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Preface

The economic prospects for this year are the worst in modern economic history.
Projections for 2009 point to the worst contraction in the world economy since the Second World
War. Meanwhile, international trade and foreign direct investment, among the most powerful
engines of economic growth and development, are expected to contract following two decades of
rapid expansion. For many developing countries, this is further aggravated by the fall in export
prices and a cut in migrants’ remittances.

The economic crisis is already causing massive job losses. In developed countries, this
means higher unemployment — so far mitigated somewhat by recourse to shorter hours and
labour hoarding. In developing countries, the crisis is leading to losses of formal jobs, affecting
women disproportionately. Workers go back to rural areas or take informal jobs, entailing lower
pay and worse working conditions. Everywhere, youth leaving school face significant difficulties
entering the labour market. A jobs crisis of colossal proportions is in the making.

The crisis is hitting the financial sector disproportionately and on a permanent basis, at
least in some countries. This paper looks at the effects of the crisis on employment and earnings
in the financial sector. It also considers how policies can help support adjustment in the sector,
while also paving the way for a financial system that truly serves the needs of the real economy.

Raymond Torres
Director
International Institute for Labour Studies



Introduction

There is a heated debate regarding the role of the financial sector in the current financial
and economic crisis. Inappropriate regulations, combined with irresponsible risk-taking on the
part of certain actors, have been regarded as key factors behind the crisis. Accordingly, experts
recommend a range of financial reforms to overcome the pervasive effects of the crisis and put
the financial system on a more sustainable track. Some advocate a radical overhaul of the
financial system, while others favour a more gradual approach. Yet, little consideration has been
given so far to the labour and social challenges resulting from ongoing adjustments in the
financial sector itself and to the impacts these reforms may have in terms of the role of the
financial sector in supporting growth.

The purpose of this paper is to address this gap. The paper begins with an assessment of
the effects of the crisis on employment and earnings in the financial sector (Part I). The analysis
provides first a discussion of international employment trends in the sector in the group of EU27
countries and other developed countries with an in-depth analysis of the United States and the
United Kingdom — two countries at the epicentre of the crisis and where its impacts on the
financial sector have been felt most strongly. Part I also presents projections for employment
losses for the sector during 2009 and 2010. In Part II, the paper considers the role of policies in
supporting adjustment in the financial sector and discusses a number of key dilemmas in this
regard. Finally, Part III presents concluding remarks.

Part I. Impact of the crisis on employment in the financial
sector?

In the developed world, employment in the broader sector of Finance, insurance, real
estate and business services®, during the period 2000-2007, seems to have gained importance as a
share of total employment (see figure 1A). However, when analyzing the sub-sector of financial
intermediation specifically, a trend decline that began prior to the crisis is apparent (see figure
1B). Since the end of 2007, this downward trend accelerated and spread to the sub-sector of Real
estate, renting and business activities. Thus, employment in both sub-sectors has ended up losing
size as a share of total employment, as a consequence of the crisis (see figure 2). The share of
financial intermediation’s employment and its changes over time, however, varies considerably
within the developed countries analyzed (see figure 1B).

% See Box 1 for an explanation of what comports the sector of financial activities for the analysis of this paper.

3 According to the OECD STAN Database used for this analysis, the larger sector of Finance, insurance, real estate
and business services comports two sub-sectors: (1) Financial intermediation, and (2) Real estate, renting and business
activities.
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Figure 1. Share of employment in financial services in total employment, 2000 and 2007**
(Per cent)
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Source: Author’s estimates based on OECD STAN Database.

Note: *The sector of Finance, insurance, real estate and business services comports two sub-sectors according to this classification:
(1) Financial intermediation, and (2) Real estate, renting and business activities.**Information for Austria, Belgium, Canada, Czech
Republic, Denmark, Finland, Germany, Greece, Italy, Iceland, Japan, Korea, Luxembourg, Norway, Slovak Republic, Switzerland, the
UK and the US corresponds to 2007 data. Information for Australia, France, Hungary, Ireland, Netherlands, Portugal, Spain and
Sweden corresponds to 2006 data. Information for Poland corresponds to 2005 data.
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Figure 2. Share of employment in financial services in total employment in the EU27,
2006-2008
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Source: Author's estimates based on Eurostat’s LFS statistics.

Box 1 - Financial activities: what the sector comports

For the purpose of this paper Financial activities refer to the broad sector of Finance, insurance, real estate and business
services as defined by NACE and ISIC. This broad sector comports two sub-sectors: (1) Financial intermediation, and (2)
Real estate, renting and business activities. Data taken from OECD and from Eurostat correspond to this definition.

