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Abstract

Labor earnings are the dominant income source for most individuals. Thus, an inclusive labor
market is key for ensuring inclusive growth. In this paper we propose four principles that an
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of inclusivity and document cross-country trends and stylized facts. We also discuss the role
of policy in achieving an inclusive labor market, focusing on the need to rebalance growth;
improve risk sharing; and fight discrimination. Several messages emerge. First, some policies
entail a trade-off between the different dimensions of inclusivity. Second, it is important to
view policies as a bundle, taking into account substitution and complementarities. Third,
some policies are win-win, in the sense that they both increase inclusivity and improve
overall efficiency.
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I. INTRODUCTION

For the vast majority of individuals, payment from selling their labor services in the labor market
is the single most important source of income and hence the dominant determinant of their material
standard of living. For this reason, the labor market has a key role to play in achieving inclusive
growth.

Labor market inclusivity is inherently a multi-dimensional notion. Labor market opportunities
encompass not only pay, but also the type of work; the working conditions, such as safety and
ability to work flexible hours; arrangements for dealing with risk; and many other factors. This
paper embodies a collection of principles that capture the key aspects of an inclusive labor market
and which also guide the structure of this paper.

A key theme in this paper is that while there may be cases where achieving inclusivity may entail
a trade-off with economic efficiency, there are important areas where achieving inclusivity is a
win-win proposition: that is, where making labor markets more inclusive also enhances economic
efficiency and growth. Discrimination is an important such area.

The remainder of this paper proceeds as follows. After outlining the principles of inclusivity in
Section II, Section III provides measurements and stylized facts related to inclusivity in labor
markets around the globe; Section IV provides a selected review of labor market policies and
institutions that may enhance inclusivity; and Section V concludes.

II. PRINCIPLES OF INCLUSIVE LABOR MARKETS

We describe a set of four principles that serve as our guide for assessing labor market
inclusiveness. In some cases, improving inclusivity along one dimension may be complementary
to improvement along others, while in others, there may be trade-offs. The four principles are:
(1) access, (2) fairness, (3) protection, and (4) voice.>

Access. At its simplest level, this principle stipulates that individuals should have access to
employment opportunities. But more broadly, this principle also stipulates that an individual’s
access to specific jobs and occupations should be based on their ability to carry out the tasks
associated with the activity and not on socioeconomic or demographic factors such as age, race,
gender, or religion. Put differently, if the work environment is hostile to certain groups of
workers, then this should be viewed as a barrier that limits access. Importantly, this principle
applies not only to access to specific jobs, but also encompasses access to learning and

2 This paper focuses narrowly on features of the labor market per se. Many outcomes in life with important effects
on labor market outcomes are realized prior to entering the labor market, such as the amount and quality of
schooling. Such pre-labor market outcomes are outside the scope of this paper.



development opportunities. Barriers to access can take many forms, including features like work
arrangements. For example, if a job or occupation does not offer flexible work schedules despite
it being economically feasible to do so, this would limit the access of productive individuals who
require such flexibility. Similarly, not making adequate provisions that make work feasible for

individuals with disabilities also serves as a barrier that limits access.

Fairness. This principle stipulates that workers should be rewarded based solely on their
contributions and not based on factors such as age, race, gender or religion. Thus, an individual

should not receive less than they merit based on productivity.

Protection. This principle stipulates that the labor market should provide insurance to protect
individuals against negative shocks, such as temporary or permanent health shocks, or a job
displacement shock due to downsizing or external trade competition. This insurance may take
many forms—disability insurance, unemployment insurance, retraining programs, and many
others. Viewed broadly, this principle would also extend to providing insurance to individuals
who enter the labor market under poor initial conditions.

Voice. Every workplace has a large set of rules and practices that govern the range of activities
that take place within it. These rules and practices describe how work is organized, how
interactions take place between workers and management, and how work schedules and
assignments are determined. The fourth principle stipulates that workers should have a voice in
the process that determines these rules and practices. Formal collective bargaining agreements
represent one means through which workers have voice, but workers may also maintain a voice
without formal representation. Workers’ voice can also be achieved at higher levels than the
workplace through the political process.

Rather than trying to devise a single index, a useful approach to assessing the extent of
inclusivity in a particular labor market is to examine the scope of departures from each of these
four principles individually. In assessing these departures, it is important to assess the scope of
the departure. For example, do the barriers to access reflect a widespread lack of access, or are
they largely confined to a few subgroups? If workers are paid less than their productivity, does
this describe the situation in general, or only of particular groups? If the departures are
widespread, we will refer to them as macro departures, whereas if they are much narrower in
scope, we will refer to them as micro departures. This distinction can have important
implications for what sorts of policies will provide appropriate remedy, particularly for some

dimensions of inclusivity.



I11. MEASURES OF INCLUSIVITY

In this section we briefly discuss ways in which we can use available data to shed light on the
extent to which labor markets differ in terms of achieving the four principles introduced earlier.

A. Access

Household labor force surveys represent the most widely available and comparable data on labor
market outcomes. A key objective of these surveys is to divide the population into three mutually
exclusive groups: the employed, the unemployed and the non-participants. Data on these groups
are commonly available and we discuss here how they can be used to shed light on the issue of

access, while also noting some limitations of these basic data.

A key element of labor market access is the opportunity for employment. This suggests that the
unemployment rate is a natural starting point; after all, in the labor market statistics individuals
are unemployed if they are available for work and searching for work but not currently working.
Modern theories of unemployment emphasize that some unemployment is inevitable in a
dynamic economy, so one should not think that zero unemployment is the appropriate
benchmark for assessing inclusivity. However, to the extent that these dynamic forces are
broadly similar across economies, at least across those at similar stages of development, (large)
differences in unemployment rates among countries are informative.

Figure 1 displays average unemployment rates over the period 2015-2019 for a large cross-
section of countries, broken into three broad groups corresponding to categories of economic
development.® The key message from this figure is that unemployment rates vary quite
dramatically across countries. These differences are particularly noteworthy for the set of
advanced economies (AEs) and emerging economies (EMs), a point we shall return to.*

3 We report average values over several years to focus on longer run differences that do not simply reflect business
cycle fluctuations. Country groups are based on the IMF’s WEO classification.

4 Important variations exist not only cross-sectionally, but also over time. For example, research estimating the so-
called Okun’s law—which, following Okun (1962), describes the empirical cyclical relationship between economic
activity and unemployment—has shown that it can vary widely across countries, including especially between
advanced economies and developing countries (Furceri et al., 2019). Related research has noted that adverse
economic shocks can lead to persistent (scarring) effects on unemployment (Blanchard and Summers, 1986) and
economic activity (e.g., Cerra and Saxena, 2008). This broader literature is suggestive of the role that labor market
policies and institutions can potentially play not just for the level of unemployment, but also for how unemployment
dynamically responds to adverse shocks.



Figure 1. Unemployment rate, total
(% of total labor force, averages of 2015-19)
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Sources: ILO and authors' calculations. Averages are calculated based on all available countries in each group,
respectively, including those not listed in the chart. Country groupings are based on the IMF WEQ classification.

While it is intuitively appealing to equate unemployment with a lack of access to employment,
there are clearly exceptions to this rule. On the one hand, some unemployment may be voluntary
in nature, in the sense that the individual has turned down some employment opportunity in favor
of remaining unemployed. But on the other hand, it is important to note that an individual who
desires work but does not search for work because there are no jobs available will not be counted
as unemployed. For this reason, it is also of interest to examine the employment rate as a
measure of opportunity. Figure 2 shows data for the employment rate that are comparable to
those in the previous figure on the unemployment rate. Once again, there are striking differences
across countries, but now the differences are particularly large for the less developed
economies.’ An important message is that the unemployment rate may be a much less accurate
indicator of access in less developed countries.

Figure 2. Employment to population ratio, total (%)
(averages of 2015-19)
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Sources: ILO and authors' calculations. Averages are calculated based on all available countries in each group,
respectively, including those not listed in the chart. Country groupings are based on the IMF WEO classification.

5 In the interest of space, we only present data for the overall population. Many factors can affect these aggregate
numbers, including differences in demographic structure, but large differences remain even when focusing on more
narrowly defined demographic groups.



To pursue this further, we examine the data for participation rates across the same set of
countries (Figure 3). The participation rate tells us what fraction of the population is either
working or looking for work. The key feature of this figure is the large variation in participation
rates, both within and across groups. While there are many factors that can give rise to
differences in participation rates, such large differences, especially among countries at a similar

stage of development, is strongly suggestive of limited access.

Figure 3. Labor force participation rate, total
(% of total population ages 15-64, averages of 2015-19)
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The statistics we have presented for the aggregate labor market are best interpreted as reflecting
macro departures from inclusivity. Standard labor force survey data also present these statistics
for subgroups, which allows an examination of differences by gender, skill/education, age, and
race/ethnicity. In the interest of space, we do not present any disaggregated data here, but we
note that in many cases, differences across economies are much larger for some subgroups, even

within country groupings by stage of development.

B. Fairness

One measure of fairness is whether workers are remunerated fairly. At the macro level, the labor
income share has been falling in many countries over the past several decades. In AEs, labor
income shares now are about five percentage points lower than they were in 1970 (Figure 4).
Despite more limited data, similar trends have been observed since 1990s in emerging markets
and developing economies (EMDESs), especially among the largest EMs.



Figure 4. Evolution of the Labor Share of Income (%)
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Source: IMF’s World Economic Outlook (WEO) (April 2017), Figure 1.

While there are important measurement issues in constructing the labor income share,® its
downward trend indicates that average wage growth has fallen below average labor productivity
growth.” Researchers have identified several contributing factors that are technological in nature:
the form of technological progress along with a relative decline in investment goods prices (IMF
2017), automation (Acemoglu and Restrepo 2018, Martinez 2018; see also Cerra et al. 2021,
Chapter 5), and globalization and offshoring (Koh et al. 2000, IMF 2017, Elsby et al. 2013).

The technological factors noted in the previous paragraph would generate changes in the labor
share even if labor and product markets were perfectly competitive. Another body of literature
has emphasized the role of changes in monopoly and monopsony power as factors leading to
changes in the labor share.® One strand of this literature notes the emergence of “superstar firms”
(OECD 2018, Autor et al. 2017, Manyika et al., 2019) that has led to rising industry
concentration, leading to rising market power, higher markups and thus greater profit shares
(Cerra et al. 2021, Chapter 6; Barkai 2020; Gutiérrez and Philippon 2017). Another strand has
argued that deregulation of labor market institutions and weaker collective bargaining
institutions have weakened the bargaining power of workers and thereby lowered wages relative

to productivity (Ciminelli et al., 2020; Manyika et al., 2019; Bengtsson, 2014). In a recent paper,

¢ Two well-known measurement problems in the analysis of labor shares include: (1) the treatment of self-
employment income, which is often incorrectly treated as capital income (Gollin, 2002); and (2) the depreciation of
capital, which should arguably be netted out from the calculation of income shares (Bridgman, 2018).

7 The labor share, defined as W - H/ Y where W is compensation per hour, H is hours worked and Y is GDP (and
hence, total income), can also be written as W/ (Y/H) which is in turn equal to W/APL where APL is the average
product of labor. If the Marginal Product of Labor (MPL) is proportional to the APL (which is the case, e.g., for a
Cobb-Douglas production function with a time-invariant capital share), then changes in the labor share can be used
to infer changes in the ratio of wages to marginal productivity.

8 In a firm monopsony, firms can use their market power in employing labor to push wages below the marginal
product of labor, collecting rents while reducing employment to below what would occur in a perfectly competitive
benchmark.
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Gouin-Bonenfant (2021) argues that changes in the distribution of firm level productivity have
effectively increased the degree of firm monopsony power in the labor market.

Changes in the labor income share are suggestive of how the experiences of workers on the
whole have evolved over time. Here, we also consider whether different groups have had
systematically different experiences—that is, fairness at the micro level. A large literature, going
back at least to Mincer (1974), has attempted to establish whether individuals of different
genders, racial, religious, or other groups have been paid significantly differently after
controlling for observable characteristics that are believed to be related to productivity.® If so,
this would suggest that factors other than an individual’s contribution to output play a role.

Conversely, this suggests that differences in earnings are not necessarily evidence of a lack of
inclusion. For example, based on the Mincer approach, empirical findings suggest that, on
average, controlling for years of experience, one additional year of schooling raises average
earnings by about 10 percent (Heckman et al., 2006; and Montenegro and Patrios, 2014). That is,
differences in education tend to translate into differences in earnings. There is evidence,
however, that wage disparities have been widening over time across skill groups—average
wages for workers with lower skill levels/educational attainment have remained nearly
unchanged in real terms over the past 50-60 years, while those of workers with more than a
college degree nearly doubled (Autor, 2019). Much of the rise in skill premia can be attributed to
rapid globalization and technological advancements, with many new technologies facilitating
automation of routine and typically lower-skill tasks, while complementing many tasks that are
often completed by higher-skilled workers. ! Consistent with this, Heckman et al. (2006)
estimate that the average return to schooling among males increased from about 10’2 percent
during the 1980s to 14 percent during the 1990s.

Mincer regressions have been used to identify differences in earnings or wages across subgroups
after controlling for observable characteristics that are believed to be correlated with
productivity. In particular, this method has been used to assess gender and racial wage gaps.
Gender pay gaps are significant in most countries (Figure 5). Based on a recent cross-country
study (ILO, 2018b), factors such as education, age, work experience, workplace characteristics,
working time, occupational categories, and other labor market attributes explain little of the
gender pay gap at different points of the wage distribution, suggesting that other factors are at

play.

 The Mincer model (Mincer 1974) provides a useful framework for understanding differences in earnings outcomes
due to differences in schooling, labor market experience, and other factors. In its simplest form, it empirically
estimates the relationship between an individuals’ earnings and their education levels and labor market experience.
Other models in a large related literature attempt to account for other productivity-related characteristics. See, e.g.,
Bowles et al. (2001).

10'See Cerra et al. 2021, chapter 5 for further detail.
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Figure 5. Median gender pay gap
(Factor-weighted gender pay gaps using hourly wages, averages of 2015-19)
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Important pay gaps exist also across racial groups. Given different racial compositions, cross-
country comparisons are challenging. However, for the case of the US, Bayer and Charles (2018)
find that in 2014 the median black man in the US earned significantly less than the median white
man (Figure 6). In addition to comparing median wages, Bayer and Charles also calculate the
black-white earning gap for al/l individuals in the sample, whether employed or not, i.e.,
including the zero earnings of non-employed individuals. This calculation effectively combines
differences in access (i.e., the likelihood of being employed) with fairness (i.e., wage
differences). Applying this calculation widens the gap considerably—in fact, Bayer and Charles
show that in real terms, relative to white men, black men are virtually no better off in 2014 than
they were in 1950.

Figure 6. Median black male wage for every $1 earned by white men
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Source: Patrick Bayer and Kerwin Kofi Charles, "Divergent Paths." Note: Men aged 25-54. Real wages are

measured in thousands of 1980 dollars.

Discrimination

Discrimination is an important candidate for explaining some of the pay differences that are not
attributable to standard explanatory variables. It is a key challenge for policymakers striving for
inclusive labor markets, often reflecting factors that originate outside the labor market (e.g.,
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access to quality education). Discrimination can take many forms, ranging from individuals
taking explicit actions against members of certain groups (e.g., racism) to more implicit or
unintentional biases, sometimes rooted in (implicit or explicit) social norms (e.g., the notion that

women should be the main childcare providers).

Increasingly, empirical work on discrimination has focused on field experiments, which are
helpful in providing evidence that cannot be isolated using standard labor market data. While
they leave unanswered the question as to whether the results apply more broadly, several such
studies provide compelling evidence that discrimination is pervasive and important, in the US
and elsewhere.!! For example, regarding gender discrimination, Goldin and Rouse (2000)
assessed the extent of differential access between male and female symphony musicians. In a
quasi-natural experiment, a change in hiring practices at symphony orchestras involved the move
to “blind” auditions, in which the audition took place behind a screen, thereby preventing the
jury from knowing the gender of the auditionee. Goldin and Rouse found that hiring was much
more gender neutral when auditions were blind. More broadly, a consensus view from
experimental research points to evidence of significant discrimination against women in high-
status or male-dominated jobs as well as discrimination against men in female-dominated jobs
(Azmat and Petrongolo 2014).!?

Other work has focused on racial discrimination. For example, Bertrand and Mullainathan (2004)
assessed the extent to which race affects access to job opportunities. Their research design
involved sending fictitious applications to real job openings, with applications identical except
for varying names that suggested racial differences. They found large differences in callback
rates: applicants with “white-sounding” names were 50 percent more likely to receive a callback
than applicants with similar resumes but with “African-American-sounding” names.

Another set of studies examines the impact of bias on job performance. Glover, Pallais, and
Pariente (2017) examined the performance of cashiers in a French grocery store chain. Cashiers
worked with different managers on different days and their schedules were determined quasi-
randomly. Minority cashiers that were scheduled to work with biased managers (as determined
by an implicit association test) were absent more often and were less productive than majority

cashiers.

! See Bertrand and Duflo (2016) for a survey of the broader literature.

12 While research has focused on discrimination in hiring practices, one might hypothesize important general
equilibrium effects in terms of how anticipated discrimination in the labor market might feed back into individuals’
choices in human capital accumulation or job search. The experimental research summarized here does not offer
insights on this dimension.
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C. Protection

Individuals are subject to various labor market risks, both cross-sectional and intertemporal. For
example, search frictions imply that two ex-ante identical individuals may end up with different
pay (e.g., Mortensen, 2003), and earnings and unemployment risk mean that two ex-ante
identical individuals with initially equal pay may experience different earnings profiles over
time, independent of their individual actions. In this context, Jacobson et al. (1993) have
documented that the earnings of displaced workers (i.e., those losing their job for reasons
unrelated to their own performance or characteristics, such as plant closings) can remain 25
percent lower than those of similar non-displaced workers even five years after displacement. '3
The welfare losses of uninsured earnings risk can be large: Rogerson and Schindler (2002)
calculate those associated with the earnings uncertainty of displacement on the order of up to one
percent of output. Heathcote et al. (2007) consider more general types of labor market risk and

calculate welfare costs that are up to an order of magnitude higher.'*

Private insurance against these kinds of labor market risks is typically not available. However,
there are several labor market policies and institutions that can help provide some insurance
against earnings shocks that cannot otherwise be insured against. Unemployment insurance (UI)
is a prime example of a government-financed public insurance system. Other policies to deal
with labor market risk include employment protection legislation (EPL) which is aimed at
reducing the risk of unemployment, conditional on having a job.!> These labor market policies
will be discussed more in detail in Section I'V.

