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Evidence-based policy making

Short-time work compensations and employment

Temporary government schemes can have a positive economic effect
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ELEVATOR PITCH

Government schemes that compensate workers for the
loss of income while they are on short hours (known
as short-time work compensation schemes) make
it easier for employers to temporarily reduce hours
worked so that labor is better matched to output
requirements. Because the employers do not lay off
these staff, the schemes help to maintain permanent
employment levels during recessions. However, they
can create inefficiency in the labor market, and might
limit labor market access for freelancers and those

looking to work part-time.

KEY FINDINGS

Pros

© Short-time work compensations reduce layoffs and

make it easier for employers to adjust their workers’

hours to meet work requirements.

© Because fewer people lose their jobs, both the
employer and the state pay less in unemployment
benefits.

© Used in downturn periods, compensation schemes
are particularly beneficial for permanent workers,
who can continue in steady employment.

© Short-time work compensation schemes benefit
companies, because they allow them to retain
valuable staff during downturns.
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© Compensation schemes are not beneficial to
temporary workers, who do not qualify for pay-
ments and may be excluded from the labor market.

© By distorting the labor market, short-time work
compensation schemes can lead to inefficiency. The
reductions in working hours negotiated may not
match the demand for labor.

© Because jobs are retained when there is no
demand, the schemes inefficiently reduce the
reallocation of labor to more productive jobs.

© Compensation schemes are not necessarily the most
effective way of adjusting hours and labor costs
during a recession. Company-level bargaining over
hours, wages, and employment may provide a better-
tailored outcome than a state-sponsored scheme.

Short-time work compensation schemes can help employers to adjust labor to match demand during temporary periods

of low demand such as recessions. They work well when unemployment benefits are generous, because they reduce their

take-up. They are also effective when there are strong labor regulations and market institutions which make it difficult to

adjust hours and wages at the plant level. However, they need to be designed and used with care, because they can lead

to inefficiency. Workers might be retained when they should instead be made redundant, and the schemes hinder the

reallocation of workers to more productive jobs.
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MOTIVATION

In Germany, Japan, and ltaly, the short-time take-up rate was over 2% in 2009, in
the trough of the recession (see Figure 1). When such schemes are offered, there is
a strong take-up. But do the schemes have a positive economic effect? Do they help
to reduce unemployment levels? Or do the distortions they cause in the labor market
have a negative effect that outweighs their advantages? To discover that, we need to
look at their theoretical and practical implications.

~ Figure 1. Short-time work take-up rates in the OECD countries as a percentage of employees —
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Source: Cahuc, P., and S. Carcillo. “Is short-time work a good method to keep unemployment down?” Nordic

Economic Policy Review 1:1 (2011): 133-164 [1].
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DISCUSSION OF PROS AND CONS
Background

In periods of recession, many enterprises find there is less demand for their goods or
services. This can make it difficult or impossible for them to retain their full workforce
and continue to operate profitably. They face the alternatives of either laying off some
of their employees, or reducing their working hours.

Redundancies often involve considerable cost, particularly when labor market
regulations hinder companies from making them, and paying these costs can have a
long-term effect on profitability. In addition, if valuable staff are lost, it is often both
difficult and expensive to replace them once demand recovers. It can take a long time
for the enterprise to return to its pre-recession levels of output and profitability, and
in some cases it will never do so.
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Requesting—or requiring—workers to reduce their hours of work can also be difficult,
however. Workers and their representatives often strongly resist such requests, because
of the loss of income involved. A reduced income will affect people’s standard of
living, and could make it difficult or impossible for them to meet commitments such
as mortgage payments.

Short-time work compensation schemes provide additional funds so that employees
can reduce their hours of work without a proportional reduction in their take-home
pay. The employees earn less than they do when in full-time employment, but more
than they would receive in unemployment benefits. The cost of supplementing the
employee’s income is typically shared by the employer and the state.