However, for the study of employment in the financial sectors of the US and the UK, country-specific databases were
preferred, following the recommendations of the statistical departments of both countries. Country-specific databases
use different definitions to explain the extent of the financial sector and also use different methodologies in collecting
data. In the US, Financial activities refer to the sub-sectors of (1) Finance and Insurance, and (2) Real estate, rental and
leasing; which means that business services are not part of this economic activity. For the UK, on the other hand, the
sector includes financial and business activities, which explains the larger size of the sector’'s employment relative to
total employment.

It is important to note, therefore, that the results presented here for the US and the UK are not comparable across
countries.

The world economy is confronted with the possibility of recession in 2009 — the origins of
which lie at the centre of a financial crisis in the US. The economies of the US and Japan and
most of the European Union countries have already entered recession and the outlook in terms of
growth is the worst since the Great Depression. The impact on employment in the financial
sector has been immediate and profound. In the EU27, for example, employment in the sub-
sector of financial intermediation has been falling since the fourth quarter of 2007 (see figure 3).
Even though a slight recovery occurred in the third quarter of 2008, 646 thousand jobs have been
lost since the end of 2007. Employment in Real estate, renting and business activities does not
show a better picture with nearly 1.8 million jobs lost in the sub-sector during the same period.
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Figure 3. Evolution of employment in financial services in the EU27, by sub-sector
(In thousands)
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The financial sector of developing countries seems to be less affected by the crisis; though
in part this may be explained by a lag in the impact of the crisis on these countries. In many of
the developing countries, financial markets are not yet as developed as those of other Western
Countries. Financial institutions therefore have less or none of their holdings in failing US and
UK banks and less probability of their assets being contaminated by the crisis. Large countries,
such as China and India are likely to be less seriously affected because of this; their banking
systems have held less of the bad assets from the US mortgage lending market, and they have
large reserves of foreign currency.

However, restrictions on credit may prove to be the most immediate risk for developing
countries. Small, highly-indebted countries with weak public finances, current account
difficulties/deficits and exposed banks might be the ones to face the most risk. In addition,
emerging economies will likely be affected by the limited availability of credit and lack of
confidence in the financial sector. This is the case of Brazil, where the housing construction
industry is suffering from the effects of the confidence and credit crisis and is continuing in a
descending spiral this year.

1. Recent trends in the US and the UK*

Jobs in US financial services have been strongly affected by the economic slump

The financial sector was at the epicentre of the economic crisis that started in 2007 and,
not surprisingly, layoffs in that sector accounted for a disproportionate share of initial job loses.
Since the beginning of 2008, total employment in financial services has contracted by 148,000 to
8.1 million (1.8 per cent decrease), that is around 6 per cent of total non-farm employment (see
figure 4). Net job losses in the sector also represent about 6 per cent of the net job losses in the
non-farm economy as a whole. Interestingly, the process of downsizing in the sector coincided
with the advent of the sub-prime crisis, in the second half of 2007. However, almost 74 per cent
of the decrease in employment in the sector happened during the last six months of 2008. On

* See Annex 1 for the evolution of total employment in the US and the UK during the past three years.
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current trends, job losses are predicted to continue at least until the second quarter of 2009 (see
below).

Figure 4. Evolution of employment in financial services*, January 2006 - December 2008
(In thousands)
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Source: Author's estimates based on the Establishment Survey Data of the US Bureau of Labor Statistics.

Note: *This is proxied by employment in the sector of Financial Activities, which in the US comprises two sub-sectors: (1) Finance
and Insurance, and (2) Real estate, rental and leasing. The Finance and Insurance sub-sector includes (1) Monetary authorities and
central bank, (2) Credit intermediation and related activities, (3) Securities, commodity, contracts and investments, (4) Insurance
carriers and related activities, and (5) Funds, trusts and other financial vehicles. Data are seasonally adjusted.

Credit intermediation, and Real estate, rental and leasing are the two main sub-sectors in
terms of job losses in the sector of Financial activities in the US. Together, they made for 88
per cent of the total job losses recorded in the sector during the last year (see figure SA):

In 2008, employment in the credit intermediation sector fell by more than 78 thousand (3
per cent of total job losses and 53 per cent of job losses in the sector). Within this sub-
sector, the biggest job losses were recorded in non depository credit intermediation, such
as credit card issuing, sales financing, consumer lending and real estate credit. Other
activities related to credit intermediation, such as mortgage and non mortgage loan
brokers, financial transaction processing and clearing, also show important declines in
employment. The substantial decrease in employment in these sub-sectors reflects the
decline in credit activities by lending institutions and the need for these institutions to
restore a fragile financial position. Moreover, it is noticeable that the steepest decrease in

employment in these two sub-sectors occurred during 2007, before the rest of the US
economy entered into recession.

