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Employment Subsidies and
the Behavior of the Firm

Bertil HolmIund

l. INTRODUCTION

The simultaneity of high. rates of inflation ann

unemployment during the seventies has increaseo

the interest in selective employrnent policies as

means to reduce unemployment without increasin9

inflation. The experiences of large reqional unem­

ployment differentials have reinforced thi~ inter­

est • Numerous l\Testern governments have un0ertaken

various programmes of employment suhsi~ization,

e. g. the Uni ted States , Sweden, the Uni ten King­

dom, the Federal Republic of Germany, Relgiurn,

France, the Netherlands ann Norway. Among the pro-

grams considered are margina~emp.!oY!2:'en!-~uhsj.~ies

(MES) in which suhsinies are paven only for in-

creases in employrnent.

Marginal employment subsidies may be constructeCi

in a variety of ways. Distinctions can e.q. be

made between temporar~ and 'pe~manent schemes as

weIl as between programs focusinq on net ~hanqe~

versus gro~01:9~~ of employment. A large number

of different subsioy hases might he usen, e.g. the

total increase in employment, the increase ahove a

speci fic thresholo or the increase in the firm I s

wage bill. The programs in operation are character-
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ized by great differences concerning their main

goals (preventing layoffs versus fostering hir­

ings), the choice of subsidy base and employer and

employee eligibility requirements. The British Tem­

porary Employment Subsidy from 1975 is e.g. intend­

ed to be job preserving rather than job creating,

whereas the Swedish recruitment subsidies intro­

duced in 1978 are stimulating hirings. 1

The purpose of the present paper is to elucidate

how marginal ernployment subsidies will affect the

behavior of a profi t-maximizing firm. Capi tal and

labor are not considered completely variable but

adjustable at cost. Two different institutional

settings are analyzed, a fixwage regime and a

flexwage regime. The firm in the first regime is

unable to control its wage and is facing nonwage

recrui trnent costs only. The firm in the flexwage

world, on the other hand, can influence the supply

of labor to itself by its wage choice. An increase

in hirings--or a decrease in qui ts--will thus be

associated wi th adjustment costs in terms of wage

increases. Section 2 contains an analysis of the

fixwage regime , whereas section 3 deals wi th the

case of dynamic monopsony. The interest is concen­

trated on employment subsidies ; we are, however,

also illuminating certain effects of investment

subsidies (ltmarginal capital subsidies ll
) •

.1 The references contain a list of earlier theore­
tical, empirical and policy-oriented investiga­
tians of employment subsidy schemes.
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2. EMPLOYMENT SUBSIDlES UNDER A FIXWAGE REGIME

2.1 Rasic Assumptions

Consider a competitive firm pronucing its output

according to the pronuction function O = f(K,N)

homogeneous of degree one. Capi tal and labor are

by assumption quasi-fixed factors: changes in the

factors are thus associateo with positive costs of

anjustment. The analysis is confinen to a case

with purely external adjustment costs, implyinq

that investment and recrui trnent of labor have no

effects per se on the production activities of the

firm. The adjustment eost functions have conventio­

nal convexity properties, i.e.

c > O
II

c > 0,
AA

(l)

(2 )

where I is gross investment ann A the number of

new hires. The rationale for imposinq costs asso­

ciaten with capital anju~tment has heen nealt with

in investment literature ann will not be discussen

in this paper. l Current investment costs are in

our formulation of two kinds: expenditures for

buyinq capital goods, mI, where m is the (fixeö)

price of capital goods, and installation costs,

C(I), independent in size of the price of the

rnachines.

