and the bargaining strength of workers. Obvious “outsde’ influences are factors
affecting the outsde options of workers, such as the aggregate unemployment rate,
the fraction of long term unemployed, unemployment benefits and other wdfare-state
benefits, and wages offered by other firms.

While some gdudies of this type have relied on cross-section regressons of
countries over different production sectors (Coe, 1990; Holmlund and Zetterberg
1991), regions such as states in the US (Kendix, 1981) or production sectors within a
country (Mulvey, 1997; Doiron, 1994), others studies have exploited micro-data for
individud firms (Blanchflower, Oswad and Garrett, 1989; Nickd and Wadhwani,
1990).”° Though datistical tests of complex issues like these are dways fazardous, it
is far to say that the results of mogt tests are consstent with the hypothesis that both

% The idea that profits influence wages is an old one, even though it contradicts much traditional
theory; see, for instance, Slichter (1950) and Lester (1952).

0 For summaries of parts of the empirical literature in this field, see Holmlund (1990) and Lever
(1995).
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insde and outside factors influence red wages.* When wages are largely set in the
interest of ingders, as podulated by the insder-outsider theory, we would also expect
that lay-off rates have a negative influence on red wages snce higher lay off
threstens the jobs of ingders. A study for the Netherlands by Graafland (1992) is
consgtent with this prediction.

The implications of different degrees of ingdermness and outsderness of
workers for wage formation have dso been dudied empiricdly. Regarding the
degrees of ingderness Dolado and Bentolila (1993), for instance, have found evidence
that an increese in the number of fixed-term employees (workers with weak inside
satus) boosts the market powers and the rea wages of permanent workers, i.e., those
with the highest indde datus. A natura interpretation is tha temporary workers
function as an extra buffer for permanent workers (the “true’ nsders) when there are
employment-reducing shocks.

There is dso ample empiricd evidence of the importance for wage formation
of different degrees of “outsderness’. A large number of dudies indicate that the
long-term unemployed exert condderably less (downward) pressure on red wages
than do the short-term unemployed (Layard and Nicked, 1987; Lever, 1991; OECD,
1993, p. ¥4; Crafts 1989). This finding fits naurdly with the ingder-outsder
framework. Moreover, the prediction that (un)employment inertia (persstence)
increeses with the level of labor turnover costs is dso broadly consstent with
empiricd studies (Holmlund, 1990; Bentolila and Bertola, 1990; Nickell and Layard,
1997, Table 15). This observation dso fits wel with empirical evidence that countries
with high labor turnover costs have lower exit rates from the unemployment pool than
other countries (Alogoskoufis, et d. (1995)).

Cross-country regressons have adso confronted the issue of whether high labor
turnover costs, and the related boost to insder's market powers, tend to raise the
average rate of unemployment over the cycle. Nicke and Layard (1997) do not find
any sydemdic relation of this type in aggregate data in their cross-country sudy,
though they report that long-term unemployment is rased while short-term

1 One curious feature of the literature, though, is that some authors (e.g., Doiron, 1997, Mulvey, 1997)
have interpreted the fact that outside factors, and not only insider factors, influence real wages as
evidence against the insider-outsider theory — as if the theory had been a pure insider theory rather than
an insider-outsider theory.
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unemployment is reduced. By contrast, Elmeskov, Martin and Scarpetta (1998) do
find that the average rate of unemployment is raised by such arrangements.

The indder-outsder theory dso predicts that groups of workers who are not
protected by labor-turnover costs of various types, i.e, “typicad” outsder-workers, are
subject to more frequent and longer spells of unemployment than are core groups of
workers. While the core workers largely condst of adult maes, the former group
consgs of new entrants to the labor market, young, married women, and perhaps adso
elderly workers. This prediction certanly consonant with empiricd data (OECD,
1998).

Moreover, the ingder-outsder theory leads us to expect that the frequency and
duration of unemployment spells for typica outsder groups (such as young workers,
women and some minorities) will be comparativdy high in countries where ingders
enjoy relatively high job security and strong market power. The reason, clearly, is tha
in the presence of high labor turnover cods, the indders can insulate themsdlves from
macroeconomic fluctuations to a condderable extent leaving typica outsder groups
to bear the main burden of negative shocks. We aso expect that across countries with
about equdly high legidated labor turnover costs but different cydicd fluctuations,
the unemployment rates of typicd outsder groups will differ widdy wheress the
unemployment rates of the core groups will be more uniform, and rdatively low. The
reason would be that cross-country variations in labor turnover costs lead to cross
country vaidions in inddes wage dams (in the indders own employment
interest), but less variations in the wages of typica outsder groups (because these
have a gmdler influence on ther wages). The avalable empiricd evidence is
consonant with these predictions; see, for instance, OECD (1998, Fig. 3).”