Activities related to real estate, rental and leasing have also recorded significant job losses.
In 2008 this sector lost 52 thousand jobs (2 per cent of total job losses and 35 per cent of

job losses in the sector). This is not surprising in view of the depth of the crisis in housing
markets.
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Figure 5. Financial services employment by sub-sector, January 2006 - December 2008 (January 2006=100)
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Source: Author's estimates based on the Establishment Survey Data of the US Bureau of Labor Statistics.
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commodity, contracts and investments; Insurance carriers and related activities; and, Funds, trusts and other financial vehicles add

up to for the sub-sector of Finance and Insurance. Real estate, rental and leasing constitutes the second sub-sector of the Financial
Activities sector.

(1) Credit card issuing; sales financing; other activities (e.g. consumer lending; real estate credit; miscellaneous). (2) Mortgage and

non mortgage loan brokers; financial transaction processing and clearing; other activities. (3) Information for these industries is not
seasonally adjusted.
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Average earnings in financial services have continued to grow, though more moderately than
during the expansionary period...

Earnings in financial services continued to grow over the past 3 years. However, a
deceleration can be discerned (see figure 6). In general, earnings in that sector have tended to
exceed average earnings in the US economy. And, during most of the 2000s, earnings in
financial services grew faster than for the average US worker; in 2000 average earnings in the
sector were 23 per cent higher than for the average US worker, in 2007 financial sector’s
earnings were 32 per cent higher. However the trend may have been reversed recently.5 Other
studies also find these trends of high wages in finance unsustainable. Philippon and Reshef
(2009) argue in their study that 30 per cent to 50 per cent of wage differentials observed during
the last 10 years between the financial sector and the rest of the economy can be attributed to
rents, and can be expected to disappear as happened before in the wake of the Depression.’

Figure 6. Average weekly earnings of production workers, January 2006 - January 2009
January 2000=100
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Source: Author's estimates based on the Establishment Survey Data of the US Bureau of Labor Statistics.
Note: Data is seasonally adjusted.

There is also evidence that remuneration of executives grew faster than earnings for the
average employee in financial services. An examination of executive pay in 2007 for the 15
largest companies in six selected countries shows that the highest-paid CEOs are in the US,
where average pay exceeds US$ 10 million per year the wage of the average American worker.
The real average pay of American CEOs, including share-based compensation, rose from over

> Year to year, earnings of private sector workers followed a different path than earnings of workers in financial
activities. Private workers have seen their earnings grow but at a decreasing monthly growth rate. During 2006, the
average monthly growth rate was 0.4 per cent, while in 2007 the average fell to 0.3 per cent and to 0.2 per cent in
2008. Earnings for workers in financial activities, on the other hand, decreased in 2007 compared to 2006 (from an

average monthly growth rate of 0.5 per cent to 0.2 per cent) but showed a slight recovery in 2008 (0.3 per cent per
month in average).

% The study argues that tighter regulations often arising after a period of financial crisis reduce the demand for skilled

workers, while complex corporate activities (IPOs, credit risk) increase the demand for skills. This explains the

reduction in wage differentials between the financial sector and the wider economy after a period of crisis. Philippon
and Reshef, 2009.
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US$ 16 million per year in 2003 to nearly US$ 24.5 million in 2007. This increase — nearly 10
per cent per year on average — far exceeded that of 2.5 per cent for other executives and 0.7 per
cent for employees.

Including share-based compensation accentuates the gap between CEO compensation and
average salaries. In fact, an analysis of the principal components of compensation reveals that, in
2007, variable compensation (share-based and variable in cash) constituted nearly 90 per cent or
more of total compensation for CEOs and average executives in the US. Furthermore, share-
based compensation was the dominant component of total compensation, constituting more than
60 per cent for CEOs and 50 per cent for average executives. Even though these numbers include
all sectors of the economy, they are especially pertinent for analyzing the level of executive pay
in the financial sector given that 40 per cent of the highest-paid CEO in the US works for
financial and insurance institutions.

Employment in UK finance and business sectors has also been strongly affected by the crisis...

Like in the US, employment in the finance and business sector in the UK dropped well
before the start of the financial crisis, in the autumn of 2007 (see figure 7). Since the third
quarter of 2007, employment in this sector has contracted by 227,000 (more than 80 per cent of
the net job losses in the total economy) to less than 6.5 million (3.3 per cent decrease). More
than 80 per cent of this decrease happened during the third and fourth quarter of 2008. The
finance and business sector showed the largest quarterly employment decrease among all UK
economic sectors.