The assumption of risinq marginal recruitment

costs has intuitive appea.l ann J"1ight have öiffer­

ent sources. In the first place, the costs associ­

ated with search for new workers are positive ann

l See e.g. Gouln (1968).
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probably rising at the margin oue to the oisper-

sion in space of job seekers. Secondly, the firm

will have to provi<1e each new employee with SOMe

firm-specific training ann the marginal costs for

this conversion of II raw ll labor into "proöuctive"

labor is likely to rise with the number of hirings

due to crowding. 1 The analysis will be confinen to

the behavior of the recruiting firm, thus disre­

garning layoffs. By assuming homogeneous labor,

the possibility of simultaneous hirings and fir­

ings is ruleö out. The variable 'A mig"t, however,

be reinterpreten as layoffs when A<O. Retaining

the assumption of convex arljustment costs, th,e

latter interpretation implies C <o and C >0. The, A AA
realism of separation costs should he ohvious~ the

rationale for their convexity seems perhaps more

questionable. Somewhat tentatively, it might be

argued' that firing costs are rising at the margin

due to increasing administrative buröens an~ over­

time requirements within the personnel nepartment.

The problem facing the firm is to maximize its

discounten cash flow net of taxes (1.') ana subsi-

öies (SN' SK)' i.e.

(X)

max v=be-rt[PO(K,N)-WN-C(A)-mI-C(I)-T+SN+SK]ot (3)

subject to the constraints

.
N A - qN (4)

K= I - öK, ( 5 )

l In passing, it might he noten that Enmunö Phelps
assumes convex recruitment costs in his ~erivation

of the Phillips Cllrve. See Phelps (1971).
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where q is the quit rate ann c the rate of oepre­

ciation, both exogenously given.

Tt is assumen that the profi t tax is chargen at

the rate 't on gross income less pure waqe costs,

hi ring costs ann costs of installation of capital

goods. Moreover , a fraction h of the oepreciation

mcK is aenuctible. Employment ann investment sub­

sidies are includen in the tax hase. The tax func­

tion is

T 't[PQ - wN - C(A) (6 )

where SN is the amount of employment subsinies and

SK the amount of investment subsirlies. The ana­

lysis will be restricte~ to per~anent suhsiny

schemes of the type S=s· B, where S is the amount

of the suhsidy, s the suhsidY rate an~ R the

subsidy hase. Programmes using net employment

changes as hase will he aistinguishen from scheme~

aimed at subsioizing qross employment chanqes. A

mixed variant wi Il inclnne a threshol~,. The oi ffer­

ent possihilities are summarizen in the formula

(7 )

where Kl is the thresho1d: Kl=q implies net growth

in employment as subsidy hase. The suhsidy is

assumed symmetric, holning for hoth increases and

aecreases in employment. Employment reductions

will thus be punished by lower suhsinies or hiqher

taxes. l The scheme CJescriben provir1es the policy-

l Non-symmetric MES-programmes (i.e., SI O for
N < O) coulo he oestahi l.izinQ as they ~iqht <:r~ate
incentives for employment sp'eculation, i.e. excec;-

Cont.
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maker wi th two di fferent instruments, the subsi'öy

rate and the threshold. The investment subsidy-­

or investment tax--is analogously written as

(8)

where s2 is the

threshold: k 2=O

gross investment.

subsioy rate ann k 2 the capital

implies e.g. subsiöization of

2. 2 Prope~~!-~~ of ~r:_~_.9p.!2-.-m~J-_~!!'P.!:9'y~en.!:

and ~nv~s_tmen",=-_po~i~"y

The firm has two controI variables at i.ts öispo­

sal, hirings (A) and investment (I). The Hamiltoni­

an is:

H (9 )

where Al ann A2 are co~t_~,t~ vnriables interpret­

ahle as marginal revenues associateo with increas­

es in employment and capital. Necessary conditions

fer optimum are

(10)

(Il)

Cent.

sive employment renuctions in a recession in orner
to obtain eligibility for suhsinies durinq a re­
covery. This ohservation wouln be one rationale
for applying some kinn of symmetric schemes, in­
tenned to shi f t the an justment C()~t function for

'employment increases as weIl as employment reouc­
tians.
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The interpretation of (la) is the following: Along

an optimal path, the va1ue of inereases in emp1oy­

ment shou1d equal the (net) marginal hiring eost.