The theory dso makes predictions about the wage dructure. In particular,
wages are predicted to be rdaivey high in sectors with high labor-turnover cods,
grong unions and high profit, for ingance, due to poor competition in product
markets. While we have not found any empiricd <Sudies concerning the direct

2 For instance, in 1996 males in the age group 25-54 constituted 25-30 percent of the total total
employment rate (employment/working-age population) in developed OECD countries. By contrast
young workers (15-24) constituted 411 percent; older workers (55-64) constituted 2-12 percent; and
female adults (25-54) 11-23 percent (Elmeskov Martin and Scarpetta, 1999, Figure 3)
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influence of labor-turnover costs, the nfluence of unions and profits on red wages are
fairly well established (e.g., Krueger and Summers (1988)).”2

Some of the theory’s predictions about labor-market dynamics have dso been
tested. For ingance, the exisence of unemployment persistence (i.e., the persstence
of unemployment effects in the aftermath of labor market shocks) has certainly been
confirmed in the literature, in particular, in the case of Western Europe. While some
of the evidence condst of eye-bdl econometrics, formd tests have given the same
result, for ingance, in autoregressve (VAR) modes see, for instance, Bean (1997).
These empirica results are, however, dso consgtent with a number of other theories
of unemployment. The obsarvation that unemployment perssence is higher in most
countries in Western Europe than in the United States has a more direct bearing on the
predictions of the indder-outsder theory, according to which perdstence would
increase with higher labor turnover costs.”

Other gudies of labor-market dynamics refer to the relations between short-
turn (cydicd) macroeconomic fluctuations and labor hoarding, hours of work,
capital-labor subdtitution and  productivity movements. For ingtance, in countries with
high labor turnover cods, we would expect relatively large labor hoarding during
recessons. This seems to be the case in redity; the sze of the workforce tends to
fluctuate less relaive to output in Western Europe than in the United States over the
busness cycde The Okun coefficient is dso smaller in the former countries
(expressng the change in the unemployment rate per percent change in aggregate
output). These features help explan why labor productivity is more pro-cydicd in
Western Europe than in the United States. Since labor turnover costs are related to
vaiations in the number of workers, we would aso expect that hours of work
fluctuste more in countries with high labor turnover costs. This prediction is a lesst
consgent with data for West Germany and the United States (Abraham and
Hauseman, 1993).

3 These predictions contrast, to some extent, with the prediction of the efficiency wage theory
according to which wages tend to be relatively high where problems of work incentives are particularly
important, for instance, when it is important that workers are careful with the capital equipment. As
there is support for this hypothesis as well, there seem to be empirical support for both theories, which
are not contradictory.

4 Jaeger and Parkinson (1990) reports higher unemployment persistence in Germany than in the United
States.
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There is ds0 some evidence that wage adjusment is asymmetric, in the sense
that real wages rise more readily in upturns than they fdl in downturns, as predicted
by vaious dynamic indder-outsder modds. For example, Holzer and Montgomery
(1990) find that wages adjust asymmetricaly with respect to sdes growth, according
to a survey of U.S. firms in 1980 and 1982. Blanchflower (1991), studying the British
Socid Attitudes survey, finds that wages rise when workers expect employment at
ther firms to rise, but wages remain congant when they expect employment to fall.
Nickel and Wadhwani (1991) dso find evidence of downward wage rigidity for firms
surveyed in the UK. Begg, Lindbeck, Martin, and Snower (1989) find evidence of
asymmetric persstence in the U K., Japan, and (to a lesser extent) Germany.