Figure 7. Evolution of employment in the finance and business services sector*, 2006 Q1 - 2008 Q4
(In thousands)
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Source: Author’s estimates based on the Workforce Jobs statistics of the UK Office for National Statistics.

Note: Data is seasonally adjusted; Workforce Jobs statistics are the ONS preferred source of statistics on jobs by industry, since it
provides a more reliable industry breakdown than the Labour Force Statistics (LFS).

*Country-specific database have been used for analyzing employment in the financial sectors of the US and the UK. Specific
databases use different definitions to explain the extent of the financial sector and also use different methodologies in collecting data.
Therefore the results presented here are not comparable across countries.
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... but the crisis has not had as yet a major effect on earnings

As in the US, earnings of private sector workers in the UK are on the rise. Yet, contrary to

what was observed in the US, private sector earnings have grown at a faster pace than earnings
in financial and business sectors.”

Figure 8. Average weekly earnings of production workers, January 2006 - October 2008
(January 2000=100)
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Source: Author’s estimates based on the UK Office for National Statistics.

Note: Data is not seasonally adjusted. Data excludes bonuses.

In short, in both the UK and the US, the crisis has already provoked major job losses in
the financial sector. This has therefore put a break on the long-term increase in employment in
that sector (see Box 2). By contrast, the effect of the crisis on earnings has been relatively
limited so far. The extent of these impacts will very much depend on the manner in which
restructuring occurs during the time the crisis unfolds (e.g. young people being more affected
that older/higher level position’s employees, will have a lesser impact on earnings and vice
versa); and in the tightness of new regulatory measures on the sector. The amplitude of the
negative impact the crisis is having on employment of the financial sector suggests that a
redeployment of talents to other, more productive, sectors of the economy will be inevitable.
According to some studies if history repeats, the financial sector will no longer be a monopole
for the brightest and best workers®. This will be exacerbated by tight measures to regulate the
sector that will tend to reduce the gap between remunerations in the sector and in the wider

economy. This will affect not only people already employed in the sector but also new graduates
or future new graduates.

7 The annual rate of growth in average earnings excluding bonuses was 3.8 per cent in the three months to December
2008, down by 0.1 percentage points from the three months to November. Average monthly growth rates of earnings
during the last three years have remained relatively constant at 0.3 per cent for the private sector. Average monthly

growth rates of earnings in the financial intermediation sector, on the other hand, have slightly decreased, from 0.23
per cent in 2007 to 0.18 per cent in 2008.

8 Tett, G. 2000.
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Box 2 - Financial sector employment: trends over the past 20 year59

In the US, employment in the financial sector has increased by nearly 60 per cent since 1980, employing 51 million in
1980 and 81 in 2008 (see figure 9). During the 1980s, financial services flourished, with an annual compound growth rate
of 2.6 per cent. It was the era when large parts of the public became involved in the stock market, through mutual funds
and 401k retirements plans. In the 1990s this upward trend shifted, making visible the effects of the banking crisis of
1988-1991. Following this crisis, more than 1,400 savings and loan institutions and 1,300 banks failed and cleaning up
savings and loan institutions cost $180 billion, or 3 per cent of GDP. During this decade the sector grew at an annual
compounded growth rate of 1.6 per cent. The sector’s employment picked up again in the late 1990s, following the

increase in financial activities motivated by low interested rates, the increase in liquidity and the acceleration of the credit
market especially for housing.

Despite this fast employment growth in the financial services industry, however, the share of the sector in total

employment has not increased and remained continuously at or slightly below 6 per cent of total non-farm employment
(see figure 9).

Figure 9. Unites States: Evolution of Financial sector’s employment, 1980 — 2008
(In thousands)

Author’s estimates based on the US Bureau of Labor Statistics
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? This section is based on national data from the US and UK. Data for both countries do not correspond to Household
surveys statistics (LFS) but to series recommended by the countries for the analysis of employment in a specific
sector. In this sense, the evolution of employment in the financial sector for the US is not comparable with the
evolution the sector of the UK, due to different definitions used by each country to explain the financial sector and by
differences in data collection. The objective of this section is therefore to show the evolution of the sector’s
employment across the time for each country and not among the countries.
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In the UK, the financial and business sector’s employment has more than doubled during the last 20 years
(see figure 10). Employing almost 3 million in 1980 it employed 6.7 million in 2008. During this period, the
sector’'s employment has grown nearly 123 per cent. As in the case of the US the early 1990s were the
years of dePression of employment in financial activities, due to several banking failures that occurred in
this period. % The annual compounded growth rate fell from 4.1 per cent during the 80s to 2.1 per cent
during the 90s. The contribution of the sector’s employment to total employment in the UK has increased
steadily since 1980 (see figure 10). The sector has gained in importance from 11 per cent to 21 per cent of

total employment.”