The state input means that in some circumstances employers can afford to retain
employees even when the requirement for their labor is lessened. It also means that
in some circumstances people remain in their jobs when otherwise they would have
accepted redundancy or sought work elsewhere. There is of course a cost to the state
of running such a scheme, and this must be taken into consideration.

In addition, any such scheme represents a distortion in the labor market, and such
a distortion leads to inefficiencies. Because the enterprise might be retaining more
staff than are required by its level of demand, it will not operate as profitably as if
demand and labor were perfectly matched in an open labor market. Any such scheme
also disadvantages those who cannot use it: for instance, those without full-time
permanent jobs may find that those with subsidized jobs hinder their own entry to
the labor market. Further, it is difficult or even impossible to distinguish between
short-term recessions, from which a recovery can be expected, and longer-term
market movements. Some employees will be subsidized to carry out a job for which
the previous level of demand will never recover. Employees might also be deterred
from moving from jobs in declining markets to jobs in markets that are growing, and
this too acts as a brake on the economy.

Research into countries and regions where a short-time work compensation scheme
has been introduced, and comparisons between different schemes, and with countries
and regions that have no such scheme, can help to clarify these different effects, and
suggest the circumstances in which a scheme proves beneficial overall. It can also
suggest how a scheme can best be designed to maximize its advantages and minimize
its negative effects.

Germany, Japan, and Italy are examples of countries that have been affected by a
strong decline in output while unemployment has increased only moderately, if at all.
They have also introduced short-time work compensation schemes. This suggests that
these schemes might have a positive effect, and these apparent successes have led to
a renewal of interest in them. But to discover whether the apparent success is real,
we need to look at earlier research into the consequences of introducing this type of
scheme.

The effect in stabilizing employment and reducing unemployment

The first study to yield systematic cross-country evidence about the consequences
of short-time schemes compares aggregate adjustment patterns in employment and
hours worked across countries and over time, using quarterly time-series data for
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Belgium, France, Germany, and the US [2]. In Belgium, France, and Germany, short-
time compensation schemes were in operation during the research period; there was
no such scheme in operation across the US.

All of these countries have experienced a recession and downturn in demand, and
in all of them working hours were adjusted to compensate for the fall in demand,
at a level that appeared to be similar in all of the countries. However, the pattern
of adjustment was different in the European countries from that in the US. The
adjustment of employment to changes in output was much slower in the German,
French, and Belgian manufacturing sectors, and the adjustment of hours worked was
much faster in these countries.

This suggests, in other words, that in the European countries the adjustment was
achieved by reducing the hours of people in work, while in the US it was achieved
by reducing the number of people in work (by a mixture, that is, of stopping hiring
and redundancy). Both results indicate that the short-time work schemes stabilized
employment, while hours of work could be adjusted in a highly flexible way to account
for the change in production [1].

It has been argued that measures to facilitate alternatives to layoffs, such as work-
sharing and short-time work compensation schemes, are typically found in countries
where there are strong job security regulations [2]. Because it is more difficult and
expensive to make staff redundant, there is understandably more motivation to find
alternative ways of reducing the amount of labor that employers pay for.

These results are confirmed in research from 1994 based on a set of ten Organisation
for Economic Co-operation and Development (OECD) countries over the period
1969-1988 [3]. It was found that countries with strong job protection saw the same
overall level of adjustment in hours of labor as those with flexible labor regulations, like
the US. So this too suggests that working-time adjustment was used to compensate
for restrictions on firings.

A further study looked at a period (2003-2009) which included the more recent
2008-2009 recession [4]. The aim was to analyze the quantitative impact of short-time
work compensation programs on employment and average hours, using cross-country
and time variation in take-up rates. The analysis was based on quarterly data for 19
OECD countries and four industries (manufacturing, construction, distribution, and
business services). It distinguished between permanent and temporary workers.

As Figure 2 shows, 11 of the 19 countries operated a short-time work compensation
scheme during the entire period, five countries introduced a new scheme during the
financial crisis, and three countries had no short-time work compensation scheme
during the research period. Several countries (for example, France, Germany, and Japan)
relaxed the eligibility criteria for their schemes during the 2008-2009 recession [1].