By contrast, there is little support for a commonly tested, but quite specid
indder-outsder modd, namely tha current wages depend inversdy on past
employment (which is not a core predictions of the ingder-outsder theory); see
empirica studies by Nickel and Kong (1988), Nickd and Wadhwani (1990), Lever
(1995) and Holmlund (1990)”. This theory is often combined with the dso highly
gpeciad hypotheses of pure hysteresis (i.e, that the current unemployment rete is the
best edimate of the future unemployment rate). Empirica evidence largely contradicts
this hypothesis.”®

Since capita-labor subdtitution is dimulated by high red wages, high labor
turnover costs are expected to boost labor productivity in the long-run perspective,
though perhaps a the expense of the employment levd. The indder-outsider approach
suggests that this may occur even when there are plenty of unemployed workers
around, because high labor turnover costs protect the insders postion. Investment in
firm-gpecific human capitd is dso expected to be encouraged by high labor turnover
cods. These may be two of the reasons (among many, including technologica catch
up) why Western Europe (until the early 1990s) experienced a higher rate of long run

S Some of the inspiration for these tests seem to be derived from the work of Blanchard and Summers
(1986) who derive a negative relation between the wage change and the lagged employment change,
and Gottfries and Horn (1997) who derive a negative relationship between the current wage level and
previous employment.

® The empirical evidence that in many countries the unemployment rate is I(1), i.e., stationary in first
differences, over a span of afew decades does not necessarily imply hysteresisin the long run. After
al, the combination of hysteresis and random labor market shocks leads to the counterfactual

prediction that unemployment hits zero of 100 percent in finite time. It is plausible to conclude that the
I(1) property of unemployment implies that long lagged adjustment processes operate in the labor
market.
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productivity growth than the United States. In this context, it should be noted that
labor productivity is defined with reference to actudly employed workers rather than
to the labor force, or the number of individuds in working age, in the denominator.
This is ceatanly not a sdf-evident measure of labor productivity when we look a a
country as a whole, rather at specific firms or production sectors. The reason is that
unemployed or discouraged workers, with their zero productivity, are not included in
the datigics. This means that such a measure boosts measured labor productivity in
countries where low-productivity workers are kept out of work by high real wages due
to legidation or strong market power of ingders or unions.

Some political-economy implications of the indder-outdder dichotomy have
adso been invedtigated empiricadly. Examples are predictions that ingders are able to
push though legidation that boodss the costs of firing workers, that facilitate srikes
and that extends collective bargaining agreements to firms without organized workers.
There is some empiricd support for these assertions, see, for ingance, Saint Paul
(1996). There seems dso to be a podtive correation between the drictness of
employment protection legidation (EPL) for permanent workers and the so cdled
"excess coverage’ of wage contracts, expressing the extent to which union wage
agreements are extended to nonrunion members.  One concelvable interpretation is
that ingders, who benefit from drict EPL, have been able to ingst on legdly enforced
extenson of wage agreements as a protection againg wage underbidding (Elmeskov,
Martin and Scarpetta, 1999).

Concluding Thoughts

We concdude by darifying some potentid misunderstandings about the ingder-
outdder theory, summarizing some policy implications and identifying some

promising areas of future research.

Potential Misunderstandings

Since the indder-outsder theory has often been misnterpreted in the literature,
and confused with other theories, it may be ussful to specify what the theory is not.
Fird, the theory is not just another name for al the standard theories of wage

barganing. It is easy to entertain this misunderstanding, snce many contributions to
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the insder-outsider literature’” merdy assume tha insders have market power and
then use conventiond modes of impefect competition to describe the wage
determination process. But what makes the ingder-outsder theory digtinctive is that it
analyzes the sources of ingders market power in terms of labor turnover cogts. As we
have seen, when these codts are significant but not prohibitive, neither the insders nor
their employers have complete market power, but the reation between these two
parties is not characterized by bilatera monopoly. Rather the LTCs determine the
degree to which the insder-employer bargans are subditutable for the entrant-
employer bargains.

Second, the indder-outsder theory is not just about labor unions. Any
employee whose postion is protected by labor turnover cods is an indder of sorts,
regardiess of whether he belongs to a union. But as noted above, unions may give
extra clout to the market powers of indders, and the indgder-outsder theory aso
provides an explanation for the existence and behavior of unions.

Third, the ingder-outsder theory is not a vaiant of the efficency wage
theory. The efficiency wage theory rests on the assumption that wage contracts cannot
be based on firms (imperfect, subjective) information about the profitability of their
employees, and on this basis it shows how firms use the wage as an incentive device
to atract and motivate ther employees. The ingder-outsider theory, by contrast, rests
on the assumption that incumbent workers in their own interest exploit various labor
turnover cogts, some of which ingders may influence themselves.

Fourth, the theory does not assart that wages are influenced only by firm
gpecific phenomena (“indde factors’). Although outsders are disenfranchised from
the bargaining over the insder wages, ther gStuation does in generd affect inSder
wages via outsders influence on the indders retention probability for given insder
wages as well as the outsde opportunities of ingders. In other words, outsiders have
an indirect influence on wage formation, rather than a direct one, as in pefectly
competitive labor markets. Thus, to investigate whether wages are in fact influenced
only by conditionsingde firmsis clearly not a proper test of the theory.

Fifth, the theory does not require socid norms againgt the underbidding of
wages, but some of the mechanisms emphaszed by the theory — the powers of

" For example, Blanchard and Summers (1986) and Gottfries and Horn (1987).
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ingders to discourage underbidders — may be strengthened by such norms. The theory
aso hdps explain the emergence and sustainability of such norms.

Sixth, the theory does not necessarily assart that wages depend negatively on the
initid leve of employment, or that unemployment perssence is 0 great that it
generates full hysteresis.’® These are special cases of the theory which, as we have
seen, are often unsupported by the empirical evidence.

And findly, the theory is not just about European labor markets and European
unemployment. Although job security legidation tends to be more dringent in most
European countries than in the US, and dthough union dengty is usudly higher and
the coverage of union wage agreements is wider, we argue that labor turnover costs
ae a ubiquitous festure of dl labor makets. Thus while some inditutiondly
generated turnover costs may be more prominent in Europe, experienced incumbent
employees enjoy the protection of labor turnover costs in the U.S. as well, though

often less so than in many European countries.
Policy Implications

Although the specific policy implications of the ingder-outsider theory are
diverse, they have a common thrust:’® Insofar as insiders have more favorable
opportunities than outsders, policies that create a more level playing field in the labor
market can improve both efficiency and equity. This is o regardless of what form the
indder-outsder didtinction takes — employed versus unemployed, primary- versus
secondary-sector  employed, unionized versus nonunionized workers, and so on.
Broadly spesking, there are two types of policies that can create a more level playing
fidd between indders and outsders. (i) “power-reducing policies’ (that mitigate the
indders market power, and (ii) “enfranchiang policies’ (that give the outsders a
stronger voice in the wage determination process.

The power-reducing policies range from redrictions on drikes and picketing
to rdaxing job security legidaion (eg., laws to dreamline firing procedures, reduce
litigation costs, and reduce severance pay). These policies are usudly not Pareto

improving since they tend to reduce indders wedfare. Thus the indders may resst

8 This version of the theory became popular through the work of Blanchard and Summers (1986).
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these policies ether through the political process (eqg., union lobbying) or through
rent-cregting activities a the place of work (eg., grikes, increased harassment of
underbidders). These indder responses will of course limit the effectiveness of the
power-reducing policies.

Enfranchisng policies often take the form of vocationd training programs and
job counsding for the unemployed® profit-sharing schemes (whereby employees
receive pat of their remuneration as a share of profits)®* schemes to convert wage
dams into equity shares® employment vouchers for the long-term unemployed,®®
policies to reduce bariers to the entry of new firms (eg., dismantling of government
regulation on the cregtion of new firms, tax reforms that put new firms a less of a
dissdvantage vis-avis edablished firms, and policies to reduce the occupationd,
industria, and geographic coverage of union wage agreements).

Another general policy implication of the indder-outsider theory concerns the
magnitude of required policy change. As noted, labor turnover cogts discourage firms
from hiring and firing, thereby creating a corridor of wages within which employment
is not responsve to policy simuli. Consequently “timid” labor market reform — in
which policy parameters are changed by only smal amounts — are likely to be
ineffective in labor markets with dgnificant LTCs. Then only “bold” reforms can
gimulate employment.

Directions for Future Research

The theoreticd and empiricd investigation of the indder-outsder
phenomenon is dill in its infancy. Many promisng aress of research reman virtudly
unexplored.