Figure 10. UK: Evolution of Financial and business sector’s employment, 1985 - 2008
(In thousands)
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2. Job prospects for 2009-2010: possible scenarios

Previous financial crises have caused substantial adverse labour market consequences with
particularly long-lasting effects, sometimes reversed only several years after the end of the crisis.
Indeed, the negative employment effects of the crisis tend to persist well after the start of the
economic recovery. A recent study on the history of banking crises by Reinhart and Rogoff
(2008)"? shows that, on average, a crisis is associated with a 7 percentage point increase in the
unemployment rate. Moreover, it takes on average 4.8 years to return to the pre-crisis
unemployment level. The fall in output, on the other hand, is sharper, yet the duration of the
downturn is considerably shorter than for unemployment. In other words, the labour market

10" Notable bank failures included Johnson Matthey (1984), Bank of Credit and Commerce International (1991), and
Barings (1995).

" Please note that in the UK the sector includes financial and business activities, which explains the large size of the
sector.

2 1n this study, the authors focus on systemic financial crises, including the “big five” developed economy crises
(Spain 1977, Norway 1987, Finland 1991, Sweden 1991, and Japan 1992) plus a number of famous emerging market
episodes (the 1997-1998 Asian crisis, Colombia 1998, and Argentina 2001).
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recession associated with a banking crisis tends to be more pervasive and longer-lasting than the
economic recession.

There is no reason to expect that this financial crisis will be different from earlier ones. As
shown in the Annex, the negative effects of the present financial crisis on the US and UK labour
markets are already visible and appeared soon after the credit crunch. In order to gauge the
possible employment consequences of the crisis for the financial sector, two scenarios are
presented in this section. These scenarios draw on output-employment elasticities", which have
been estimated by way of an econometric analysis of the employment impact of past financial
crises, carried out for the purpose of this paper (see Annex 1 for details of the empirical analysis
in question). The scenarios also build on growth projections from the IMF and Deutsche Bank.'*

The outcomes of this analysis are presented in Figures 11 and 12. The main result which
emerges is that many of the employment losses recorded in the sector are likely to persist. In
addition, the next two years are likely to witness considerable employment shifts within the
sector —with some sub-sectors strongly affected while others are in a position of creating new
jobs —or to other sectors, as discussed before. Both results are relevant for policy, as will be seen
in Part B. More details on the scenarios are as follows:

. Figure 11 shows projections for employment in the financial sector in the US. Scenario 1
is based on the IMF projections for US economic output. According to these projections,
the downward trend in employment in the financial sector recorded since 2007 will
continue but will moderate in 2009-2010. A small decrease in employment of 0.2 and 0.06
per cent for the two years, respectively, would contribute to a loss of 17.8 thousand jobs in
2009 and another 5 thousand jobs in 2010. The total loss in employment will be nearly 23
thousand jobs. Projections for the sub-sectors of Finance and insurance and Real estate,
rental and leasing are somewhat more encouraging. According to this scenario, the finance
and insurance sub-sector would experience an additional year of job loses in 2009 (30
thousand) though it would recover nearly 22.5 thousand jobs in 2010 (annual growth rates
of -0.5 and 0.4 per cent in 2009 and 2010, respectively). Employment in the sub-sector of
Real estate, rental and leasing, on the other hand, would experience an almost negligible
recovery in 2009 before stagnating in 2010. Overall, employment in this sub-sector would
fall by nearly 8 thousand jobs during this period.

. Scenario 2, based on the Deutsche Bank’s projections for the US economy, depicts a
bleaker picture than the one portrayed by the IMF projections. Scenario 2 is also
consistent with the long lag in the recovery of employment typically associated with
financial crises. It suggests that employment in financial activities would continue to fall
during 2009 and 2010, adding nearly 88 thousand job losses to the 148 thousand already
recorded since the beginning of employment losses in the sector in 2007. Employment in
Finance and insurance would also follow a downward trend in 2009, while a modest
upturn would happen in 2010. Finally, employment losses in Real estate, rental and
leasing would accelerate during the projection period. While in 2009, 6.7 thousand jobs
would be lost, the figure would be 20.2 thousand in 2010.

. The scenarios suggest that finance and business sector’s employment in the UK would
continue to suffer from the consequences of the crisis during 2009 and 2010 (see figure
12); yet the magnitude will be deeper than in the US. This may reflect the fact that, like
other European countries, the UK started to feel the effects of the crisis with a delay vis-a-
vis the US. According to the first scenario, employment in the sector would decrease by 1
and 1.5 per cent, respectively, in 2009 and 2010. The loss in employment according to

13 The elasticities found from the empirical analysis are: 1) Finance, insurance, real estate and business services: t-
1=0.56 and t0=0.52; 2) Financial intermediation: t-1=0.24 and t0=0.48; 3) Real estate, renting and business services: t-
1=0.74 and t0=0.51.

14 . L .
Country-specific forecasts from the two sources were used for establishing future growth rates of employment in
the financial sector.
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these projections will total 167 thousand during the two years (71 thousand in 2009 and 96
thousand in 2010). According to the second scenario, finance and business sector’s
employment would decrease by more than 57 thousand jobs in 2009 and an additional
71.7 thousand jobs in 2010. In total, 129 thousand jobs will be lost by the end of 2010,
according to these projections. Contrary to the forecasts for US employment, the IMF
scenario shows a more hostile picture than the one depicted by the Deutsche Bank’s
projections.

Figure 11. United States: Financial sector's employment projections, 2000 — 2010
(In thousands)
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11C. Real estate and rental and leasing
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Source: Author’s estimates based on the US Bureau of Labor Statistics; and EU KLEMS database.
Notes: * Based on the IMF Economic Outlook Projections; ** Based on the Deutsche Bank Projections.
Figure 12. United Kingdom: Finance and Business sector’'s employment projections, 2000 — 2010
(In thousands)
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Notes: * Based on the IMF Economic Outlook Projections; ** Based on the Deutsche Bank Projections.

Even more importantly, the projections show that no matter the scenario, there will be a
permanent cut in financial sector employment. This employment cut is not specific to the sector
and happens throughout the two economies analyzed (see figure 13). Yet, the fall in employment
is to a large extent deeper in the financial sector than in the economy as a whole, with the sector
losing share in total employment (see figure 14). Why the sector is more affected than the rest of
the economy might be explained by the fact that the financial sector was at the epicentre of the
crisis. However, more importantly, the sector has been experiencing a profound restructuring that
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has been accentuated by the crisis, which has affected the sector’s employment most likely in a
permanent way. This is more evident in the US than in the UK, which might be explained by the
fact that in the UK the effects of the crisis were apparent later than in the US. In the case of the
US, the sharp fall in the share of financial employment in total employment occurred during
2006 and 2007. Within the sector of Financial activities, the plunge in the relative share in total
employment was stronger in the sub-sector of Real estate, rental and leasing than in Finance and
insurance.

Figure 13. Total employment projections, US and UK, 2000 - 2010
(In thousands)
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Notes: * Based on the IMF Economic Outlook Projections; ** Based on the Deutsche Bank Projections.
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Figure 14. Share of employment in financial activities in the evolution of total employment, US and UK

14A. United States* (Per cent)
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Part ll. Possible policy responses

As documented in the previous Part, the crisis has led to significant job losses with
prospects for further losses in the financial sector. From a policy perspective, the sector faces
four challenges: one global and three sector-specific. The global challenge concerns the
worsening global economic conditions. The largest developed countries have entered a deep
recession and the situation continues to deteriorate as the crisis spreads from financial markets to
the real economy and from developed countries to the rest of the countries. Reactivating the
financial sector under these circumstances represents the first major challenge for the sector.

The three remaining challenges are specific to the sector and are mutually-reinforcing: ii)
a permanent decline in overall activity and employment after years of expansion; iii) stagnation
and even deceleration in income growth; and iv) restructuring within the financial sector as a
large number of financial institutions, including important parts of the industry, have disappeared
due to mergers and acquisitions.”” More fundamentally, the crisis has hit the sector unevenly,
affecting employment in some activities more than in others. In particular, employment in
investment banking has shrunk strongly, while traditional depositary and credit bank activities’
employment has only slightly decreased and employment in funds and trusts has continued to
grow. It is likely that further labour reallocation among financial sub-sectors will occur in the
near future.

Two different scenarios are presented in the empirical section: one showing a more
positive picture regarding employment in the sector for the two coming years and the other a
more worrying one. However, both scenarios coincide on the slump in employment that is
expected to take place over the next years. How long these pernicious effects will last is difficult
to predict with certitude. But whether employment in the sector approaches the more positive or
negative scenario will depend heavily on the timing and type of policies that governments put in
place to mitigate the effects of the crisis.

The policy recommendations that follow aim at preparing the ground for a faster recovery
of the sector, trying to reduce the depression time and bringing the financial sector to a positive
scenario of employment growth. Three sets of policies are recommended: i) adopting a
comprehensive strategy that responds to the consequences of the crisis in the overall economy;
ii) undertaking measures that address the social effects of the crisis and accompany financial
workers during the period of economic depression; and iii) tackling the fundamental problems of
the financial sector through policies that attenuate the risk that similar crises will develop again
in the future.

1. Adopting a comprehensive strategy to respond to the crisis

To a large extent, the outlook for the financial sector depends on the overall policy
strategy adopted to respond to the crisis. The world economy is being affected by a vicious cycle
of rapidly declining confidence, leading to lower demand, output and employment, which are
further depressing confidence. These overall consequences of the crisis have been fostered by a
troubled financial sector but are at the same time further reinforcing the sector’s downward
trend. In addition, the current financial crisis has now become global and therefore requires a
global policy approach. Bail-out plans of the financial sector, crucial as they are, are not enough.

'S The first sector to disappear was that of non-bank mortgage origination of which the most notable was
Countrywide, absorbed by the Bank of America in early 2008. Other sectors including ‘monoline’ bond insurance
followed. However, so far, the most striking event has been the disappearance of the Wall Street investment banks,
with Lehman Brothers going bankrupt, Bear Stearns and Merrill forced to merge and the survivors, Goldman Sachs
and Morgan Stanley converting themselves to commercial banks in order to secure government protection. And this is
only the beginning of the restructuring of the financial sector. (Quiggin, 2008).
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What is needed is a global, coordinated stimulus package that breaks this vicious cycle and
responds to the current juncture of shrinking output, failing capital markets, drying-up of credit,
massive job losses and growing poverty.'®

Such a policy package would be based on the following broad principles:

. An immediate policy objective is to stabilize the financial sector and restore confidence in
capital markets.

. In addition, a macroeconomic stimulus is needed to boost domestic demand, thus
supporting the economy and job creation.

. Moreover, to mitigate the adverse effects of the crisis on disposable incomes and income
inequality, social welfare systems need to be strengthened and workers’ rights protected.
Experience shows that social dialogue, as part of the Decent Work Agenda, can be
instrumental in designing an effective package of measures.

. Finally, the massive hit of the crisis for the financial sector needs to be addressed by social
policies that compensate the pervasive consequences on employment and wages and help
those who lost their jobs in the sector to return quickly to employment.

These measures are instrumental to stabilise the economy and thereby help improve the
outlook for overall employment as well as for the financial sector. In addition, specific policies
targeted towards stabilising prospects and maintaining employment are necessary as the sector
undergoes a period of major restructuring.

Nevertheless, complexity remains in terms of how to implement a global stimulus package
without limiting the capacity of the financial sector to overcome the crisis and keep supporting
growth. Longer-term policies that address the origins of the crisis, such as dealing with the
economy’s structural problems, are crucial to bring the economy to a more stable track. It is
necessary as well to tackle inappropriate financial regulation in order to pave the way for a better
functioning of the financial sector. Setting the right incentives is fundamental for preventing
excessively risky decisions and financial products with pervasive systemic consequences for the
economy. However, simply chocking off the sector to avoid any risk taking will not be beneficial
for the economy and for employment. Additional policies that support the financial sector during
the transition period are fundamental in order to maintain the incentives that keep the financial
sector running.

The following looks more closely into policies to tackle the economic and social
consequences for the financial sector per se.

2. Helping workers cope with the crisis in the financial sector

The second set of policies must mitigate more directly the labour and social consequences
of the crisis in the financial sector, namely the job losses, reduction of disposable income and
redeployment of labour within the sector. To do so, support measures are needed that accompany
the financial sector workers through the crisis period, assisting them in finding new jobs,
adapting their skills or even embarking on new career prospects.

It is therefore important to adopt measures that: i) provide adequate, well-designed
unemployment benefits and social protection. Honouring existing commitments made vis-a-vis
workers is especially crucial for those financial enterprises that are forced to leave the market
(there are cases where employees have to opt for legal actions to protect their rights at work). i)

' International Institute for Labour Studies (2008a)
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support job-search and placement into new jobs, which may sometimes necessitate skill
development measures — all the more important, because, as noted earlier, the sector is likely to
face a permanent cut in employment and many job losers need to obtain jobs in other sectors;
and iii) strengthen social dialogue within financial institutions to mitigate the adverse social
effects of the crisis and pave the way for a healthier sector.

Access to adequate, well-designed unemployment benefits and social protection

Policies are needed to make sure that workers in the financial sector laid off in the course
of the crisis are properly protected against substantial losses of disposable income. In particular
lower ranking employees in the sector are unlikely to receive generous severance payments, so
they have to rely on unemployment benefits. As the crisis unfolds, it is suggested that policy
makers ensure that financial-sector employees continue to be appropriately covered in their
return to a new job. In some countries, policies have been put in place to extend the maximum
length of unemployment benefit duration. For example, in Vietnam, the government will launch
this year a new unemployment insurance policy, under which the monthly subsidy can be up to
60 per cent of the person's previous salary. The policy is aimed at supporting the unemployed but
also at contributing to the redeployment of labour'’. The US government also made public a new
social plan aiming at extending unemployment benefits and health insurance and increasing
social security benefits for those who lost their jobs.

Even those employees that can count on contractual guarantees for severance payments —
often highly-skilled specialists — are put at risk as the crisis brings down entire financial
institutions. Ensuring that contractual commitments are respected and eventually guaranteeing
earlier promises to these employees is another effective measure that governments could put in
place in order to make sure that workers get adequate protection.

In addition, it is suggested that governments ensure that financial sector employees
continue to benefit from relevant social services such as health insurance. Currently, in some
countries like the US, health-care insurance is tightly linked to the job. There is therefore a risk
of a further rise in the incidence of workers without proper health coverage. This will be a
particular risk for those laid off in the financial sector that are likely to face a higher risk of job
loss and a longer average duration of unemployment spells. Some countries are already studying
measures that go in this direction. In Thailand, for example, the Social Security Office is looking
at expanding the health care network to cover more people, including the family members of
private firm employees who are members of the social security fund. Besides expanding the
security net, this measure would address the problem of a drastic reduction in contributions to
the fund due to the rising number of jobless people’®.

Unemployment benefits, social protection and employment protection are also embedded
in ILO conventions that many member states have ratified. It is especially important to apply
these conventions in the current context. Indeed this will reinforce automatic stabilisers, thereby
supporting economic recovery.

Activation policies and effective public employment services

Effective activation policies could play a crucial role in promoting the re-employment
prospects of job losers from the financial sector. Main elements of these programmes include
employment services (such as job matching, career guidance and job-search support; adequate

'7 Xinhua News Agency, “Vietnam to launch unemployment insurance next year”, 19 February, 2008.
18 Bangkok Post, “SSO looks at expanding health cover”, 2 February 2009.
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management of unemployment benefits; and the referral of jobseekers to reintegration
programmes after a period of unsuccessful job search). In certain cases, employment
programmes like direct job creation or subsidised jobs can also play a useful role — especially in
avoiding demotivation among job seekers. These programmes, if well designed, have proven to
be very beneficial, helping cushion economic shocks without jeopardizing growth when the
upswing sets in. For example, universal social policies such as those used by Nordic countries
(e.g. Denmark, Sweden) have managed to support economic development by maintaining high
employment and strong labour force participation while at the same time leading to favourable
social outcomes (see World of Work Report 2008"°, Chapter 6).

Importantly, there is a strong case for designing specific training programmes for job
losers from the financial sector. As already noted, many of these job losers will have to find a job
outside the sector, which may require acquiring new skills. Some countries are already taking
these initiatives to address the damaging effects of the current crisis. The UK put in place
subsidies (of up to £2,500) for employers who hire workers who have been unemployed for
more than 6 months. Spain as well established this kind of subsidy (of up to €1,500 per job
subsidy) for companies that hire unemployed workers having families to support.

There is no consensus yet as to whether government support specifically to the financial
sector should be made conditional on job guarantees. This is a complex issue, which requires
further scrutiny and should probably be addressed by taking into account national institutions
and practices. However, in reflecting on the various policy options involved, it is important to
keep in mind available evidence on whether it is easier for workers to move to new jobs before
losing their current position. This suggests that supporting some of the existing jobs, at least for a
limited period of time, may be an effective policy. This of course needs to be coordinated with
the policy approach adopted for other sectors — where many workers are also becoming victims
of the crisis and are losing their jobs. During the current crisis, some countries have opted for
policies trying to prevent job losses, even though not based on conditionality. Korea, for
example, opted for tax exemptions and an extension on tax submission periods for employers
that maintain their workforce; and Mexico is giving subsidies (of up to 2 million pesos) to
companies facing production cuts and layoffs. However, it is difficult to analyse the effectiveness
of these policies in addressing the challenges of the financial sector given that they deal with the
wider economy.

Encouraging social dialogue would help manage the effects of the crisis ...

Social dialogue is instrumental to balance conflicting interests and generate consensus in
crisis policy responses. The financial sector is in a position where these kinds of decisions are
taken on an every day basis. Workers may be willing to accept the inevitability of downsizing
and restructuring, and even layoffs. But workers also call for management to inform and consult
their staff or their representatives before drastic decisions are taken. