DEPARTMENT OF ECONOMICS
JOHANNES KEPLER UNIVERSITY OF

LiINZ

On methodology in macroeconomics —
with application to the demand for unskilled labour

by
Edmond Malinvaud

Working Paper No. 0113
November 2001

Johannes Kepler University of
Linz

Department of Economics
Altenberger Strasse 69
A-4040 Linz - Auhof, Austria




On methodology in macr oeconomics-
with application to the demand for unskilled labour

E. Malinvaud

1. Introduction

This is a pleasure for me to be here today in order to honour an economist who entered
the professon amost a decade before me but with motivetions quite Smilar to those which
determined my own choice. If | had time | could be long about the comparison. Both of us
discovered economics in our study of law, and economics soon became the only subject in
which we as dudents invested more time and efforts than was absolutely necessary. Our
experience of the socid problems of the Great Depresson was an important determinant of
this behaviour. Another such determinant was to meet in economics an gpproach which had
ample room for amdytical reasoning and theorizing. Both of us could not make sense of our
firg reading of Keynes General Theory, a book which would later mark so much our
macroeconomic conceptions®. Yes, Professor Rothschild, it is indeed a pleasure to see face to
face, and for this occasion, one of my older brothers.

| shal spesk today on methodology in macroeconomics, a subject about which |
forged a few grong convictions, progressvely throughout the years by my experience of
applied macroeconomics and of research in macroeconomic theory. Also by my exposure to,
or even paticipaion in, SO many controverses tha | now have a feding of fatigue when
remembering them. Let me just lig a few of the questions behind these controverses. Is
public planning feasble ad useful, a the microeconomic, sectorad or macroeconomic leve ?
Would economics benefit from being merged into an overdl embracing socid science? Do
we need mahematicd moddling? Which of the British or American Cambridge schools
convey the right nessages about the theory of capita ? What should be the role of exploratory
data andyss? Are dructurd macroeconomeiric modds relevant ? Why should we bother
about a theory of generd equilibrium with gicky prices? Does macroeconomics need
microeconomic foundations ? And if so, which? On his sde Professor Rothschild took aso
part occasionally in such controversies’.

Speaking about methodology runs the risk of being tedious, even when the spesker has
drong convictions. All the more so if these convictions stand somewhere in between the
extreme answers that some others have given to the questions | just lised, and to other
questions | could have listed.

In order to avoid this risk as much as possble, | decided to gppear from time to time
today as an applied macroeconomis, as a practitioner who is being asked whether it is right to
subsdize the demand for unskilled labour, but a practitioner who wants to exhibit the
methodology he is usng for answering such a difficult question. It is relaively easy for me to
take this stand because, as some of you may know, | have been for dmogt a decade, and till
am, asupporter of such a subsidy in Western European countries.

1 Kurt W. Rothschild Lecture, Johannes Kepler University, Linz, 22 November 2001.
2 SeeK. Rothschild (1991).

% | may mention here as an example K. Rothschild (1988).



Judification of this pogtion implies a diagnoss (our countries will 4ill  long
experience an excess upply of unskilled labour), a modd (exhibiting how the subsdy would
change the demand for unskilled labour), an econometric investigation (messuring by how
much this demand would increase) and a recommendation (Specifying rates and conditions for
atribution of the subsidy, as wdl as resources for its financing). | shal spesk about each one
of these four parts in successon, in generd or referring to this particular case. But clearly the
second, modd building, and the third, econometric invedtigations, will be particularly
important, dl the more so as modelling and econometric inference will be present dready a
the diagnosis stage, aswdl asin the last stlage when recommendations will be worked out.

But taking a particular problem as an example | am running an opposite risk to the one
of being tedious, namdy to be too specid for a methodologist. Interesting ideas in
methodology have to be reevant for a wide spectrum of gpplications. This is why | shdl not
fed bound to refer systematicaly to the study of the demand for unskilled labour. 1 hope to
make cler a each moment whether | am spesking of methodology in generd or of the
particular gpplication | selected.

2. Diagnosis

(1) Methodologica writings about macroeconomics usualy ignore the fact that many
economids spend ther time a diagnosng. Such economists work in large firms or in
government becauise macroeconomic trends are important for an appropriate programming of
the operations of their employers. They work for public information because knowing how
these trend will evolve may dso be vduable for smdl firms households and citizens.
Diagnosing is moreover a crucid part in most research projects of applied macroeconomics. It
is common to think of this diagnosing activity as concerning the current Stuation or short-run
trends. But as we shdl see in paticular with the demand for unskilled labour, diagnosing
long-run trends may matter gill more.

Methodologicd issues appear in full force in diagnosing. They concern the conceptua
goparatus, the collection of data, the processng of data in the eaboration of relevant synthetic
indicators, the arguments leading to extrapolation of present trends and to the identification of
future problems. Of course, these same issues appear in serious discussons about the
methodology of economic theory. But their implications are then abdtract and less vivid than
when methodologica weakness agppears in public diagnoses. For instance, when we read
criticaly the estimates which were spread from FAO during the two first postiwar decades
about the extent of hunger in the world, or the assessment given now by UNDP about the
effect of globdisation on poverty in the Third World, we see that even important internationd
inditutions can lack methodological rigour on issues which receive large public attention.

(2) Without going deeply into the methodology of economic diagnoss, | should like to
suggest its importance for epistemology by making four brief comments, one for each of the
four parts of this methodology : conceptua apparatus, data collection, synthetic indicators,
arguments.

That current problems stimulate the development of the conceptud apparatus appears
in many cases. For indance it was not mainly for the needs of economic theory that the
definition of income attracted interest in the first decades of the twentieth century but because
of the introduction in some countries of an income tax, Irving Fisher then contributing to the
debate. The definition was investigated further in the middle of the century by theorists such



as John Hicks and by nationd accountants. The purpose was then not only to apply Keynes
theory to macroeconomic policy but dso to build an information system with a much wider
range of uses.

(3) Diagnosis requires data. But collection of datistical data is costly and subject to a
number of condraints. Statiticians have to make shift with these costs and condraints, while
reaching, however, a far degree of accuracy. This means thet no data can be obtained for
some concepts that the theorist would like to use. It would then be wishful thinking to neglect
the fact. Indeed, applied macroeconomists know the ensuing limitations. We may wonder
whether methodological reflections should not also pay more attention to them.

(4) Synthetic indicators are needed because macroeconomic knowledge has often to be
comparative : we need to know for instance what would be the consequences of lower or
higher interest rates. Such comparaive assessments are subject to pitfals, of which quite a
few examples can be found in the higory of economic theory. These came in particular from
overlooking the didinction between quantities or red vdues and nomina vdues. Or they
cane from deding incorrectly with the didinction. For ingtance, Professor Rothschild
identified such a confusion in 1957 when discussng an aticle about the question whether a
generd rise in wages will lead to an increase in demand, hence employment. The author had
focused on changes in money incomes, whereas it was more reevant for a European to
congder red incomes, which led to different conclusions, as Professor Rothschild showed.

Synthetic indicators, such as the red wage rate or the aggregate volume of productive
capital, are often needed for comparative assessments, but they are delicate to define, up to
the point where conventions have to be chosen. Once this has been done, the indicators must
be interpreted and used for diagnoses in conformity with the conventions on which they are
based. We had many occasions to see the importance of this consderation, for instance when
the sources of changes in productivity trends during the last few decades were being
discussed.

(5 Fndly, looking precissly a the arguments supporting macroeconomic diagnoses
we cannot but notice that they are eclectic, and rightly so. This does not come only from the
need to consider non-economic determinants, such as some of those explaining trends in oil
prices or in the skill compostion of the labour supply. It dso reflects the state of our
macroeconomic knowledge asit is embodied in macroeconomic theories.

Aiming firg and foremost a the pogtive explanation of phenomena, and so forced to
accept exiging behaviours, dructures and inditutions as they are, macroeconomics as a
stientific discipline has a very complex doman to dudy: a lage vaiety of agents, many
operations classfied in multiple categories, operaions dso involving time and uncertainty in
an esentid way, legd and regulatory systems that vary from one country to another and
change through time.

Under such conditions we should not be surprised to hear tha theory has difficulty in
getting a tight grap of phenomena; theory is indeed on the whole hestant and
heterogeneous. It offers incomplete modds, which may supplement one ancother but are not
fully incorporated in a consstent grand system. The accuracy of the results leaves much to be
desred. It is dmost aways poorer than would be required for a persuasive explanation and
for secure applications.



It would be not only dishonest but adso counterproductive to hide and ignore this
actud doate of our macroeconomic knowledge. Being familiar with it will, indeed, suggest
which approaches are likely to be the most appropriate in each particular case, and how to
combine different gpproaches for a balanced and fruitful assessment.

(6) These condderations led us to dready enter the domain of the next section of this
tak, which will be devoted mainly to discuss a few important issues about the moddling of
macroeconomic theories. But | should not leave the issues raised by diagnosis without being a
little more explicit concerning the case of the demand of unskilled |abour.

| dated the diagnosis as being that our Western European countries will ill long
experience an excess supply of unskilled labour. This had to be a long-term diagnoss for the
smple reason that subsdising the employment of this labour makes sense only when a rather
long horizon is entertained: a decade or more. Indeed, the intended effect of the subsidy in
guestion on employment of the unskilled can hardly be fdt in the short run. The am is to
provide appropriate incentives to employers, so that they decide to change their output-mix
and their methods of operating, and to rdy more on unskilled labour. For being beneficid
such decisons have to be farly irreversble. Ther implementation requires time and
confidence in the prospect that the subsdy was ingtituted for being long maintained.

The diagnosis, as | gave it, was discussed and disputed. It relies on the assessment of
past trends and future prospects in the demand for, and supply of, unskilled labour. To make it
gort, | sl just say that, firs, during the past five decades, upgrading of the skill
composition concerned both the labour demand and the labour supply; but, second, after
having been a bit faster for the supply than the demand, the shifts occurred according to a
reverse ranking during the last three decades; third, the man cause for this farly dight,
reversd were incressng competition from the newly industriadlised countries, in manufactured
goods with a high unskilled labour content, and increasng prices of services with a gmilar
content, leading to a decrease in the home demand for these services; fourth, competition
from the NIC is expected to keep increasng during the coming decade; fifth, there is little
prospect to even maintain the speed of the quality upgrading of the supply of unskilled labour,
considering the difficulties now experienced by teachers with children and teenagers, an
increesing proportion of whom ae growing up in unfavourable family and urban
environments. | have no time to argue in detall with these five points and to look precisdy at
the available data. But liging these points permits us to reflect on the concrete nature of the
terms in which the diagnosis often operates. No ideology is involved, but rather facts and their
lucid interpretation.

3. Moddling

Let us leave for the moment the particular case of the demand for unskilled labour and
turn our atention to some of the main questions posed by macroeconomic theories and their
moddling.

(1) Frd, let us face the famous issue of the microeconomic foundations of
macroeconomics’. To begin with, | protest against the way in which the issue was presented
in some of the most herdded writings of the 1970s and 1980s. Since | am protesting | am not
entering into a gentle balanced assessment of these writings. | am proclaming instead that an
archetype of methodologica perverson emerged when proponents of the red business cycle

4 On this subject see K. Rothschild (1988).



theory clamed tha their theory had sound microeconomic foundations in the now well-
known aggregate, intertempora, market-clearing modd of a unique representative agent. This
may have been a respectable academic reference, but certainly not a valid microeconomic
foundation when the microeconomic business-cycle facts experienced by many firms and
workers were market disequilibria and when the modd was ® cavdier in its ignorance of the
difficulty of aggregating heterogeneous microeconomic behaviours.

After this declaration and in order to teke the subject more pogtively, | find it
convenient to distinguish three groups in the research projects that are necessary for
consolidating the microeconomic foundations of macroeconomics. The first group concerns
characterisation of the dructures within which agents actudly operate and of the kind of
interdependence that results. Such research naturdly focuses on deviations from the generd
competitive equilibrium modd. Since there are in fact many deviaions, we cannot expect to
build a modd incorporating al of them smultaneoudy. But looking a a variety of modeds
and at their respective properties, we shal progressively better understand the foundations of
our macroeconomic assessments. The literature contains a number of such models, notably al
those which have been imagined in order to explain vaiaions in involuntary unemployment
between periods or countries.

More precisely, conddering now the man theoreticd tools dructuring our
understanding of the short and long-run macroeconomic phenomena, | may indst on the role
of the temporary generd equilibrium, the concept introduced by John Hicks in Value and
Capital (1939), and on the so-cdled «neodasscd synthess», which asserts that perfect
competition provides the man reference for understanding growth and long-run phenomena
in market economies, whereas the Keynesian equilibrium provides the appropriate reference
for the short run.

As you may know, | worked in the late 1970s and early 1980s on macroeconomic
verdons of the fixed-price generd equilibrium and on the role of the concept of classicd
unemployment, complementing that of Keynesan unemployment. | do not want to repesat
today whet | then tried to explain. | shdl just make three comments about the work on fixed-
price equilibria

A number of theorists prefer modes of temporary equilibria under imperfect
competition to the extreme fixed-price equilibrium, as providing foundaions to the
macroeconomic theory of unemployment and | suppose Professor Rothschild belongs to this
group of theorists’. | have no objection in principle to this postion. The difficulties with it
come from the tremendous complexity of actua forms of competition in modern market
economies, from the logicd uncertainties surrounding the definition of an equilibrium for
such a context, and from the need in macroeconomics to solve the models up to the derivation
of comparative statics properties.

Also, | am fully aware that the extreme fixed-price equilibrium provides just a Sarting
point and that it needs to be supplemented by results of a dynamic sudy of the ensuing
changes in market disequilibria These results are precisdy the purpose of the theory deding
with the dynamics of inflation and employment. This was well undersood snce the beginning
in Keynesan economics. It is dso wel undersood that this dynamics is complex and that
theory about it needs crucid inputs from the econometric andlysis of time series data.

® See Rothschild (1947).



Finaly, we must acknowledge the work done in the 1980s and early 1990s on the
econometric  investigations of macroeconomic  modds with  explicit short-run  fixed-price
equilibria (for a survey see G. Laroque and B. Sdanié, 1995). This work was appropriate for
identifying the dternation between different combinations of market disequilibria, for
indance from classcd to Keynesan unemployment. But it had to face a number of raher
thorny econometric problems, linked to the inherent non-linearities of the models. Because of
these difficulties and of the samplifications they otherwise imposed a the dructure of the
models, this work did not generate a new family of macroeconometric models which would
be currently used by teams in charge of policy andyss The results reeched are, however,
worth remembering.

(20 The second group of research projects required for consolidating the
microeconomic foundations of macroeconomics concerns individuad behaviour of agents with
repect to the kinds of choice which play a mgor pat in the determination of the
macroeconomic equilibrium and of its change through time: saving, invetment, wages and
markups, and so on. Since | became an economist more than fifty years ago, | have seen
important progress in the knowledge of individud behaviour and of the laws that characterize
it. This was achieved by a sound combination of improvements in modds representing this
behaviour and of econometric invedtigations from increesngly rich bodies of daa This
progress continues, and there is indeed much to gan 4ill, with respect to accuracy in

particular.

The third group of relevant research concerns aggregation of microeconomic relations.
It is divided into & many projects as there are types of such relations. For lack of time | shall
just refer to one example today, a the end of the next section, concerning precisey the
demand for unskilled |abour.

But it is gppropriate to reman now a little longer on one aspect of the study of
microeconomic behaviour. Indeed, the present assessment of its use of the rationdity
hypothesis makes it timey to refer to an article published by Professor Rothschild in 1946. In
this early article he pointed out that the raiondity of homo economicus, as normdly used in
economic theory, had a redrictive meaning. Rationdity there went beyond the notion that
economic units act in conformity with some rationa pattern. Homo economicus was meant to
pursue sdf-interest and in the way fodered by a capitdist environment. Professor Rothshild
argued that different types of rationdity existed, fostered for ingtance by rdigious customs or
by mora norms such as « from each according to his ability, to each according to his need ».

During a long subsequent period such an argument made little impact on the
development of economic theory, in paticular when this theory built foundations for
macroeconomics. But more recently conceptions evolved, including in mainstream research.
During decades we fruitfully invesigated the many forms and consequences of narrow
economic rationdlity, consequences with respect to time, uncertainty, information and its
asymmetries, aso with regpect to the difficulties of interactive behaviour. After these decades
we now fed the need to better account for bounded rationdity, for the role of reciprocity and
trust in mutud relations, and for the importance of socid norms and behavioura routines’.
We redize tha psychology, cognitive sciences, sociology, and hisory may help us to achieve
a better command of these festures which look somewhat unfamiliar in the main core of our
teeching.

® The role of socid norms and conventions in individual behaviour is discussed in Chapter 4, «Homo
Oeconomicus-Homo Sociologicus » of K. Rothschild (1993).



Certainly, we should not expect this change in attitudes to overturn our theories. As
Amatya Sen wrote: «t will not be an easy tak to find replacements for the standard
assumptions of rationd behaviour — and related to it of actua behaviour — that can be found in
the traditional economic literature, both because the identified deficiencies have been seen as
cdling for rather divergent remedies, and dso because there is little hope of finding an
dternative assumption dructure that will be as dmple and usdble as the traditiond
assumptions of sHf-interes maximization, or of consgency of choice» (A. Sen, 1987). But
we are likdy to better identify systematic deviations from the conclusons reached by modes
of the rationd household or the rationd employer. Taking these systemdic devidions into
account will lead us to improved representations of actuad behaviours, even if we do it
piecemed.

(3 After this opportunity of mentioning contributions received from other socid
stiences, | may just say briefly how | see more generdly the divison of the scientific work
between economics and other socid disciplines. In the first place, fruitful collaborations exist
on wel-specified issues. For ingtance, the fidd of labour economics overlaps a various points
with that of sociology : in particular for the study of indudrid relaions, of people’s work
experience, and of poverty. On many relevant issues concerning ether pure knowledge or
policies, combining the two viewpoints of sociologists and economids is fruitful. Similarly,
the empiricd study of economic growth by economists was often found to be complementary
to the sudy of history. Experimenta economics has interesting joint projects with psychology
or socid psychology. In al such cases collaborations are welcome. They show in particular
that the boundaries of our discipline are a bit fuzzy and flexible.

More ddicate is the question of knowing what to think of the various cases in which,
during the past decades, some economists extended their doman by deep entries into
territories that were formerly consdered to belong to others. The common characterigtic in
these cases was to see economists study how economic incentives would play in domains that
were not viewed as Specificdly economic. For instance, beyond the economics of the
household, the latter being working, earning, consuming and saving, the economics of the
family discussed how you marry, have children, care for them, educate them, divorce... Who
ought to judge the scientific vadue of such deveopments? | submit that economists are not
well placed for that. Rather, it belongs to demographers, psychologists, sociologists, lawyers
and politica scientigs.

In contrast, | have absolutedly no doubt or reservation to add when | assert the futility
of the quest for agrand interdisciplinary synthesis, which would wholly renew economics.

4. | nference from data

(1) Let me now turn to the role of inference from data in macroeconomics. Before
anything ese | shdl assert the importance of the issue. | must do it because | ill happen to
read articles or books dealing with methodology and stressing macroeconomics, but ignoring
wholly inference from data, this mgor pat of our subject. Authors of such writings often
dand as critics of what they loosdly cdl neoclassca economics, an expresson which should
be avoided now because its origind meaning is completdy log, in paticular when any
econometric work isimplicitly or explicitly covered under the designation.

There are important reasons for a methodological study of inference from data in
macroeconomics. Fird, snce its beginning long ago, reflection about macroeconomic facts



and phenomena paid large atention to what was more or less sysematically observed a the
aggregate level. As time went on, this observation was more and more fostered by the
development of datistics, of sample surveys and of datisticadl methods. Second, at present
progress of macroeconomic knowledge owes much to the empirica research projects
conducted by many economists. The outcome of this research, whether it is podtive or
negative for the hypotheses which are confronted with data, is often more rdevant than
aticles that keep going over old idess, formdly or informdly. Third, as we saw in the
foregoing section, some of the mogt interesting deveopments in the modds which
progressvely improve macroeconomic theories now come from econometric inductions about
the behaviour of agents. Fourth, a serious study of macroeconomic policy issues often cals
for extra examination of data, indeed in many cases it cdls for fully-fledged new econometric
investigations. Fifth, it would be wrong to think that this essentid activity in its various forms
rases no methodological problem. Quite the contrary : Snce except in some of its corners our
science is not experimenta, the methodology of induction is more complex and more delicate
in economics than in the naturd sciences. So, let me take it serioudy and present my own
ideas about it.

(2) 1 acknowledge right away to be holding an intermediate pogtion in the debate
about this methodology. | fully accept the point made by Liond Robbins (1935) inggting on a
maor difference between economics and the natural sciences. Experimentation in economics
can only have a limited scope, but economic phenomena result from the activity of human
beings and from human inditutions. Hence, much of what we know comes from our direct
acquaintance with the rule chosen for the functions and operations of various ingditutions and
from our direct underdanding of the congraints and moativations shaping individuad economic
behaviours. Moddling this direct knowledge takes an important part in the congtruction of our
stience. But in many cases, paticulaly in macroeconomics, the results would reman too
quaitative and limited if we were not taking advantage dso of the exigence of ddisticd data
and other observations on the manifestation of economic phenomena, data and observations
thanks to which we can make our models progressively more precise.

For this inductive process, the best guide and rationdization is what was cdled «the
probability approach» a the Cowles Commisson in the 1940s and is snce then normaly
taught in econometrics, as well as more generdly in mathematical datistics Each inference
on a sample of data takes place within a stochastic modd, which is beieved to provide a good
representation of what is known a priori about the generation of these data. | do not doubt the
vaue of the methodologicd principle that is so defined. But discusson may concern the
question of knowing how to agpply it in the practice of research, or even whether in dl
circumstances the principle is gppropriate.

With respect to this last question | never shared the dogmatism expressed by some. |
recognize the vaue of exploraiory data andyss, which for ingance searches for regularities
in time series, and looks a how to contribute to theories from such facts, rather than rushing
to tests and edimations within pre-sdected modes. At the exploratory stage, eclecticism is
particularly wise.

This being sad, | an dso aware of the drict limits of data andyss, as sometimes
practised by critics of methodologies developed within the probability approach paradigm.
For ingance, | was not redly impressed when, in an influentid aticle published in 1980,
Christopher Sims attacked mecroeconometric sructurd modes while introducing his own
approach (the vector autoregressons, now known as VARS). The objection to sructurd
models was the exigence, in ther specification, of identifying redtrictions dating that such



and such vaiables of the modd were not gppearing in the dructurd equation meant to
represent a the aggregate leve the behaviour of some agents with respect to a particular type
of operations. Sms clamed that such restrictions were «incredible » because, for practicaly
any vaigble, we could find an argument explaining its presence in any dSructura equation.
But the weight he gave to this objection was clearly mideading.

In the first place, the specifications of our modes do not have to be drictly exact,
ignoring a redriction which we know to be gpproximately vaid would be neglecting a useful
piece of information. Moreover, it is by now well recognized that no firm concluson could be
drawn from purdy empiricd VARS dnce identifying redrictions are adso required for
interpreting the datidica fits in a meaningful way. Indeed, the later developments of the
VAR methodology recognised the vaue of the hybrid « structurd VARS ».

(3) These datements of my postions in the methodologica debate about inference
from data in macroeconomics may look very abstract to a number of you. So, it is time for me
to go back to the example of the demand for unskilled labour and of the stimulus this demand
would receive from a subsdy lowering the cost of this labour. As | sad in my introduction,
we need econometric invedtigations in order to edimate the effect of such a simulus
Edimation has to take place within a modd which explains changes in the aggregate demand
in question. The model has to contain other explanatory variables than the cost of labour.
Indeed other changes occurred sSmultaneoudy. Precisdly econometric invedtigations am a
sorting out the respective effects of changesin dl explanatory variables.

A direct edimation of wha we are looking for normdly comes from quarterly or
annud time series data of dl the variables gopearing in the modd explaining the aggregate
demand for unskilled labour. These time series have to bear not only on employment of
unskilled workers and on an indicator of the cost of their labour for employers, but aso on
determinants such as the aggregate demand for goods and services, more or less stimulating
the production of employers, the cost of capitd, which may be more or less subgtituted for
unskilled labour, the cost of skilled labour, and so on. Moreover, the modd has to take
account of the lags occurring before the full effects of changes in the explanaiory variables are
fdt, dl the more s0 as we ae interested in long-term effects. Even without mentioning other
problems concerning the conditions required for observed corrdations to reved causations,
we understand that a correct identification of the sze and timing of the effect concerning us
now is complex. Indeed, the results of such direct esimations from aggregate time series
leave very large margins of uncertainty as to the vaue of the long-run dadticity of the demand
for unskilled labour with respect to its costs, so large that these results are hardly useful for
policy decisions.

During the lagt two decades econometricians have been able to take advantage of the
exigence of large bases of microeconomic data, concerning results obtained from a given
survey or from adminigrative records for a given year. Still better, they could benefit from
panels of microeconomic data, many units (households or firms) being observed for a
sequence of periods. Econometric processng of such microeconomic data aso raises
problems. In particular the units observed differ in many respects, which have to be moddled
dmultaneoudy for Smultanecus edtimation of the effects coming from various features
explaining the difference. Again the accuracy leaves to be desred. Neverthdess the best
edimates of the eadticity of the demand for unskilled labour with respect to the cost of this
labour are now given by the econometric processng of microeconomic data collected on the
activity of the employing firms or establishments.



(4) Usng such edimates of effects observed a the microeconomic leve is legitimate
for our problem. Indeed, we need to assess the importance of subgtitutions between factors of
production in favour of unskilled labour, and these subdtitutions take place firs and foremost
in the employing units. However, an aggregation problem may disturb the macroeconomic
transpogition of results reached a the microeconomic level. Let us briefly look a this
problem.

It comes from the idea that relying only on microeconomic estimates is overlooking
the fact that some subgtitutions between inputs may come indirectly. The relaive prices of the
goods and services whose production is unskilled labour intensve are likely to decrease when
the cogt of this labour decreases. Hence the consumption of those goods and services will
increase. It is natural to conjecture that neglect of this indirect effect through redive prices
leads to an underestimation of the increase in the demand for unskilled labour. Validation of
the conjecture requires a model in which reative prices are endogenous, substitutions occur
both in production and in consumption, and findly production functions of the various goods
and sarvices ae heterogeneous with respect to the use of unskilled labour, so that reative
prices change.

| built and formdly studied such a modd. It turns out that the conjecture as Stated is
not vaid in full generdity. The man implication of my abdract ressarch should then be to
show how to combine, for the problem a hand, estimates of eadicities of subdtitution
between primary inputs in production units with estimates of other eadticities of subgtitution,
between consumptions and between intermediate inputs broadly understood. It is, however,
not an easy econometric task.

It is not surprisng to find, in this case like in many others that a serious study of
aggregation leads to complex results. Arguing in macroeconomic terms is bypassng many of
the complexities and heterogeneities of the red world. But precisdy we should drive for
better knowing under which sets of sde conditions, about heterogeneity and the like, various
estimates of important parameters are respectively vaid.

5. Policy studies

| am now turning to the last pat of my tak, namey to the methodology of sudies
which ae directly aming a policy recommendations A complete account of this
methodology would require, firs, a survey of evduaions of concrete policies gpplied in
vaious countries a various times. | am thinking, as an example, of the aticle in which
Professor Rothschild drew the lessons to be learned from the rather successful Austro-
Keynesian episode of the 1970s and early 1980s’. Besides such a background the complete
methodological account would require, second, a description of the inditutionad environment
within which the results of policy studies are used.

Let me say just a few words about this environment and the role of policy advisers®.
Economic advisers have frequent and direct access to the politica authorities for whom they
are working and who will eventudly decide. They are dso supposed to be familiar with the
sudies produced by economic andysts. In other words, an economic adviser is an
intermediary who, like other intermediaries, must understand both sides: what scientists can

7 See « Austro-K eynesianism reconsidered », chapter 26 in K. Rothschild (1995).
® For a longer presentation and references see «Economic policy making in practice », pages 1632-36 in E.
Malinvaud (1998-2000).



deliver and what deciders redly want. This function may a times experience tensons, but
usudly not to the point of making fuss about them. So today | must focus on the work of
economic andysts who, sudying policies, have to be aware of the ams pursued, to be
conscious of the practicad conditions of implementation and to be wary of the posshility of
perverse unintended effects. After a brief reference to the policy of subsidizing the demand
for unskilled labour, | shdl turn to the use of macroeconomic tools in the sudy of monetary
and fiscdl policies.

(1) There are various ways of subgdizing. But in practice, snhce most Western
European countries are financing a large pat of ther wefare trandfers by a payroll tax, or
something equivaent, the idea was to reduce the rate of the tax levied on low wages and to
find dternative ways for replacing the so log public funds. The minimum wage, and more
generdly the wages recelved by low-wage earners, could so be maintained unchanged while
the cost of labour borne by their employers would be lowered and the demand for low-kill
labour would be gimulated. After the studies devoted to this drategy and its implementation
in various countries we can draw now some lessons.

The fird one is the difficulty of estimaion of the long-term employment effect of a
permanent cut in payroll taxes. From what | aready reported, you redise that this estimation
cannot be precise. This s much o that it hardly matters for the econometrician to know how
the loss in public revenues reaulting from the cut will be compensated, as long as the
compensation will not discriminate agang employment of the unskilled. However, rough
orders of magnitude can be given such as the following: if the decrease in the labour cost
concerns the 20 per cent of wage-earners that are least paid and if the decrease amounts on
average to 10 per cent for these workers, the long-run increase in unskilled employment will
be something like 10 percent.

This is non-negligible, consdering the importance of employment for those who are
unemployed. But that will require time; it cannot be expected to bring Sgnificant results at
the short-run horizon that our politicians usudly have in mind. Indeed, policy advisers in
France had to repeatedly argue that it made no sense to introduce the policy as being an
experiment. Such an announcement would foster the unwarranted expectation of quick
effects. It would leave employers very uncertain as to whether to increase thar daff of
unskilled workers, a move which would in most cases imply rather irreversble decisons
about changes in methods of producing and operating.

Ancther important lesson was to redize tha perverse incentive effects could be
generated if, after the cut, the payroll tax rates would increase too quickly with the wage, at
the lower end of the scae. With the pattern initidly given to the cut in France for indance,
granting a net wage rise to an unskilled employee, ether for seniority or promotion, was very
codly for the employer. Maintaining such a Stuation was likely to lead to unhedthy practices
in the personnd management concerning low-wage earners. More of those people than was
earlier the case might have been kept in a kind of «poverty trap ». A reconsderation of the
schedule of the effective tax rate was decided and had to be studied n its financid and socid
implications.

(2) During the 1950s, 1960s and 1970s studies of monetary and fisca policies were
more and more systematicdly organised dong Keynesan lines around smulations provided
by sructural macroeconometric models, which had been activdy built in many countries after
the initid lead of Jan Tinbergen and Lawrence Klein. But critics agang the Keynesan
gpproach and the macroeconometric models were progressvely gaining momentum, up to a



point where they appeared diriment to many teachers and students. Eventudly, however, the
family of macroeconometric models has survived the sorm, in the sense tha inditutions
respongble for the study of macroeconomic policies keep usng some such modds and giving
them a centrd role among the tools a ther digposa. Smultaneoudy the vaue of the
Keynesan approach, and how it ought to be used in conjunction with other gpproaches, was
better assessed. This did not mean a return to the knowledge and practice of 1970. There were
indeed profound changes, but not those expected by the critics of thetime.

An obvious change is the present multiplicity of macroeconomic tools used by those in
charge of policy studies. We no longer see in operation the very large models which were
built thirty years ago. We rather see, dill a the center, a medium-sze sructura mode, but
aound it a number of gmdler ingruments: dternative dructura modds of the whole
economy or of only one pat of it, such as the smultaneous determination of prices and
wages, or of the man aggregates characterizing the labour market. These secondary tools
often differ by the force of the condraints that their gructure imposes: from vector
autoregressons (VARs) with ther minimd identifying redtrictions to smdl theoreticd models
with a minima need for esimation or cdibration. The centrd modd itsdf is often modular,
by which | mean that severd versgons are ready to be used, differing by what is assumed for
some behaviourd or adjustment laws.

This new image hrings to the fore two relaied characterigics of macroeconomic
forecagting and policy making: the role of judgement in the use of indruments, and the
advisability of eclecticism in the reference to scientific foundetions. These two characteridtics
were dready present twenty years ago, but less visble for the layman. In particular,
eclecticism was embodied in the Structure of the unique big modd insteed of appearing in the
multiplicity of ingruments and the modularity of the centrd mode.

Another change concerns the representation of phenomena that is given by sructura
modds. It was in fact a continuous trend from the early modds focusng manly on quantity
adjusments between supplies and demands expressed by rather smple-minded behaviourd
laws. Decisons of firms had to be serioudy formaised, so as to give a proper and congstent
representation of the joint determination of output, prices, employment and busness
invetments. A coser examindgion of the labour maket was required, both for the
determination of labour supply and unemployment, and for integration of wage barganing.
The wage-price dynamics had to be better founded, with microeconomic theory being the
man source a the specification dage, particularly for the presence of error-correction terms
embodying idess of the long run, and with time series regressons being the main source a the
edimation stage. Thelist of such substantia improvements could be long extended.

Ancther important development, which | cannot describe here by lack of time, was
emergence of a practice and a methodology for anadysing the properties of macroeconometric
models (see p. 1492-1510 in E. Mdinvaud 1998-2000). Two conclusions emerged. Firs, the
forecasting performances are poor, even rddively because they are not much superior with
macroeconometric models to those reached with more eementary procedures. Second, few
predictions of the models are robust with respect to smdl changes in the specification or the
economic environment ; hence, few can be ddivered to users without a large number of
cavedts.

But what should we do, once these sad facts have been redised ? Clearly, the right
response is to accept them and keep working. Macroeconomic forecasts are useful, as well as
are weather forecasts. Macroeconomic policies are often useful, if their effects are



competently predicted after a competent diagnoss about spontaneous trends, and if the
uncertainty of the diagnoss and predictions is taken into account, anong other congderations
(lags, difficulties in implementation, and so on). For these useful purposes we have no better
kinds of instrument to propose than those now used by the best teams in charge. As an expert
wrote: « The experience of policy andyds-advisers is that macroeconometric models provide
a formd and quantified framework that is an irreplaceable adjunct to the processes of policy
thought and that there is no red dternative ».

(3) It is rdevant to sgpend now some time to look into an issue which was much
debated and about which a number of economists expressed strongly their positions. The issue
is to know which hypotheses should be made in macroeconomic policy anayses about the
expectations entertained by agents.

Everybody agrees that peoples expectations matter because they influence
behaviours. We have farly rdiable ideas on what this influence is likdy to be Data on
expectations are thus useful in macroeconomic forecasting. More data and better knowledge
of the influence of changes in expectaions would contribute to improving the accuracy of
forecasts. But for policy andyss we need more: we need to know aso how expectations
directly and indirectly change after a change in policy. In other words we need a theory about
the formation of expectations. The point is important and was probably too often ignored in
the 1960s.

There is no problem ether with the idea that people have in ther mind a little model
of the future economic world and that people draw their expectations from their modd.
Adaptive expectations can be so rationdised if the modd held by the agents applied to the
past as well as it will goply to the future, if this modd is a ample juxtgpostion of as many
autoregressve processes as there are variables on which expectations must be made, and if
policy announcements are ignored by agents as long as the effects of policies are not seen.

For an andys choosng to introduce into his or her sructurd modd rationd
expectations, as usualy defined, rather than adeptive expectations, which was the traditiond
practice, is tantamount to guessng that he or she will so have a better gpproximation of the
agents little models than would be provided by the autoregressve mode | just sketched. This
is a bold guess, but its consequences are worth considering, because adaptive expectations are
not fully credible ether.

But | must draw your atention to the fact that present structura models with rationa
expectaions are very different from the theoreticd modes which were worked out under the
banner of the rationd expectations revolution. They dlow for market disequilibria and
imperfectly flexible prices, which have only recently and partiadly made their appearance in
the models built by some unconventionad participants in the Red Business Cycle movement.
Structurd modds with rationd expectations so avoid paradoxica implications of some
classcal abdract models, according to which, for instance, disinflation could be obtained at
Zero cost.

In most cases rationa expectations gppear in sructurad models for only few sdected
varidbles, but then often for those variables which may play a particularly drategic part in the
behaviour of the solution. It is thus not surprising to redise that the choice of variables about
which rationd expectations will be assumed may much metter. There are moreover technica
problems for finding the relevant solution in such forward-looking models.



Given these various facts it is advisble, a least untii more experience will be
avalable, for owners of macroeconometric models to operate with two specifications about
the formation of expectations, one assuming adaptive expectaions, the other rationd
expectations. It is the practice taken up a the US Federd Reserve Board. Systematic
comparisons between what is obtained with the two specifications is interesting, not only for
the work of the Board but more generdly for macroeconomidts. For instance, it was found
that the modd under-predicted the amplitude of GDP fluctuations when adaptive expectations
were assumed but over-predicted it when rational expectations were chosen.

Before we leave this subject, le¢ me ill note that teams working with Sructurd
models containing rationa expectations of some variables find these modds convenient for
invedigation of rdevant issues which cannot be wel tackled with modds assuming only
adaptive expectations. Here are such issues: what difference does it make depending on
whether a policy move was expected or not in advance, or ill depending on whether the
move is believed to be temporary or to be maintained permanently in the future ? These are
clealy rdevant issues in policy andyss. The answers given by modds with adaptive
expectations, namdy that it makes no difference, cannot be dwaysright.

Phew! We covered a wide spectrum of issues concerning the methodology of
Macroeconomics.
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