This hiring eost is redueed by a higher emp10yment

subsidyand by a higher profit tax (since recruit­

ment out1ays are deductible). The interpretation

of (Il) is analogous ~ the value of inereases in

the stock of capital shou1d equa1 the marginal

investment cost, net of taxes and subsidies.

Additional necessary conditions for maximum are:

oH
oN (12)

implying

(13)

(14)

(15)

Focusing on the stationary solution (~ =~ =0) wel 2

have from Eq. (14) and Eq. (10)

(l-~)(pQ -w-s k )
----~--_!...-!- = (l-~)(C -s )

q+r A l

and from (15) and (Il)

(16)

(1-~)(PQK-s2k2)+~hm6

-----Ö+r----- (17)

The numerator in (16) is the net cash flow ohtain­

ed by adning a new worker to the firm's labor

force. In equilibrium the present value of increas-
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ing employment equals the marginal hiring cost.

The L.H.S. of (16) expresses the expected capital

value of hiring a worker with the quit-probability

q. A higher marginal employment subsidy will de­

crease this present value (through the negative

term SIkl). The reason is that the MES-scheme

investigated is equivalent to a tax on a fraction

of the firm' s labor force as well as ahiring

subsidy. Consider e.g. a pure net employment sub­

sidy, i.e. k l = q. The product slk1 (=slq) is then

interpretable as the expected quit tax.

Rearranging,Eq. (16) and Eq. (17) gives the margin­

al productivity conditions for labor and capital:

m(ö+r) _ ~hmö + s k + [C -s ][ö+r]
1-~ 1-~ 2 2 . I 2 .

(18)

(19)

The marginal revenue product is higher than the

nominal wage, the difference consisting--in the

first place--of the subsidy rate times the thresh­

old (the "tax element" of the subsidy scheme).

Secondly, the firm will recover a proportion q of

the net hiring costs, thereby recovering 100 per

cent in the long run for the average employee

(whose expected length of employment is l/q). Fi­

nally, the firm will recover imputed interest on

its hiring investments, r[cA-s
1

].

The R.H.S. of Eq. (18) ~-the implicit rental value

of labor services-- will decrease with a higher

subsidy, provided that the inequality q+r-k1>O

holds; the effect is unambiguous in the pure net

employment subsidy scheme (q=k
1

) and is reinforced
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of interest. Similar arguments

value of capital services, the

R.H.S. of Eq. (19). Capital costs are, however,

also affected by the tax on profits.

2.3 Comparative Statics

Consider the stationary solution to the

rentiai equations (4), (5) , (14) ann

differentiating the system the öeterminant

four diffe-

(15). By

D = PQNN pQKN -(q+r)CAA O >0

(l-~)PQKN (l-~)PQKK O -(l-~)(o+r)CII

(20)
-q O l O

O -o O l

is obtained. The results of the comparative stat­

ics, pursued by solving the differentiated equa­

tians by Cramerls rule, are summarizerl in Table l.

Table l.

Parameter
increased

Affected enrlogenous variable
N K A I

p

w
r

q

6

ro

+

+
?

?

+

+
?

?

+

+
?

?

+

+
?

?



- 276 -

Some conclusions emerge from the exercises:

l. An increase in the proouct price (or a decreas­

ing wage rate) wi 11 increase Doth capi tal and

labor in stationary equilihrium.

2. A higher rate of interest will decrease the

equilibrium size of the firm.

appears for increases in the

the rate of depreciation of

the price of capital goo~s (ro).

The same result

qui t rate (q),

capital (o) and

3. A higher tax on profits will decrease the

demand for both capital ann lahor in Fitation­

ary equilibrium. This effect is aue to the

assumed tax treatment of "pure" investment out­

lays, mI (not deouctihle). More generous treat­

ment of nepreciation (a hiqher h) will, on the

other hand, increase the stationary size of

the firm (through the resulting necrease in

the rental price of capital).

4. A higher employment subsioy thresholn (kl)

will reduce the demand for labor but also the

demann for capital. The scale effect swamps

the substi tution e ffect. A higher investment

subsidy threshold (k
2

) will, analogously, ~is­

courage capital formntion hut also, through

the scale effect, reduce the neMann for lahor.

Now consider the marginal employment suhsidy. "'Je

obtain

oN
~l

oA
~l

(q+r-kl)(1-~)[6(0+r)CII-PQKK]

D

(q+r-k1)(l-~)[6(0+r)CII-PQKK]q
------------0----------------

(21 )

(22 )
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(q+r-kl)(l-~)PQKN

D

(q+r-kl)(l-~)ÖPQKN

D

(23)

(24)

The signs hinge on the expression (q+r-k
1

). If the

thresholö is located at N = () (i.e. kl = q), the

signs are unambiguously positive.

A pure hiring

employment and

subsidy (kl=O) will foster both

investment. It is interesting to

note the existence of the special case q<k l <q+r,

where a hiqher subsidy will increase employment

even if the threshold implies a tax in stationary

equilibrium.

Consider,

obtain

finally, the investment subsidy. We

oN
e82

01
~2

(ö+r-k2)(l-~)PQKN

D

(ö+r-k2)(1-~)qpQKN

D

(ö+r-k2)(l-~)[q(q+r)CAA-PQNN]

D

(ö+r-k2)(l-~)[q(q+r)CAA-pQNN]Ö

D

(25)

(26)

(27)

(28)

stating that a rising subsidy will increase emplay­

ment provideö that it increases the aemanö for

capital, i.e. if the inequality ö+r-k
2

>O halas.

The signs are unamhiguous for a net investment

subsidy (k
2

=ö) and for a pure gross investment
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subsidy. Also in perfect symmetry with the employ­

ment subsidy, a special case appears when a rising

investment "tax" increases the öemand for capi tal

(if ö<k
2

<ö+r).

2.4 Comparative Dynamics

In the preceding section we have investigaten how

the stationary equilibrium of the firm will he

affected by changes in different parameters. We

now turn to the instantaneous effects of chanqes

in the parameters, restricting ourselves to the

employment subsidy rate and the threshold. Is it

necessarily true that (e. g.) a lower thresholn-­

implying a higher equilibrium level of employment

--will produce an instantaneous increase in hi­

rings irrespective of where on its path the firm

is located? In order to simplify the analysis, the

stock of capital is assumed to be fixed.

Consider a phase diagram in the (A,N)-space

(Figure 1). The öifferential equation for hirings,

obtained from (lO) and (14), is

Å
C (q+r) - pQ + w + s (k -q-r)

A N l l

Implicit differentiation of (29), connitional upon

Ä=O, establishes a negative slope for the Ä=O
line. 1 By differentiating N=A-qN for N=O we finn

OAIoN
Å=O

pQ
. NN < °

CAA(q+r) •
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Figure l.

A

Å=Q

N=O

A*

--------------a...-------------~N

N*

a positive slope for the N=O line. The nonlinear

system can be analyzed in a local reqion ahout the

stationary solution (obtainen as the intersection

of the curves Å=O and il=O). It can be shown that

the equilibrium is a saddle ~ hence there exists a

unique optimal recruitment policy for the firm

(the heavy arrows). Starting from an arbitrary

point NO <N* the firrn will approach equilibrium by

accessions which necrease over time. If employment

reductions are called for, it is optimal to start

~ith a low numher of hirings and increase recruit­

ments over time. The model thus implies tlemploy­

ment smoothing" as an optimal response to demand

changes.
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The slope of the optimal path is

y oA

oN

.
A.
N

CA(q+r) - PQN + w + sI (k l -q-r)

CAA(A-qN)
(30)

If a change in a parameter is increasing the equi­

libriurn employrnent level the instantaneous effect

on hirings will also be positive, proviaen that

the new path is everywhere above the old one. In a

hypothetical point of intersection between the

paths. t~_~e slope of the new path must be less

steep than the slope of the oln one (for N > o).

Differentiating (30) wi th respect to the suhsidy

rate and the threshold gives

k l-q-r
Ex < O as N > O (if q+r>k l)
oSl CAA(A-qN) > <

oy sI
O il > O.ok l CAA(A-qN) ~ as <

( 31 )

(32)

The slope of the optimal path is steeper for N > O

after an increase in the subsidy rate (if kl <q+r

holds, implying a higher stationary level of em­

ployment). Thus no intersection occurs in that

region. Likewise, no intersection between the

paths can occur in the region N < o. It follows

that a higher subsidy will inouce an instantaneous

increase in hirings (Figure 2) irrespective of the

firrn I s actual employrnent level. l By similar argu­

ments it can be shown that a higher threshol~

always will decrease hirings.

l Disregarding the case k >q+r.
l
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Figure 2.

A

A*
2

A*
l

j

......~ ............
............ -... ......

-------------'---..-L.-------------a.N

The special case appears when q<k
1

<q+r: a hiqher

subsidy will then proouce an instantaneous in­

crease in hirings ann a switch to a new growth­

path aiming at a higher stationary equilibrium

with a hig~~~ employment tax: the negative suhsiny

is SN= sI (q-kl)N for N = O. This possihility--not

easy to öiscover within a static framework-­

hinges on the fact that the firm is halancinq two

opposing forces: the subsinies (taxes) possible to

get (avoid) during the adiustment process versus

the employment tax in steany state.



- 282 -

3.1 Assumptions

The preceding model has treated the qui t rate and

the wage rate as exogenously given to the firm. We

now relax these assumptions by making both quits

and new hires dependent on the wage choice of the

firm. The differential equation describing employ­

ment growth is

N [a (w) -q (w) 1N, (33)

where a(w) is the new hire rate (A=a(w)N).l The

expected signs are aw>O and qw<O. Furthermore, we

impose "decreasing marginal returns II to the wage

recruitment policy, i.e. ~-qww<O. Wage increases

will thus increase employment at a decreasing

rate. One argument underpinning the assumption is

that quits are likely to reach a lower limit due

to retirements, i. e. qww> O• Another argument

relies on the dispersion in space of job seekers.

The problem facing the firm is

max V J -rt [ ]e pQ-wN-rnI-C(I)+SN+SK-T dt,
O

(34)

where nonwage recruitment costs are abstracted

from; the firm is assumed to be able to control

l The number of hirings is thus homogeneous of
degree one in employment. Job seekers are likely
to contact large firms more often than small ones
in order to increase the possibilities of finding
vacancies.
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the flow supply of labor to itself solely by its

wage choice. 1

Differentiating the

(34) with respect

Hamiltonian correspondinq to

to the control variahle (the

wage rate) gives the first order condition

}...
l

(l-'t)(l-sla
w

)

a w - qw
(35)

stating that the value of adoing a wor1<er to the

firm I s labor force shoulii equal the net marginal

cost of changing employment. The subsirty will ne­

crease this adjustment eost, the effeet being rein­

foreed by a higher wage elasticity of labor

supply.

By using -oH/oN = ~ -}... r
l 1

an .additional necessary

condition for maximum

(36)

is obtained. Substitutinq (35) in (36) gives the

steady state con~ition

-_._-----------------
r

[l-'t][l-slaw]
·--a--=--q·---~ ·

w w
(37)

l The firm' s optimal wage choice shoulo of course
be related to the average rnarket wage7 the lat·ter
is assurned constant in the analysis ahove. This
assumption is not crucial ~ following e. q. Morten­
sen and Siven we ean introouce wage inflation pro­
vided that wages and prices are expectefi to in­
flate at the same rate. We can thus interpret
"higher wage" as hiqher waqe increase relative
to the average wage increase.
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Rearranqing Eq. (37) qives the marqinal productiv­

ity condition

(38)

Labor costs are öecreased by a hi9her sUhsi0y rate

provided that the inequality

(39)

holds. A reversal of the inequality requires a

"high" thresholo and accorninqly a negative su'b­

sidy in equilibrium.

Consioer now the properties of the stationary solu­

tion CK = N = ~1 = ~2 = O). nifferentiatinq the

four equations un~er consioeration ~ives

D (a -q )PQNN (aw-gw)PQKN ~ O >0
w w '-

(l-'t)pQKN (l-'t) pQKK O - ( 1-'t ) (ö +r )CI I
(40)

O O aw-q\Al O

O -ö O l

where

B=-(a -q )(l-sla )+rs1a +[pO -w+s
1

(a-k1 )][a -q ]<0w ·w W ww N ww -V/VJ

as oeterminant of. the system. The comparative sta­

tics give results accor~inq to Table 2.
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Table 2.

Parameter
increased

Af~~~!-~o e~0_og~~~~~._v_~.!_~~1"?_1~ _

w N K I
--~------_._--

p

r

ö

ro

h

o
O

o

O

O

O

O

O

O

o

+

+

?

?

+

+

?

?

+

+

?

?

The results are similar to those obtaineo for the

fixwage regirne. Since the firm hy assllmption is

able to control its r~lative employment qrowth by

its wage choice, a larqer number of hirings

--corresponoing to a hiqher level of emploYJTlent-­

does not per ~~ require a hiqher wage rate. Chang­

es in the paraMeters unoer consineration JTli0ht

have instantaneous effects on the waqe choice of

the firm: in the long run these effects will,

however, disappear.

Our main interest is focussed upan the subsiny

parameters. A rising employment (investment)

threshold will 0.ecrease employment (the stOCK of

capital) in steady state. Concerning the employ­

ment subsioy rate, we ohtain
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oK
551

lo (a -q )(a-kl)+ra ](a -q )(l-~)PQKNw w w w w
D

(42)

with positive signs provided that the inequality

ra
w

a - kl + > O
aw-qw

(43)

holds. The effect is obviously unambiguous when

the subsidy base is net increase in ernployment

(kl=q=a). The special case remains, where a higher

subsidy will increase employment even if the sub­

sidy is negative in steady state.

3.4 Cornparative Dynamics

The instantaneous effects will now be explored.

How will changes in the subsidy rate or in the

threshold affect the wage choice when the firm is

outsiae its stationary equilibrium? The (Al,N)

phase diagram is illustrated in Figure 3. The

differential equation is

~l (44)

The curve for N= O is horizontal~ a higher employ­

ment level does not require a higher wage accord­

ing to arguments already stated (and OA1/ow>O). By

rlifferentiating (44) we have

~IoN
~=O

-(l-~)pQ
NN

-----~a-q-r
(45)
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Figure 3.

,,,,,,,,,

A* N=O

'------------.-.Io-------L...----------.N

with negative slope below and elose to the i~ = O

eurvej a positive slope appears when a>q+r. Diffe­

rential equation (45) implies N > O for points

above N = O and vice versa. Moreover, we have

O~l/ON>O irnplying ~l < O to the left of ~l = O and

vice versa. The optimal path for N= O implies

that hirings (quits) will decrease (increase) over

time (since ~ is inereasing with w). The opposite

holds true for a contractive path (N < O).

The slope of the optimal path is

z =
oN N

(46)
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Differentiating z with respect to 51 gives

OZ
155

1

a
[l-~J[(a-q-r) w - (a-k )1

aw-qw l
- -·--·----rä=q)~·-·--------- (47)

with negative slope for N > O in the neiqhborhood.
of N = O if

(48)

holos. l This inequality has already been found to

imply a higher stationary equilibrium. A higher

subsidy will thus pronuce an instantaneous in­

crease in wages ann hirings ann a similar decrease

in the quit rate. Analogously, it is easily nemon­

strated that a lower thresholo has the same ef­

fects; the relevant oerivative is

OZ
ok

l

-(l-~)s

Ta-qrN-~ ~ O as N ~ o. (49)

l Conversely, it hol~s tnat oz/osl>n
close to N ::: ().

.
for N < ()
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4. SUMMARY AND CONCLUDING REMARKS

The main purpose of this paper has been to investi­

gate some microeconomic effects of marginal employ­

ment subsidies. We have, however, also compared

ernployment subsidies with investment subsidies.

The crucial point of departure from earlier inves­

tigations of MES-schemes has been the introduction

of adjustrnent costs with respect to labor. Two

different institutional settings have been con­

sidered, a fixwage regime and a flexwage regime.

In both cases the basic message that comes out of

the analyses is: A rising subsidy leads to a

higher equilibriurn level of employrnent. A firm

being on a growth-path towards a specific station­

ary equilibrium will--when the subsidy is increas­

ed--switch to a new path airning at a higher equi­

libriurn level. This change implies an instantane­

ous increase in hirings and--when wages are flexi­

ble--an instantaneous increase in wages. If the

firm is on a contractive path, it will analogously

switch to a less contractive path, provided that

the scherne is taxing ernployment reductions in the

same way as it is subsidizing ernployment growth.

The ernployment creation is reinforced by the rate

of interest and--in the flexwage regime--the wage

elasticity of labor supply.

The analyses also illuminate how changes in sub­

sidy thresholds affect equilibriurn employment

levels . A lower threshold has unarnbiguously posi­

tive employment effects. It might, however, be the

case that a higher subsidy will reduce stationary

employment, provided that the threshold is high

enough.
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A number of questions have been left out of foctis

of the present paper. Among them are: How are MES­

schemes affecting the incentives for labor hoard­

ing and inventory building? How are MES-schemes

influencing price formation if we e.g. assume that

the firm is acting as a temporary monopolist in

the goods market as weIl as a temporary monopso­

nist in the labor market? v.Thich are then the im­

plications for inflation and unemployment in the

aggregate?

Some heuristic remarks will be given to the last

problem. A question to be answereii could then he

phrased like this: Assume that the natural rate

hypothesis is valid -- wOllln we then expect a MES-

scheme to have any effect on the natural rate?

Consider again the types of an justment costs in

focus of the present paper. We have analyze~ thern

as polar cases, thus disregarding the probahly

more realistic case when the firm responds to a

higher subsidy by adjusting its wage choice as

weIl as its non-wage recruitment efforts. The

latter response will mean increasea search in the

labor market, thereby enhancing the unemployed work­

er's probability of gettinq a waqe offer. Job

search models have, however, qenerally ambiguous

implications for unemployment effects of increasea

production of information in the labor market.

This inconclusiveness hinges upon the offsettinq

reservation wage effect resulting from increase<1

job availability. The empirical stuiiies, on the

other hand, are more decisive in their messages~

job availability seems to be the most important

determinant of the duration of unemployment, where­

as unexpected inflation plays a fairly marginal
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role. l Taking this empirical information into ac­

count, complete policy pessimism concerning HER­

programmes seems unwarranteo. A more reasanable

standpoint would be to expect same effects on the

natural rate, provided that the MES-schernes give

rise to more intensive recruitment efforts on part

of the firms. Accepting the notion of some "natu­

ral" rate of unemp1oyment, consistent with stochas­

tic equilibriurn in the labor market, does not

inva1ioate the case for selective ernployment po­

1icies.

l Barron (1975), Axelsson ana Löfqren (1977), ann
Björklund and Holmlund (1981). -
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