Findings support the conclusion that short-time work compensation programs had
an important impact on preserving permanent jobs during the economic downturn [4].
The largest proportional impacts were in Germany and Japan, where 0.7-0.8% of jobs
were saved. In contrast, short-time work compensation seemed to have no significant
impact on either the employment or the average hours of work of temporary workers.
So this research suggests that the positive effect on permanent jobs is not countered
by a negative effect on temporary jobs [1].

IZA World of Labor | May 2014 | wol.iza.org
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Figure 2. Short-time work (STW) compensation schemes in 19 OECD countries during the

/"~ recession of 2008 )
Country Existence of STW
Austria Existed before 2008
Belgium Existed before 2008
Czech Republic Introduced during the crisis
Denmark Existed before 2008
Finland Existed before 2008
France Existed before 2008
Germany Existed before 2008
Greece No STW
Hungary Introduced during the crisis
Italy Existed before 2008
Japan Existed before 2008
Netherlands Introduced during the crisis
Norway Existed before 2008
Poland Introduced during the crisis
Portugal Existed before 2008
Slovak Republic Introduced during the crisis
Spain Existed before 2008
Sweden No STW
United Kingdom No STW
Source: Hijzen, A., and D. Venn. The Role of Short-Time Work Schemes during the 2008-09 Recession. OECD
Social, Employment and Migration Working Papers, No. 115. OECD Publishing, 2011 [4].
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Since governments and social partners purposefully improved access to short-time
work compensation schemes in order to limit the loss of jobs during the recession,
the correlation between short-time work compensation and employment might be
biased. Some research has taken specific account of this possibility. Further research
has looked at OECD countries during a period covering the 2008-2009 recession and
has revealed that during this period a net number of jobs was always saved by short-
time work programs [1], [5], [6]. However, it has been estimated that these effects
were temporary, and that by the end of 2010 the net effect of short-time work on
employment was negligible or could even have become negative [6].

Ithas been foundthataone percentage pointincrease in short-time work compensation
take-up rates is associated with a decrease of one percentage point in unemployment
and an increase of one percentage point in employment [1]. The overall effect being
that the schemes stabilized employment and reduced unemployment during the
2008-20009 recession.

Again, the evidence suggests that the schemes had a positive impact on permanent
employment, but not on temporary employment. This suggests that short-time work
compensations are mainly beneficial to permanent workers, as discovered in further
research from 2011 [4]. This is perhaps not a surprising outcome, since the schemes
are designed primarily to preserve permanent jobs.

S
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Several empirical studies use company-level rather than national-level data to
compare employment patterns in companies that use short-time work compensation
and those that do not. Again, they find beneficial effects for permanent workers.
Research focused on Kurzarbeit, the well-known and long-standing short-time work
compensation program in Germany, reveals that companies using Kurzarbeit make less
use of temporary contracts, such as temporary agency work, freelancers, and part-
time workers, than companies that do not use the scheme [7].

Panel data which covers about 1% of all companies and 7% of employees in Germany
has also been drawn on [5]. In addition, working time accounts, which played an
important role during the recession in Germany have been taken into consideration
[5]. A working time account is a flexible working arrangement, where workers are paid
for an agreed number of hours regardless of how many they work. Within limits, they
can “bank” additional hours they have worked and use them to reduce the hours they
work in less busy periods, or work for fewer hours and use the surplus to increase the
hours they work in busy periods.

It has been concluded that Kurzarbeit saved about 400,000 jobs, which amounts
to about 85% of the full-time equivalent of the short-time work [5]. However, these
findings need to be approached with caution, since they set a 95% confidence interval,
which corresponds to a range of between 34,000 and 770,000 jobs saved. This entire
range suggests that short-time work schemes protect established employment, but
tend to hinder the use of more flexible working arrangements.