Our goal in this subsection is to document the extent of differences in social protection that exist
across countries. Later, we will discuss the efficacy of these measures and their potential adverse
effects on other aspects of inclusivity. While almost all AEs have Ul systems in place, they exist

13 Labor market risk, including persistent scarring effects, are often also the result of aggregate shocks. For example,
the empirical literature suggests that negative shocks can lead to hysteresis, that is, output losses that persist long
after the initial shock. See, e.g., Cerra and Saxena (2008) for an analysis of a broad set of macroeconomic crises, and
IMF (2021) in the context of COVID-19.

14 All of these welfare cost estimates are large when compared to Lucas’s (1987) seminal examination of the welfare
gain from eliminating all consumption fluctuations, which he estimated at less than 1/100™ of one percent of
consumption.

I3 EPL refers to a set of regulations regarding individual and collective dismissals and the use of fixed term rather
than open-ended contracts. It includes advance notice periods or severance payments in case of individual
dismissals, prior announcement and authorization for collective dismissals and limits on the length and possibility
for renewal of temporary contracts. In the US, “experience rating” of unemployment insurance — where an
unemployment insurance tax rate depends on the employer’s history of layoffs — and strict anti-discrimination
clauses — often enforced via class-action suits — have been shown to act as a dampening factor on layoffs over the
business cycle (Ratner, 2013; Johnston, 2021).
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in only about 60 percent of EMDEs. In addition, recent estimates suggest that only about 22

percent of unemployed workers are covered by unemployment benefits (Duval and Loungani

(2019) and ILO (2017)). Among those countries with an UI system, benefit coverage is much

greater in AEs than in EMDEs—on average, close to half of the unemployed receive benefits in
AEs, compared to less than a third in EMDEs (Figures 7 and 8).

Figure 7. Share of countries with an

unemployment insurance system (2014, %)
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Sources: ILO Statistics and Duval and Loungani, 2019.

Figure 8. Unemployment benefit coverage (2013,
percentage of unemployed workers receiving benefits)
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Sources: ILO Statistics and Duval and Loungani, 2019.

The stringency of EPL and the coverage and level of MWs vary widely across countries. Among

OECD countries, some countries such as the
Netherlands employ strict EPL measures,
while others, such as Canada and the USA,
impose comparatively few restrictions on job
dismissals, although the US experience rating
premium in unemployment insurance taxes
has similar effects on dismissals (Johnston,
2021) (Figure 9). Similarly, MWs are widely
used among AEs, with nearly % having some
MW, while only about 60 percent of EMDEs
have a formal MW (Figure 10).

Figure 9. Procedural requirements for individual
dismissals of regular workers (2019, Indicator score)
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Source: OECD Employment Protection Leglslatlon Database.
Note: Range of indicator scores: 0-6. Procedural requirements
consist of two components: notification procedures and time
delay before notice can be given.



Most countries also have other
complementary insurance systems, such as
health, pension and disability insurance, as
well as, in many cases, social welfare
systems that provide a subsistence level of
income. While a deeper discussion of these
systems is beyond the scope of this paper
(see, however, Cerra et al. 2021, Chapter 14
on health-related issues and Chapter 18 on
generational issues), ILO (2017) concludes
that such systems remain limited in terms of
presence and coverage worldwide, and
particularly in EMDEs—for example,
globally only 41 percent of new mothers
receive maternity benefits, while only about
28 percent of persons with severe disabilities

1

5

Figure 10. Share of countries with minimum wage
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receive disability benefits. However, Figure 11 indicates that the lack of social protection is not
exclusively a matter of economic development—the most generous social protection systems in
EMs exceed those at the lower end among AEs, while the least generous EMs fall short of some

developing economies.

Figure 11. Proportion of population covered by social protection floors (%)
(averages of 2015-18)
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D.

Labor contracts — whether formal or informal —
renegotiation after the realization of technological, preference or labor supply shocks. To

Voice

are never fully contingent and so allow for

facilitate such renegotiation and to protect match-specific investment, workers and firms often
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join trade unions and business associations, respectively, which can voice concerns over
economic and social developments and engage in negotiations over wages and working
conditions. Trade unions, in particular, play an important role as they can help strengthen
workers’ voice and their bargaining power. They have often contributed to a reduction in income
disparities where they historically played an important role (Callaway and Collings, 2018; Farber
et al., 2018).

Forms of engagement and representation vary depending on the country context. For instance,
workers can be represented by formally recognized trade unions or informal worker associations.
Similarly, firms can be part of employers’ associations or be members of chambers of commerce.
In addition, many countries make provisions for firm-internal working conditions and grievance
mechanisms, for instance, through work councils or ombuds(wo)men.'® In many European
countries, workers’ wage and labor conditions are often covered by collective agreements despite
not being member of a trade union (through voluntary or administrative extension of wage
bargaining agreements). The labor market effects of collective bargaining are shaped to a
significant degree by how bargaining takes place. In some countries, collective bargaining is
centralized, with both workers and businesses are represented at the national level in tripartite
structures to engage in negotiations over national development strategies. In others, bargaining is
decentralized systems at the firm level, for example, with worker representatives being members
of the board of certain (large) companies or organized through work councils. And in some, it
takes a more intermediate form, with sectoral or occupational institutions bargaining over
minimum standards for wages and working conditions for (covered) workers. In practice,
collective bargaining institutions are more complex and can make clear-cut distinctions between
these different types challenging. For example, while many European economies are classified as
ones with predominantly sectoral bargaining, there is a great deal of variation among them in
terms of extension agreements (i.e., the extent to which bargaining agreements are binding for
non-participating firms), derogation (to what extent can individual firms opt out) and
coordination through pattern bargaining (OECD, 2013, Table 1).!7

16 To the best of our knowledge, no overall encompassing overview exists for cross-country comparison of different
forms of such mechanisms of voice. Most comparable information is limited to rates of trade unionization and
business associations.

17 The possible impact of collective bargaining institutions on wage and (un)employment outcomes was summarized
by Calmfors and Driffill’s (1988) “hump-shaped hypothesis” which argued that highly centralized systems (by
providing macro flexibility) and decentralized systems (by providing micro flexibility) would outperform sector-
level bargaining in terms of unemployment outcomes. This is because under centralized systems, unions would be
more likely to internalize the impact of negotiated wages on overall unemployment, while under firm-level
bargaining, they would be cognizant of the firm’s profitability so as to avoid layoffs—either of these constraining
elements would be absent under intermediate systems, thus leading to relatively higher wage outcomes and lower
production and employment. In practice, the hump-shaped hypothesis has had mixed empirical success, in part
reflecting the complexity of collective bargaining institutions.
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Empirically, trade union density and
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generally, have been declining in most

countries over recent decades, especially in comparison to business associations. For example,
union density has roughly halved since 1980 in Germany, France, the UK, Austria, and the
Netherlands, and it has declined substantially also in Central and Eastern European countries
after the fall of central planning.'® And since the early 2000s, union density and collective
bargaining coverage have declined in almost all countries, mostly as a result of a rise in
employment in non-covered sectors and occupations (Figures 12 and 13). Conversely,
membership in business and employer associations has remained stable in all OECD countries
(Cazes et al., 2017) except Slovenia and Portugal, having successfully adapted “their
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could help a more equitable
introduction of new technologies that would improve the longer-term prospects for productivity

18 The decline in union coverage in Germany arguably was one of the reasons for the introduction of a MW in 2015.
In some other countries, union density has declined more moderately, such as Spain, Belgium, Iceland and the
Nordic countries. For more details, see Visser (2013) and OECD (2017).
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and employment, for instance by strengthening incentives for worker training and supporting
workforce reorganization (Genz et al., 2019).

E. Informality as a Cross-Cutting Issue

Informality is a cross-cutting example which touches on the aforementioned four pillars of
inclusiveness.!® While informal employment in many countries is often the only avenue for
individuals to gain access to employment, it is frequently in the form of low-quality jobs with

low pay (fairness).’

Moreover, informal workers are insufficiently protected from risks such as
job loss and health problems, and hence face higher volatility in their income (protection).
Finally, informal workers are typically not organized in trade unions and hence they do not have
the opportunity to protect their labor rights, associated for instance with working hours or safety
regulations, as well as to influence social and economic policies (voice).?! Thus, in many
EMDEs, providing formal employment opportunities is one of the main challenges to developing
a more inclusive labor market, and in fact to inclusive growth more broadly. Countries
characterized by a high level of informality tend to experience higher poverty and inequality
(World Bank, 2019) and slower growth, with informal workers more vulnerable to shocks, since
informal employment is often concentrated in low productivity activities that are more likely to
be terminated in response to adverse shocks (Bacchetta et al., 2009). In this regard, informality
can be a consequence of low levels of economic activity and volatile economic growth—Ilacking
stable and productive employment opportunities and insufficient or absent social protection
schemes, workers are forced into survival activities that make them particularly vulnerable to
shocks. One of the main solutions to high levels of informality therefore is in many cases to
create a dynamic and growing economy that provides sufficient formal employment
opportunities. These broader policies are beyond the narrow scope of labor market policies (see
section IV for a discussion of some labor market policies to reduce informality).

19 The concept of informality ranges across several categories of activities and workers. Informality can refer to
informal economic activity and informal employment. A first approach to defining informality, the enterprise-based
approach, focused on the relationship between the enterprise and the government (e.g. registration status or
recognition by a government). However, there are limits to this approach, since unregulated forms of employment
may exist outside of informal enterprises. A second definition, resulting from the 17" International Conference of
Labour Statistician, combines the concept of informal enterprises with a concept of informal jobs (Hussmanns,
2004; Chen et al., 2005). Under this definition, paid employees are considered informal if they are not covered by
any social protections. Still, the enterprise-based approach remains valid and is applied to self-employed (employers
and own-account workers) who are considered to be in informal employment if the enterprise in which they work is
informal. For a broader discussion, we refer to Diaz et al. (2018) and ILO (2018a).

20 Workers with similar skills tend to earn more in the formal sector compared to their informal sector peers, with
the wage gap widening at lower skill levels (Deléchat and Media, 2020).

2! There are, nevertheless, examples of informal sector associations and trade unions are actively pursuing to reach
out to informal workers. One example is WIEGO in India that has a global reach. For a strategy on how to extend
social security to informal workers, see ILO (2020b).
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According to the ILO, two billion of the world’s employed population aged 15 and over work
informally, representing 61.2 percent of global employment. The incidence of informality varies
across countries and is positively correlated with the level of socio-economic development. In
countries at a higher level of socio-economic development, namely North America, Europe,
Australia and New Zealand, informality rates are below 20 percent, while in emerging and
developing countries more than 50 per cent of the labor force is informal (Figure 14). Estimates
for Sub-Saharan Africa and Asia are even higher.?

Figure 14: Share of informal employment outside the agriculture (2016, %)
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Source: International Labour Organization, available at
http://www.ilo.org/wcmsp5/groups/public/---dgreports/---
dcomm/documents/publication/wems_626831.pdf and https://ilostat.ilo.org/topics/informality/

Despite the overall decline in informal employment across both AEs and EMDEs, substantial
cross-country differences remain. In some countries, informal employment has increased, in
contrast to much of Latin America, South Africa, Vietnam and Indonesia, where its share has
been declining (OECD, 2011).%%2* The increase in certain types of informal employment
observed in some countries can be seen as the reaction to a failure on the part of governments to
provide proper social security or to difficulties faced by formal firms in surviving in world
markets (see Bacchetta et al., 2009).

22 For more details, see also Gasparini and Tornarolli (2007) and Jiitting et al. (2008).
23 Heintz and Pollin (2005) show that within a data set of 23 countries, 19 showed increases in informality.

24 In fact, the substantial decline in informality in Latin America over the past two decades was associated with large
decline in inequality (Deléchat and Media, 2020).


http://www.ilo.org/wcmsp5/groups/public/---dgreports/---dcomm/documents/publication/wcms_626831.pdf
http://www.ilo.org/wcmsp5/groups/public/---dgreports/---dcomm/documents/publication/wcms_626831.pdf
https://ilostat.ilo.org/topics/informality/
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Several factors affect the level of informality or at least are correlated with it. Informality is
highly correlated with own-account workers, the agricultural sector, rural areas, women, youth

and elderly populations, and low educational attainment.?

Vicious cycles may arise and further exacerbate the problem. Facing unstable income, informal
workers are unlikely to invest in human capital and move to higher productivity jobs and very
often they remain trapped in a vulnerable state. Moreover, high levels of informality also
diminish public revenues and limit the State capacity to raise taxes that would allow it to finance

public (primary and secondary) education and sustainable social security systems.®

Finally, the recent Covid-19 pandemic is likely to have a much more detrimental impact on
informal workers. A large number of informal workers are engaged in manual tasks and service
activities, which typically cannot be performed remotely and hence are more affected by the
Covid-19 crisis.

IVv. PoOLICIES FOR INCLUSION

Departures from inclusivity in the labor market can arise from many factors, including demand
and supply factors, cyclical or structural dynamics, and other market failures, such as incomplete
insurance markets or non-competitive markets (e.g., market power). Devising the right policies
to address shortcomings in labor market inclusiveness requires policymakers (1) to properly
diagnose these challenges and (2) based on this diagnosis, design and implement appropriate
policies.

Some standard labor market models and frameworks can be helpful in structuring such a
diagnosis. For example, in some cases, it may be appropriate to consider perfectly competitive
markets as a benchmark and ask if, and to what extent, market outcomes differ from such an
outcome. Depending on the answer, policy implications can vary drastically: for example, in a
perfectly competitive labor market equilibrium, imposing a (binding) MW will reduce
employment and raise wages above the market level; by contrast, if the assessment is that firms
have excessive market power (monopsony), a MW can raise employment and wages.

In other cases, it will be helpful to recognize that many labor market outcomes are shaped by
frictions in the flow of job seekers and job vacancies. Job search and matching models are built

25 According to UN data, women are the overwhelming majority of informal workers in developing countries,
accounting for 95 (90) percent of total employment in South Asia (Sub-Saharan Africa). Own-account work refers to
self-employed workers who do not have any employees.

26 In EMDESs, where informality is most pervasive, government revenues are, on average, lower by 5-10 percentage

points of GDP, and expenditures are lower by 4-10 percentage points of GDP than in those with the lowest levels of
informality (World Bank, 2019).
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on this notion (e.g., Mortensen and Pissarides, 1994; Pissarides, 2000; Layard et al., 1991; Ernst
and Rani, 2011). In particular, they provide a framework for examining the factors that affect the
flows into and out of (un)employment, as well as the incentives for firms to create new jobs.
Strong economic growth and high mobility of job seekers both across sectors and occupations
allow for efficient labor reallocation and a fast return to low (equilibrium) unemployment, while
frictions can, in times of recessions or when jobs are being destroyed for other reasons (e.g.
automation or import competition), lead to more persistent increases in unemployment and
slower adjustment to sectoral or other reallocation needs. Such frictions are particularly relevant
in countries that are characterized by strong labor market segmentation arising, for instance,
from lack of skills, tight regulation (e.g., occupational licensing, employment protection), lack of
access to finance or lack of market access and slow growth (Fields, 2005).

Based on the diagnosis, reform success depends on the state’s capacity to identify challenges
properly and its ability to design and implement appropriate policy reforms. Often, policy
makers lack both. Regarding the first, many countries do not possess an independent
employment observatory or a well-funded (national) statistical system that would allow to
identify challenges and track policy impact and progress in implementation. Part of a successful
transition to an inclusive labor market therefore will include strengthening labor market
information and analysis systems.?’ In addition, policymakers must have the requisite economic
capacity to interpret data and devise appropriate policies. Even if policy needs are properly
identified, countries with limited fiscal space and a reduced capacity to mobilize resources may
not be able to prioritize policies that foster inclusiveness. Lastly, implementation also,
importantly, hinges on the presence of sufficient legal and institutional frameworks to enforce

policies.?®

In the following, we discuss some policy measures that can help address some of the departures
from inclusive labor markets suggested by the discussions so far.

%7 Ideally, such systems should be removed from daily policy activities to provide for a systematic analysis of the
challenges; given sufficient funding; and provided with political clout. Possibilities to strengthen such a function
include linking it to institutions providing social security or setting up observatory groups within a (labor) ministry.
To the extent that other institutions also collect information on (local) business conditions, it is also imperative to
help connecting such information across institutions (e.g., the Beige Book by the US Federal Reserve Board).

28 Resource mobilization is a constant challenge in many developing economies. Setting up a national development
agency can help coordinate activities across ministries, ideally by including social partners, even though such efforts
to coordinate policy actions face challenges of their own, as experienced in South Africa. Cerra et al. 2021, Chapters
12 and 13 discuss in greater detail fiscal issues related to inclusive growth; Chapters 10 and 15 touch on some of
aspects related to governance and political economy, respectively.
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A. Rebalancing Market Power

As discussed earlier, some recent research suggests that a rise in market power (firm
monopsony) and a gradual erosion of effective labor market institutions, most notably a rapid
decline in trade union membership and bargaining power, have played an important role in
contributing to the substantial decline in labor income shares, i.e., a decline in wages relative to
labor productivity. In this section we discuss some policy responses to these changes in market

power.?

Minimum wages

In the presence of monopsony on local labor markets (often found in retail or hospitality
services), large employers offer both employment and wages below market clearing levels to
maximize their profits (Manning, 2021). Long treated as a theoretical peculiarity with little
empirical relevance (Neumark and Wascher, 2008), evidence for such market power has
increasingly found empirical support in recent years, both economy-wide and for specific
occupations and sectors.>® Against this backdrop, the debate on using MWs as a direct way for
government to create a floor for working conditions has intensified, especially among AEs. In
the presence of monopsony power, MWSs can constitute a win-win policy, raising inclusion and
efficiency. Even in the absence of firm power, the MW is a direct distributional tool and often
seen as an appealing policy option for governments to help alleviate in-work poverty, and reduce
income inequality, while imposing limited direct fiscal costs. MWs also interact with social
security systems including pensions (Borgshulte and Cho, 2019) and prevent the dilution of tax
credits and wage subsidies (Rothstein and Zipperer, 2020). The discussion regarding the impact
of MW on restoring labor market inclusiveness hinges critically on the extent and scope of
market power across sectors and occupations. That is, a single MW level may not be effective to
help offset general firm monopsony power that plays out across the wage distribution.

Empirical estimates of the employment impact on low-wage earners remain inconclusive
(Neumark and Shirley, 2021; Dube, 2019a) and show large variation across demographic groups
(Cengiz et al., 2019).3! Similar to the impact in AEs, adverse effects on employment of MWs in

2 We also noted that changes in the labor share could be due to the nature of technological change rather than
changes in market power. Government policy might also be used to affect the nature of technological change and the
extent to which labor-saving technology is adopted. Technology and policy are discussed in more detail in Cerra et
al. 2021, Chapter 5.

30 See Davalos and Ernst (2021) for an overview of the current state of the discussion and micro-economic evidence
on the extent of monopsonistic power in the United States and Peru. The importance of firm monopsonies has also
received attention in recent discussions on raising the MW in the US (CBO, 2021). See also Cerra et al. 2021,
Chapter 6 on product markets and competition.

31 For example, Fedoretsa and Shupe (2021) find that the introduction of a MW in Germany in 2015 raised
reservation wages by up to 16 percent, but only temporarily and only at the lower end of the wage distribution.
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low- and middle-income countries are typically small and sometimes positive, depending on
country circumstances.

The evidence does, however, point to strong positive effects on poverty alleviation (Dube,
2019b). In OECD countries, an increase in the MW is likely to result in lower wage dispersion as
it tends to benefit low-skilled workers (OECD 2011) and thus could help reduce earnings
inequality. In developing countries with large shares of the workforce in informal employment,
where statutory MWs cannot be enforced, they often tend to spill over nevertheless, raising
incomes in both formal and informal employment relationships, suggesting significant market

power of employers in the formal economy (Adam and Buftie, 2020).

To maximize the effects on a reduction in poverty while limiting negative effects on jobs, the
literature has identified a number of principles (Herr and Kazandziska, 2011, provide a
summary). For example, a (statutory) MW should be defined in consultation with social partners
to achieve poverty alleviation objectives while minimizing possible adverse employment effects,
and it should be regularly monitored and revised, for example, through a representative body and
based on an evaluation of the economic and social evolution, to ensure it continues to have its
intended impact (ILO, 2015).32 When collective bargaining agreements have sufficient coverage,
they can be also be an effective mean to fix MWs.

Strengthening collective bargaining institutions

Eroded bargaining power of (especially low-income) workers can be restored through stronger
bargaining institutions. Policy intervention in this area is, however, less obvious as trade
unionization relies heavily on political strategies of trade unions themselves, including whether
they prefer to organize along sectoral or occupational delineations or coordinate at the regional
or national level. In this regard, globalization, the rise in atypical work and a shift towards
traditionally less unionized (private) service sector jobs has proved to be particularly damaging
to trade unionization rates regardless of policy interventions, including in traditionally corporatist
countries such as Germany where the number of trade union members halved between 1990 and
2010 (Bryson et al., 2011; Schnabel, 2013). Such a reduction, while often promoted as a move
towards a more flexible labor market, can come at the cost of making industrial relations more
conflictual (Addison and Teixeira, 2017). As discussed in Section II1.D, trade unionization rates
are low also, and especially, in developing countries where informality rates are high, despite an

32 As noted by the ILO in its Minimum Wage Policy Guide, “[s]etting and adjusting the level is perhaps the most
challenging part of minimum wage fixing. If set too low, minimum wages will have little effect in protecting
workers and [if] set too high, minimum wages [may] have adverse employment effects.” The level that
policymakers should set the minimum wage at will generally depend on country-specific factors and policy
objectives, including, e.g., whether the aim of a MW is to achieve poverty objectives, address firm monopsonies, or
counter discrimination.
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increasing effort of formal sector trade unions to reach out into the informal labor market (ILO,
2019a).

The evidence on the impact of collective bargaining and unions on (un)employment is mostly
focused on AEs and is largely inconclusive. Most studies find, on balance, that unions either
increase unemployment modestly or have no significant effect, although OECD data suggest that
countries with high degree of coordination tend to have lower unemployment rates than others
(Betcherman 2012). Consistent with theory, empirical studies also consistently find that union
members and workers covered by collective bargaining earn higher wages than other workers,
with a wage premium of around 5-15 percent in AEs, and up to 20 percent in some EMDEs
(Betcherman 2012). Most studies show that the union wage effect is strongest for less skilled
workers and is larger for women than for men, although the evidence on other typically low-
wage groups, such as ethnic and racial minorities, is less clear. These effects are most prominent
in systems where union density is high, and collective bargaining is centralized and/or
coordinated. Thus, collective bargaining may reduce wage and income inequality (for example,
Duval and Loungani, 2019), although this impact tends to be moderate due to two competing
effects: unions narrow wage differentials among their members but widen disparities between
unionized and non-unionized workers (Betcherman 2012).

Policy makers have several ways of strengthening collective bargaining institutions. One
frequently used intervention consists of extending collective agreements reached between
management and unionized workers at the company- or sectoral-level to all employees,
unionized or not.>* Such administrative extensions have been shown to provide a fast and
effective way of guaranteeing a protection floor, especially in low-wage sectors. They can also
strengthen membership in business associations, giving employers a way to be involved in the
collective bargaining process (Hayter and Visser, 2018). At the same time, extending agreements
administratively can lower incentives for unionization. It can also adversely affect market
competition, as some firms may have an interest in pushing for higher wage agreements if
coverage extension rules can be used to raise rivals’ costs (Haucap et al., 2001; Villanueva,
2015; Oesingmann, 2016). Market concentration might therefore increase, further worsening
labor market imbalances that such extensions of collective agreements try to address.

An alternative but more indirect way is to bolster industrial relations at the shop floor through
works councils (Rogers and Streeck, 1995). Depending on the specific institutional settings,
worker representatives have to be consulted in cases of restructurings, investment or layoffs,
thereby reducing labor turnover and layoffs (Hirsch et al., 2010). When combined with industry-

33 See Hayter and Visser (2018) and Oesingmann (2016) for an overview of practices of administrative extension of
collective agreements in Europe and some selected emerging economies.
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level bargaining that prevents rent seeking at the shop-floor, such works councils have been
shown to raise firm-level productivity (Hiibler and Jirjahn, 2003) and to speed up the
introduction of new technologies (Genz et al., 2019). Nevertheless, reaping such benefits from
works councils might take time and require building up trust between management and workers
representatives before contributing positively to profits and wages (Mueller and Stegmaier,
2017).

Finally, some countries have managed to keep a high level of unionization through the “Ghent
system,” whereby trade unions rather than state agencies are responsible for administering a
(voluntary) unemployment benefit system. These systems, while regulated and subsidized by the
state, strengthen the ties between trade union organizations and employees, thereby increasing
incentives for adherence to a union (Scruggs, 2002). At the same time, younger workers and
independent contractors often opt out of such systems if they have the choice, weakening both
protection and union representation (Shin and Bockerman, 2019).

B. Sharing Risk

Workers face a multitude of labor-market risks, most of which cannot (easily) be insured against.
Such risks can include employment risk, technological change that makes existing skills (human
capital) obsolete, and/or income risk. The absence of private insurance markets for many of these

risks provides a rationale for governments to protect individuals.

Various approaches that are often chosen by governments include: (1) measures to restrict and/or
regulate layoffs under certain conditions, for instance, in case of mass layoffs, but also more
generally to prevent discrimination and unfair dismissals. Alternatively, (2) provision of
replacement income through unemployment benefits either directly as a government-run support
scheme or through subsidies to a voluntary insurance scheme. A third approach is (3) the use of
labor market programs to facilitate search and retraining. The first two approaches seek to
protect vulnerable households and prevent economic and social exclusion. However, they do not,
per se, facilitate job mobility or provide jobseekers with the tools needed for access to, or re-
entry into, the labor market. Moreover, various approaches to provide protection may contribute
to labor market segmentation, thus providing protection at the expense of access. The third
approach aims at limiting such segmentation by strengthening incentives for mobility and
provide resources to switch occupations, sectors or locations. A proper design of the three
protection mechanisms and their financing is therefore required to address such a trade-off. In
addition, a successful strategy needs to rely on the joint implementation of income support and
activation measures.
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Employment protection legislation

As discussed in Section III.C, EPL coverage and enforcement vary significantly across
countries.>* In the majority of countries, some categories of (dependent) employees are excluded.
For instance, in Turkey EPL does not cover domestic workers, agricultural workers,
managers/executives, as well as employees in enterprises with less than 30 workers. Australia
explicitly excludes casual workers from EPL legal coverage.*> Moreover, and importantly,
informally employed workers remain outside the reach of EPL.