On a theoreticd plane, much remains to be done in analyzing the role of labor
turnover codts in generating indder market power. While we know that these codts
make indders and outsders imperfect subgtitutes in the wage bargaining process, little
is known about how the nature of these costs and the size of the negotiating groups

9 For a more detailed discussion of these policy implications, see Lindbeck and Snower (1988d, ch.
11;1990c).

8 For example, Layard (1992).

81 For example, Weitzman (1987).

82 See Sinn (1998).

83 For example, Snower (1994).
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affects the degree of imperfect subditutability and thereby the structure of wages.
Also little is know about how the existence of a secondary sector and the duration of
employment and unemployment affects wage outcomes within  this  barganing
framework.

On an empiricd plane, direct teds of the indgder-outsder theory await
measurement of the relevant labor turnover costs. Although some of these costs (such
as severance pay, training costs, costs of drikes and work-to-rule actions, and
litigation costs) are often feasble to measure, others (such as cooperation and
harassment activities and effort related costs of labor turnover) are much harder to
capture. Furthermore, dnce different LTCs often protect different sets of ingder
positions, these LTCs are difficult to aggregate. Nevertheless, far more could be done
to assess these codts than has been achieved in the literature thus far. Most empirica
ingder-outsder modds meke no attempt to messure LTCs and often implicitly
assume (without reason) thet these codts are prohibitively high, so that the indder-
employer bargaining may be portrayed in terms of bilaterd monopoly power. Given
the centrality of LTCs to the ingder-outsder theory, this is a grave omisson, and data
collection on these costs would be essentid.

The indder-outsder theory implies that the magnitude of indder wages
(relative to the reservation wage) depends on the magnitude of LTCs. The share of
wages relaive to the share of profits is predicted to depend on LTCs (ceteris paribus).
Moreover, the theory implies that the reative importance of “indde’ versus “outsde’
factors in wage formation depends on the magnitude of labor turnover costs. These
basic implications have yet to be tested directly.

Moreover, we need to investigate the degree to which union power depends on
LTCs Specificdly, to wha degree is the union wage premium rdatively high in
sectors with reatively high LTCs (controlling for the degree of product market
competition, etc.)?

It would be important to examine whether the relaive degree of employment
persstence, across firms or sectors, depends on the relaive magnitude of LTCs.
Although some dudies of this issue have been conducted on a macroeconomic

plane,®* little has been done on aless aggregaive level.

84 For example, Bertola (1990).
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The phenomenon of asymmetric perdgence of employment and
unemployment remains largely unexplored. Recent theoreticad and empirical advances
in andyzing irrevershilities in invesment could be gpplied to asymmetric responses
of labor markets to external shocks. It would be interesting to explore whether the
degree of asymmetric wage-employment responses depends on the magnitude of
LTCs. Such andyss may shed light on the question why, over the past 25 years,
European unemployment has tended to ratchet upwards from one recesson to the next
while U.S. unemployment has remained essentidly trendless.

We need to examine to what degree the intersectoral wage structure depends
on labor turnover costs. In particular, to what degree are intersectord differences in
wages of workers across occupational, educational and seniority groups due to
differencesin pooled LTCs?

As noted, the ingder-outsder and efficiency wage theories offer radicdly
different explanations of segmented labor makets. Segmentation is commonly
measured in terms of intersectoral differences in wages, job queues, retention rates,
and employment variability. Empiricd work evaduating the degree to which thee
features depend on LTCs versus difficulties in monitoring productivity would be
potentialy important.

We have dso seen that the two theories offer different accounts of why
individua intertempord wage scaes often continue to rise even after the trgectory of
human capita has flattened out or even declined. We need to investigate the degree to
which this divergence of wages and productivity depends on wage incentive effects
versus LTCs (eg., severance pay, authority over colleagues) that rise with job tenure.

It would be important to examine the implications of the insder-outsder
theory for the Phillips curve. Are red wages and inflation more closdy related to
ghort-term unemployment and more weskly related to long-teem unemployment in
sectors where LTCs are rldively high?

As noted, the ingder-outsder theory implies that the effect of LTCs on
employment and unemployment depends, among other things, on the rate of
productivity growth and the nature of the business cycde Specificdly, the lower the
rate of productivity growth and the longer and more uncertain are recessons, the more
adverse are the employment effects of LTCs This implication deserves empirica

asessment aswell.
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Fndly, it would be worthwhile to invedigae whether productivity
movements tend to be more pro-cydicd in sectors with reatively high labor turnover

costs.
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