The effect of the schemes on unemployment insurance

Short-time work compensation is typically intended to prevent “excess layoffs,” or
in other words to reduce the amount of unemployment, and as we have seen, the
schemes appear to have this effect. But what effect do these and other schemes have
on the costs of unemployment benefit?

If employers have no incentive to “internalize the social cost of their decisions,” or in
other words, if they do not have to pay to fire employees, then they will tend to make
redundancies if they have too much labor available [1]. This is particularly true when
there is an unemployment benefit scheme which provides payments only to full-time
unemployed workers. In most countries, employers make social contributions: that is,
they contribute to the fund that covers the cost of unemployment benefits.

The immediate cost of redundancy compensation clearly has an effect on employers’
decisions about redundancies, but there is also a method by which social contribution
levels might have an effect in the longer term. Experience-rating systems mean that
employers’ social contributions are varied depending on their employment pattern,
and are increased for the future when they make employees redundant. Just as making
a claim on a car or household insurance policy tends to mean that renewal costs are
higher, so an employer whose redundant employees make heavy claims on the public
purse can be required in this way to contribute more to it.

Research into the impact of experience-rating systems concludes that these systems
have the effect (as they intend) of reducing layoffs [8], [9]. In theory, if there is full
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experience rating, which means that each company fully covers the social costs of its
decision to make staff redundant, there will be no excess layoffs.

However, experience rating also has its drawbacks. Many companies, especially
small ones, cannot afford the full social cost of making employees redundant. This
is particularly true if they need to borrow money to meet the cost, and have limited
access to financial markets. Faced with these costs after a downturn in demand they
might go out of business, and this will have a negative effect on the economy as a
whole.

For these reasons, full experience rating is unlikely to be the optimal solution from
an economic perspective, and the state will always need to cover some of the costs
of redundancy. This means that there will always be some excess layoffs. In these
circumstances, it can be efficient to combine short-time work compensations with
unemployment benefits, because the cost to the public purse of the work compensation
scheme is offset against the cost saved through the lower claims on unemployment
benefit [1].

The effect on job creation and temporary contracts

Despite its benefits, short-time work may not be a panacea [10]. In fact, the same
problem which plagues unemployment insurance, i.e. excess layoffs in the case of
partially experience-rated systems, also creates distortions under short-time work
arrangements: Short-time insurance schemes can bias downwards and hence
incorrectly lower the average number of hours worked because they subsidize
reductions in working time. They induce inefficient reductions in working time in the
absence of incentives that would limit their recourse [1].

In addition, short-time work compensations may hinder job reallocation. That is,
people might continue to work in a job for which there is insufficient demand, when
in an efficient market they would move to a job for which a higher demand exists.

Just as experience rating can be used to regulate employers’ use of redundancies,
so it can be used for short-time work compensation schemes. In other words, the
employers (and in some cases employees too) who make use of such schemes are
required to contribute to the costs over the longer term. This can provide an adequate
incentive to limit the use of the scheme, to those cases when the downturn and short-
time working is genuinely expected to be temporary.

However the same problem applies to full experience rating in this context: Many
companies could not afford it, and the cost could drive some out of business. Fixing
on the precise optimal combination of schemes and payment for them is difficult or
impossible, because so many elements are involved. They include the preferences of
workers, the organization of companies, labor market institutions, and the functioning
of markets.

So if short-time work compensation is used extensively, there are clear drawbacks. It
could result in too many employees working short-time, bar potential new workers
from being employed, and hinder adjustments to changed economic conditions.
Even when the right solution is to adjust hours rather than to make excess employees
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redundant, there could be other ways of achieving this, such as plant-level bargaining
over hours, wages, and employment, which are more effective [1].

Short-time work compensation schemes and job protection

Short-time working schemes differ greatly from country to country in many aspects.
These include the eligibility criteria, the cost to the employers, and the level of
replacement income provided. Take-up rates for the schemes are strongly affected
by how generous the schemes are to employers (in other words, what proportion of
the subsidy to income is provided by the employer and what proportion by the state),
and are affected too by the schemes’ generosity to employees (who might reject the
reduction in hours and choose redundancy or seek another job if the scheme offers
too little) [5].

Employers have a greater incentive to support short-time work compensation schemes
when it is expensive for them to make staff redundant. From the employee perspective,
the schemes are most attractive to insiders: that is, permanent workers in steady
employment, who might prefer to go on the scheme rather than to fight to retain
their existing hours, or to look for another job. Understandably they are less popular
among those who do not qualify for the schemes, for example because they are self-
employed, unemployed, or employed on a casual basis.

Short-time work compensation schemes tend to be more developed in countries with
stricter employment protection rules and more generous unemployment benefits. They
are less developed in countries where the labor market mechanisms make it relatively
easy to bargain over wages and hours at the plant level [1], [5]. In particular, Belgium,
Germany, ltaly, Luxemburg, and Turkey use a combination of strict employment
protection legislation and generous short-time work compensation schemes, as is
shown in the Illustration on p. 1.

The positive relation between short-time work compensation schemes and job
protectionsuggeststhatthe cross-countrydifferencesinshort-timeworkcompensation
do not only reflect different ways in which equilibrium is reached in a complex job
market. They might also reflect the power in different countries of insiders: that is,
people who are already in secure, protected employment [1].

Short-time work compensation schemes do not benefit all workers. Those without a
secure, protected job—outsiders, in other words—not only fail to benefit from such a
scheme, they might indeed suffer from its introduction. The more secure permanent
work is protected, the more difficult it is for outsiders to access this, or indeed any,
work. If permanent workers have an easy opportunity to keep their jobs in downturns,
and increase their hours when the economy improves, this reduces the chances for
others to claim work once it becomes available.

These schemes make forms of temporary and agency working to handle upturns in
demand less attractive to employers. So the scheme could lead not only to more secure
and continuing employment for the favored insiders, but also to a more entrenched
core of unemployed or insecurely employed individuals, who continue to be a burden
on the public purse. As a result, a high take-up rate does not necessarily imply that
the scheme is cost effective from the point of view of the state [1].

IZA World of Labor | May 2014 | wol.iza.org



PIERRE CAHUC | Short-time work compensations and employment

1 ZA

World of Labor

LIMITATIONS AND GAPS

Much remains unknown about the impact of short-time work compensation on
employment. While macroeconomic evaluations have identified a net global impact,
their conclusions are drawn from a relatively small set of observations. This limits
the ability to finely identify the impact of programs, which are very different across
countries. Larger sets of observations collected at the company level, combined with
relevant empirical strategies, are needed to confirm and fine-tune these conclusions.
Moreover, empirical evidence indicates that short-time work compensations have
beneficial effects in downturns, but their impact in recovery periods is not yet
documented [1].

Very little is also known from a theoretical point of view. Although it is clear that it
can be optimal to include short-time work compensation in unemployment insurance
systems [1], much remains to be done not only on when short-time work compensation
should be used but also on the eligibility criteria, the cost to employers, and the
replacement income provided to workers.

SUMMARY AND POLICY ADVICE

All'in all, it seems that short-time work compensation programs used in downturns
have had significant beneficial effects on permanent employment (avoiding job losses
and limiting unemployment). However, special attention should be devoted to the
design of these programs. They can lead to inefficiency, both over working hours and
in the reallocation of workers to more productive jobs. In order to limit these negative
effects, two features should be built into their design.

First, it is worth introducing experience rating, so that employers who use such
schemes, and those who use them for longer, pay more toward them. Second, it is
important to commit to stable rules, which are best designed under normal economic
conditions—and not during recessions—to avoid pressure to set up excessively generous
schemes during turbulent periods, since they can be difficult to turn off later. Indeed,
persistently high take-up rates can be costly for society as a whole and detrimental to
non-eligible workers.

The demand for short-time work compensation is very much affected by employment
protection legislation and the centralization of wage bargaining. Factors such as these
mean it is more suitable in some countries than in others.
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