EPL may reduce the risk of becoming unemployed for those individuals in protected jobs, but by
reducing firms’ incentives to create new jobs can reduce the probability for the unemployed of
finding a job. Moreover, EPL has a mixed record of protecting workers against shocks. Research
in AEs suggests that strict EPL reduces job destruction, as intended (Messina and Vallanti,
2007), and workers in firms with less restrictive EPL are more likely to be dismissed (Boeri and
Jimeno, 2005). However, EPL can contribute to labor market segmentation between highly
protected insiders and vulnerable outsiders and raises the risk of exclusion of youth and low-
skilled (Betcherman 2012). Strict EPL also tends to encourage informal employment and to
hinder productivity and economic growth (Bassanini et al., 2009). In the aggregate, EPL seems
to slightly reduce employment, although more in EMDEs than in AEs (Duval and Loungani
2019; Betcherman 2012). Moreover, even though the impact of EPL on unemployment seems to
be negligible (Heimberger, 2020), by dampening labor market turnover following an external
shock, unemployment can become more persistent (Bassanini and Duval 2006).

EPLs can also affect wages. A report by the OECD (2011) argued that stricter EPLs compresses
the wage distribution, and hence reduces wage inequality among the employed.

Differential EPL for different employment groups can lead to duality—in some labor markets, a
significant share of workers is under temporary contracts, who are likely to receive less
employer-sponsored training than workers under permanent contracts, where stricter EPL gives
firms an incentive to invest more in their employees. Therefore, strict EPL reduces labor market
opportunities of (more vulnerable) temporary workers relative to those under permanent
contracts (Cabrales et al., 2014). Segmentation in the labor market may also lead to higher wage
growth among more protected (permanent) workers, exacerbating wage inequality. Temporary

contracts often involve a substantial wage penalty, for example, EU temporary workers earn on

34 See Gimpelson et al. (2010) and Aleksynska and Eberlein (2016).

35 Casual workers are defined as persons “who have an explicit or implicit contract of employment which is not
expected to continue for more than a short period, whose duration is to be determined by national circumstance” (see
ILO, 1993).



27

average 14 percent less than regular workers (European Commission 2010), further contributing
to widening wage inequality (OECD, 2011).

However, certain forms of EPL can have potentially beneficial effects. Ciminelli et al. (2020)
suggest that strict EPL is associated with stronger workers’ voice and hence low risk of
exclusion (from employment). They argue that deregulation, by weakening workers’ bargaining
power, has been partially responsible for the declining labor income share in AEs. Moreover,
strict EPL creates the expectation of long-lasting employment relationships and hence
encourages investments by workers and firms in relationship-specific capital. Doepke and
Gaetani (2020) point out that in those countries such Germany were firms cannot easily fire
workers because of strict EPL, in case of turbulence shocks firms are keen to invest to maintain
workers’ skills and productivity. Bassanini and Ernst (2002) find that strict EPL in combination
with coordinated collective bargaining might have helped innovation and productivity by
stimulating the accumulation of firm-specific capital.

Alternative forms of employment protection through worker retention and furloughing schemes
have attracted increased attention especially following the outbreak of the Covid-19 pandemic
(OECD, 2020). Originally instituted in the chemical industry in Germany in 1910 to compensate
workers for (temporary) interruptions of activity without laying them off, the German Kurzarbeit
policy—which allows firms and workers to agree on hours reductions, with the shortfall in pay
partially covered by the government—has been extended gradually to over all sectors and
workers. Other countries have expanded similar programs as well. By raising the elasticity of
hours rather than of jobs the policy has been shown to yield a significant reduction in job
destruction, but also a reduction in the job-content of growth once the adverse shock is absorbed
and a recovery sets in (Hijzen and Martin, 2013). Arguably, however, an overly long extension
of furloughing will slow down the re-allocation of jobs, especially when the recovery is not
symmetric across sectors and occupations (Cahuc, 2019).

Income support and activation measures

Unemployment insurance (UI) systems are intended to provide temporary income support during
periods of joblessness, but often entail important trade-offs in balancing equity/insurance with
efficiency considerations. For example, more generous Ul can help offset the income losses from
becoming unemployed (insurance) but may also lead to higher reservation wages and longer
unemployment durations. Thus, at the most general level, UI systems should be neither too
generous nor too low.*® The empirical evidence on the impact of UI benefit duration on wages

36 The design of UI schemes varies significantly across countries. E.g., the level of Ul benefits may be calculated as a
contributions-related benefit, as a flat rate, or as a percentage of the person’s last wage. Some schemes also entail a
combination of these options and the application of minimum and maximum thresholds.
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and unemployment durations is mixed: Arni (2017) finds that longer duration of Ul benefits led
to higher reservation (and realized) wages in Switzerland, while others find small negative
effects of extending the duration of UI benefits on realized earnings in Germany (Schmieder and
Von Wachter, 2016) or modest effects in Austria (Nekoei and Weber, 2017).

However, high replacement rates, especially if paid over an extended period, may reduce job-
search efforts and the incentive to return to work, lengthening unemployment spells, and eroding
skills and labor market competencies (Van Ours and Vodopievic, 2008; Tatsiramos, 2009).

With regard to poverty and distributional effects, there does not seem to be a robust link between
UI benefit levels and overall inequality in AEs (Jaumotte and Buitron, 2015). In EMDEs, the low
level of coverage limits the ability of Ul systems to prevent unemployment-related poverty and
inequality and increases the importance of informal coping mechanisms—that is, to seek
informal employment to avert poverty (OECD, 2011).

To strengthen incentives to return to work, some countries have reformed their Ul systems by
offering high initial replacement rates combined with a fast reduction in benefits as
unemployment spells lengthen and strict obligations to accept available offers. The drawback is
that a tapered scheme penalizes the most socially vulnerable groups who are the most adversely
affected by unemployment, and is thus regressive (ILO, 2000a). Moreover, the prospect of a cut
in unemployment benefits may prevent jobseekers from devoting time to finding jobs that match
their skills, with detrimental effects on overall productivity and growth.

Indeed, recent research (Farooq et al., 2020 for the United States and Nekoei and Weber, 2017
for Austria) suggests that by providing more time for job search, extended UI benefits may
significantly improve job matching. This ultimately benefits both workers and firms, another
example of a ‘win-win’ policy. On the one hand, workers have a higher probability to find the
most suitable jobs — given their education, talents, and experience — and hence earn higher wages
and have greater job satisfaction and thereby lower quit rates. On the other hand, a more efficient
matching process also benefits firms and the overall economy because it lowers turnover and
improves productivity. Moreover, in countries where unemployment benefit schemes are limited
or absent, jobseekers are keen to accept any type of work, including informal employment. This
can limit their opportunities for (re-)employment in the formal sector, for instance through an
erosion of skills, adverse signaling of competencies or information barriers. Therefore, well-
designed unemployment benefit schemes can strengthen incentives to work in the formal
economy (Ernst, 2015).

A successful strategy proposes the combination of income support and activation measures with
a reduction in EPL as part of a “flexicurity” welfare reform (Bekker and Mailand, 2019). The
“flexicurity” model is characterized by the combination of three elements: generous social safety
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nets, an extensive system of activation policies and flexible hiring and firing. The most
prominent example is Denmark’s “flexicurity” model, which has resulted in low (long-term)
unemployment rates and a high perception of job security among Danish workers (Andersen,
2011). See also Cerra et al., 2021 Chapter 21 for further discussion of the flexicurity model.

Social protection

UI benefits are only one pillar of a larger package of programs to strengthen inclusiveness and
provide protection against various forms of income loss due to illness, disability or old age.
Common to all are several challenges to inclusiveness that tend to create a policy trade-off
between protection and access. Contributory social security systems—financed through
contributions by beneficiaries and their employers—create a duality in the labor market since they
automatically exclude informal and (in most cases) self-employed workers.3” Inefficiencies in
social security systems often mean that the social protection benefits are small relative to
contribution rates, discouraging individuals from seeking out formal employment, and similarly

providing disincentives to formal job creation for firms

Therefore, a successful policy strategy to address this trade-off needs to tackle both the lack of
protection and the risk of labor market segmentation. Some governments, therefore, have started
to expand non-contributory systems to promote inclusiveness by extending social protection
systems to informal workers not covered by any social mechanism. While this approach
strengthens social protection, it further lowers incentives to work in the formal economy. A
second pillar, therefore, consists of strengthening incentives to facilitate the way to
formalization, for instance by broadening the tax base and lowering tax rates. In addition, a two-
tier social protection system could extend unemployment benefits to all workers in the formal
sector including those working part-time and/or on temporary contracts, lowering incentives for
jobseekers to take up an informal job.®

In recent years, many governments have taken steps towards universalizing social protections
combined with increased incentives to work formally.*® Spain, for instance, lowered contribution
rates for low-income workers to strengthen incentives to work formally. Similarly, Brazil,
Thailand and Uruguay provide subsidies for social security contribution of self-employed
workers not previously covered by the compulsory social insurance system. Philippines,
Uruguay and the Republic of Korea have extended legal coverage to specific occupations, such
as domestic workers and construction workers. Some countries have reduced legal barriers to

37 In some countries, registered self-employed workers are also covered.

38 Cirelli et al. (2021) develop a model for middle-income developing countries and show that the introduction of a
Ul savings account system creates incentives to work in the formal sector.

3 For an exhaustive discussion on strategies to extend social security to informal workers, see ILO (2020b).
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formality and modified eligibility conditions on the minimum period of employment or working
hours (e.g. Netherlands and Vietnam).

Strengthening resilience: active labor market policies

Social protections such as Ul benefits play a key role in facilitating labor market inclusiveness
by providing income support for jobless workers, but they do not necessarily equip them with the
skills that they need to access better quality jobs or to achieve speedy re-entry into the labor
market. In this regard, Active Labor Market Policies (ALMPs), if well designed, can equip
jobseekers with the necessary support to transit to (better) job opportunities faster, thereby
promoting inclusiveness.*’ Therefore, a successful strategy should rely on the joint
implementation of ALMPs and income support measures. The combination of the Plan de
Asistencia Nacional a la Emergencia Social (National Assistance Plan of Social Emergency,
PANES) and Trabajo por Uruguay programs is an example of such a joint strategy. On the one
hand, PANES aimed at providing monetary support to vulnerable households and preventing
economic and social exclusion. On the other hand, Trabajo por Uruguay aimed at improving
labor competencies of both dependent and self-employed workers and hence increasing their
employability. However, the strategies have been criticized for not reaching their potential.*!

Certain enabling conditions are required for the successful implementation of integrated
approaches. First, a transparent and inclusive governance system is necessary for a rapid and
efficient identification of the target of beneficiaries to ensure the participation of those in greatest
need. Second, the involvement of social partners to address skills deficits and improve the
delivery of training is important (see ILO, 2019b).

There is evidence suggesting that certain programs are more effective than others. For example,
job-search assistance and training tend to work well (Card et al., 2010) and well-designed wage
subsidy schemes (Card et al., 2018; Estevao 2007), while public job creation (e.g., public works
programs) appears less effective in helping workers over the long run (Bown and Freud, 2019),
though it could be helpful if linked with training.

40 ALMPs include several tools, namely training provisions, Public Employment Service (PES) and job-search
assistance, employment subsidies, start-up incentives, hiring incentives, direct job creation.

4! One possible reason is the limited duration of PANES and Trabajo por Uruguay, which was capped to a
maximum of five months (Escudero et al., 2020). Extending the duration of programs might have helped reduce
barriers faced by beneficiaries, particularly those associated with strengthening skills. Moreover, the World Bank
estimate that about 60 percent of participants of the training activities appeared to have been trained to develop non-
transferable skills, i.e. skills that were specific to the project in which the individual was involved. Developing
transferable skills, based on vocational training could have increased the employability of participants (World Bank,
2008).
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Empirical evidence for Latin American countries demonstrates that ALMPs are more successful
among low-skilled workers, women and youth, especially when implemented during periods of
economic expansion (Escudero, 2018 and Escudero et al., 2019). ALMPs are also associated
with reduced informality: training programs increase both formal employment and earnings,
while participating in the Public Employment Service increases the probability of having a
formal job (Pignatti, 2016).

C. Fighting Discrimination

Section III on measurement has summarized
a subset of a large empirical literature .
Figure 15. Output Losses from Gender
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There is strong evidence that discrimination carries substantial economic costs. In their study on
French grocery stores (see above), Glover, Pallais, and Pariente (2017) estimate that the
performance losses due to discrimination reached up to nearly 10 percent. These losses also have
an analogue at the macroeconomic level. For example, Hsieh et al. (2019) report that in 1960,
over 90 percent of doctors and lawyers were white men, while by 2010, that share had come
down to just above 60 percent.*? Assuming that there are no innate differences in the underlying
talent distribution among different groups, this suggests that many women and black men were
not in occupations where they could contribute most productively. The authors estimate that the
improved allocation of talent across occupations between 1960 and 2010 has accounted for 20-
40 percent of GDP growth during that time. Other research estimates benefits of reducing gender
discrimination to be of a similar order of magnitude (Ostry et al., 2018 and Cerra et al. 2021,

42 Anecdotally, as cited by Hsieh et al., Biskupic (2006) notes that Supreme Court Justice Sandra Day O’Connor
graduated third in her class from Stanford Law School in 1952 yet could initially only find a job as a legal secretary.
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Chapter 16).** See Figures 15. Thus, removing barriers to occupational choice, including through
removing discrimination against workers of different race or gender, thus can have vast growth,
productivity and equity benefits. Put differently, addressing discrimination is not only an ethical

imperative, but is also of first-order importance from an economic perspective.

The large macroeconomic costs associated with discrimination suggest that this is an area of
significant win-win outcomes: removing discriminatory occupational barriers and pay

differences would benefit not only those discriminated against, but also the economy as a whole.

However, while the gains from addressing discrimination are potentially large, labor market
policy options are complex. Much discriminatory behavior in the labor market is rooted in
cultural and social norms that are formed outside the labor market. And important elements of
unequal access arise from discrimination that has taken place prior to entering the labor market,
such as access to quality education and training.**

While many of the above are issues that policymakers must address more broadly and beyond
the labor market, the research literature suggests some options for addressing discrimination
within the labor market. For example, making discrimination illegal is an important first step.
While explicit legal requirements not to discriminate do not solve the underlying sources of
discrimination, they are an important necessary condition. The Equal Employment Opportunity
Act of 1972 in the US is an example of such a measure forbidding discrimination against
employees on the basis of race, sex, color, religion, or national origin. Chay (1998) finds that it

has had a positive impact on the employment and earnings outcomes of African-American men.

The experimental studies mentioned earlier, including Goldin and Rouse (2000) and Bertrand
and Mullainathan (2004), suggest that hiding the gender or racial background from recruiters can
lead to less biased hiring decisions that are instead based on skills rather than other unrelated
attributes, and hence to a more productive workforce. Similarly, the research by Glover et al.
(2017) suggests that employers, by being more attuned to the dynamics of supervisor-supervisee
relations across racial backgrounds, can achieve significantly higher productivity. While their
study focused on racial aspects, similar effects may apply along the gender dimension.
Implementing such policies is, again, win-win for all involved, and policymakers and social
partners can play a role in shaping an environment that encourages such practices.

Lastly, quotas can play an important role in achieving desirable outcomes. They can be an easily
measurable, and thus easily enforceable, policy to achieve diversity. Gender quotas in particular

43 Relatedly, Page (2017) argued that diversity in teams carries a “bonus” in that their collective decision-making
exceeds that of the group members’ individual decision-making ability.

4 Among many examples, provision of public or subsidized childcare facilities could encourage higher female labor
force participation with potentially large gains in terms of output (see Cerra et al. 2021, Chapter 16).
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have been increasingly adopted by many companies across the globe. In the case of European
companies who implemented gender quotas on their corporate boards, Kuzmina and Melentyeva
(2020) find that these companies experienced increases in firm value, suggesting that (gender)

diversity and shareholder interests can go hand in hand—yet another win-win.*>4

D. Addressing Labor Market Segmentation (Informality and Duality)

As discussed in Section III. E, informality is one of the main obstacles to a more inclusive labor
market in many countries. Policy solutions to reduce informality and labor market segmentation
need to address their country-specific root causes (Loayza, 2018). Frequently, stringent and
burdensome regulation, such as strict labor regulations, high (marginal) taxes, and complicated
tax payment procedures (Loayza et al., 2006; Schneider, 2004; Perry et al., 2007), are a key
cause of informality. A second cause is low institutional quality, such as corruption, weak rule of
law, or lack of accountability, and low trust in institutions (Loayza, 2007; Torgler and Schneider,
2007; Van Elk et al., 2014). Finally, a lack of integration with the global economy, low
educational levels and related low levels of productivity among formal sector firms translate into
low gains from becoming formal (Bacchetta et al., 2009; de Paula and Scheinkman, 2007; Perry
et al., 2007; Jiitting et al., 2008). Three key policy areas include strengthening labor productivity,
tax measures and administrative measures.

Encouraging structural change

Many factors prevent faster structural change towards high-productive, formal employment—in
addition to weak overall economic demand, a lack of an educated workforce and low managerial
competence are often to blame (Loayza, 2018; Bloom et al., 2017). Frequently, low educational
attainment translates into young workers not being able to enter the labor market other than
through informal jobs, significantly reducing their long-term prospects (Shehu and Nilsson,
2014).

Those shifting towards self-employment or entrepreneurship lack the skills and experience to
create sustainable businesses. Overall, informal workers — whether self- or dependent employed
— have significantly lower educational levels, preventing them from accessing high-productive,
formal jobs (Maurizio and Vazquez, 2019). General (public) investment in education

4 In the US state of California, a 2018 bill requires public companies with headquarters in California to name
certain minimum number of female directors (varying by firm size) to their boards (Groves, 2019).

46 The policies listed here are of course not exhaustive, and standard labor market policies may also have an impact
on discrimination. For example, Derenoncourt and Montialoux (2020) have argued that the extension of the federal
minimum wage coverage under the 1966 Fair Labor Standards Act affected especially industries in which black
workers were more strongly represented—the authors find that the broader minimum wage coverage lowered racial
earnings gaps while finding no significant employment effects.
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infrastructure, quality teaching and the expansion of vocational training systems can help
increase educational attainment and provide more opportunities for workers to transit to formal
jobs (see also Cerra et al. 2021, Chapter 14 on education for inclusive growth). This can include
recognizing educational investment provided by the informal economy itself to facilitate
occupational transition. Moreover, active labor policies and job reinsertion programs through (re-
)training can contribute to facilitate the transition to formalization both on the current job and
through job switch (Card et al. 2010 and 2018).

Taxation

An efficient tax system is an important tool for addressing rising inequality and informality and
restoring robust economic growth. Taxation is a potential tool to lessen the costs of operating in
the formal sector, since formality choices are highly elastic with respect to marginal tax rates.

Reducing the tax rate on formal businesses eases the migration of entrepreneurs from informal
into formal activity, where productivity is higher, with positive effect on output and economic
efficiency.*’ Higher tax rates among firm-owners induce not only substantial movements to the
informal sector, but also under-reporting of taxable earnings and income shifting to tax-favored
business forms, which may ultimately lead to inefficient allocation or resources.*® Lowering
payroll taxes is also a potential lever to increase formal employment and extend social insurance

coverage among the labor force, although the effects may vary across countries.*

If informality is voluntary, lower tax rates should reduce firms’ incentives to enter the informal
sector. However, even if informality is involuntary, lower tax rates could reduce informality by
encouraging formal sector firms to expand employment and create more formal jobs. The
empirical literature suggests that the best approach to reduce the size of the informal sector is
using taxation to reduce the costs of being formal and create the right incentives for companies
and workers intending to switch to the formal sector.

Some countries in Europe have undertaken reforms to strengthen formalization. For example,
reduced tax rates for low-wage earners (e.g. in Belgium, Bulgaria, the Netherlands and France),
as well as tax exemptions and reductions in sectors that rely on undeclared work (e.g., in
Hungary, Sweden, Belgium and France).

47 For a case study on the Russian Federation, we refer to Slonimczyk (2012), while for a case study on Brazil see
Araujo and Rodrigues (2016).

48 See Waseem (2018) for an analysis of the Pakistani tax reform introduced in 2009.

49 Pagés (2017) discusses pros and cons of payroll tax cuts in developing countries and analyzes the circumstances
under which payroll tax cuts can pave the way to formalization.
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Some emerging economies, especially in Latin American countries, have also implemented
policies aiming at removing obstacles to formalization, such as simplification to registration
procedures and tax simplifications for small businesses.

Brazil is an illustrative example of an emerging country which, starting form high level of
informality in the late 1990s, has adopted a set of policy initiatives to facilitate the move to
formality. The SIMPLES and SUPERSIMPLES programs, launched in 1996 and 2006
respectively, aimed at reducing the costs of formalization through a simplification and a
reduction of tax rates and tax regulations for Brazilian micro firms with no more than five paid
employees—most prevalent in the informal economy. Since the SUPERSIMPLES came into
force in July 2007, some 9 million businesses have joined this system of taxation and the
formality rate has increased by 11 percentage points (see Fajnzylber et al., 2011).

Another example is the Monotax (or Monotributo) implemented in 1998 in Argentina. Monotax
is a simplified tax collection/payment scheme for small taxpayers. People covered by the
Monotax regime are entitled to the same social security benefits as salaried workers. The
Monotax has proven to be an effective tool for the formalization of micro- and small enterprises,
as well as for the extension of social security coverage to independent workers, especially
women. While these types of programs could help foster formalization, they have their limits as
they could hinder growth opportunities in EMs, since they increase the incentives for small
enterprises to remain small (see Hsieh and Olken, 2014).

In the same vein, tax reforms were implemented in Colombia in 2012 with the aim to increase
employment and, in particular, formal employment. The reforms reduced payroll taxes for those
with less than 10 employees and for self-employed who hired two employees or more. Empirical
evidence suggests that the probability of formal employment and the likelihood of transitioning
into registered employment increased for the affected groups after the reform (Kugler et al.,
2017).

A more cautious view is provided by Langot et al. (2019), who analyze the effectiveness of a
budget-neutral tax reform (that aims to reduce the tax burden for small enterprises) in fostering
formalization. They find that tax policies might play only a minor role in improving
formalization rates, especially in emerging countries. To reduce the incidence of informality, tax
policy interventions should go hand in hand with other social protection policies as discussed
earlier, and with administrative policies, which is discussed next.



36

Administrative (E-Formality) Policies

Administrative policies should support and strengthen the effectiveness of policies towards
formalization by enhancing enforcement, promoting information sharing and elevating
awareness, as well as establishing efficient and transparent administrative processes.

New technologies can enhance the impact of policies addressing informality. In recent years, an
increasing number of governments have started promoting the application of new technologies.
These so-called “e-formality” policies facilitate development of partnerships and sharing of
information among tax, social security and employment institutions, which ultimately simplify
the transition to formal employment (Chacaltana et al., 2018).

An example of e-formality tools is the development of electronic solutions to facilitate tax filing
and collection (e.g. e-Tax in Estonia), as well as to reduce time and costs for business registration

(e.g. one-stop shops, such as Ventanilla Unica Empresarial created in Colombia in 2017).

However, the registration of new firms does not necessarily imply the formalization of their
workers (Deelen, 2015). Therefore, a complementary tool is the electronic registration of
workers (e.g., the eSocial project launched in Brazil in 2007 or the Electronic Payroll solution
created in Peru in 2006 to replace the manual reporting of private business payrolls), as well the
development of electronic solutions, such as mobile apps, to simplify payment of social security
contribution, especially for domestic workers. New technologies may also be used to enhance
labor inspections (e.g. in the United Arab Emirates or the Digital Inspector scheme launched in
Argentina in 2003).

Another aspect under which new technologies can contribute to formalization is improving
access to information on and awareness of workers’ human and social rights. In many countries,
a large majority of workers in the informal economy has a low level of education and is often
unaware of what social protection schemes are available to them and how they can access such
schemes. Raising awareness is a catalyst for the extension of social security to the informal
economy. Many countries have recently become more active in informing their members about
their contribution records and entitlements. Turkey provides an illustrative example in this
respect. Since 2012, an information system, combining the databases of three different social
security institutions, allows users to obtain quick access to information on pension and health
insurance status, registration and premiums by using simply their citizenship identification
number (ILO, 2019Db).

Finally, tracking transactions is another important tool for the transition to the formal economy,
since operators in the informal economy tend to use cash, because of their limited access to
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formal financial services and/or with the purpose to avoid paying taxes.>® For instance, the
Government of the Republic of Korea gives an incentive — in the form of a tax deduction in
income tax — to those people reaching a certain amount in credit card transactions. Alternatively,
some countries impose penalties instead of an incentive to discourage cash transactions. In

Greece, for instance, taxpayers incur a penalty if they do not make enough electronic payments.

V. CONCLUSION

The labor market plays a key role in shaping the extent of inclusivity in the overall economy.
While measuring inclusivity presents challenges, we have identified several dimensions along
which there is substantial scope for improving inclusivity. We close this paper by summarizing
what we view as the four key takeaways for policy makers concerned with increasing the
inclusivity of the labor market.

First, there is no uniform set of policy recommendations. Importantly, inclusivity is a multi-
dimensional concept. The departures from inclusivity may differ across economies, and different
economies may place different weights on the different dimensions of inclusivity. Drafting a
course of action requires both assessing the various departures from inclusivity and assigning

weights to the different dimensions of inclusivity.

Second, policy makers will often face important tradeoffs in terms of achieving the various
dimensions of inclusivity. For example, as we have argued, employment protection may provide
protection for currently employed workers while at the same time it diminishes access for young
workers entering the labor market.

Third, and related, policy makers should view policies as a bundle and not individually. Some
policies are substitutes while others are complements. Thus, policies should be assessed as part
of a package and not in isolation. The Danish system of flexicurity stands out as an example of a
package of policies that work together.

Fourth, departures from inclusivity occur both at the micro and the macro level. Many standard
policy tools are best suited to addressing problems that are macro in scope, so addressing micro
departures may require more novel approaches.

We close with two additional remarks. First, our analysis has focused somewhat narrowly on
what happens in the labor market. But it is critical for policy makers to understand that much of
what happens in the labor market is strongly influenced by outcomes and events outside of the
labor market. Inequality in access to quality schooling translates almost directly into inequality

30 See also Cerra et al. 2021, Chapter 4 on financial inclusion.
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of access to opportunities in the labor market. Cultural norms or discriminatory practices outside
of the labor market will similarly translate into departures from inclusivity in the labor market.

Second, many labor market outcomes reflect changes in technology. While some aspects of
technological change might best be viewed as exogenous, we think that an important area for
future work is to understand how policy settings influence the extent and nature of technology
adoption. Some tax policies, for example, might implicitly encourage firms to replace low skill
labor with machines. As the impact of technology continues, we think it will become
increasingly important to think about the potential for policy to shape the nature of technological

innovation and adoption.
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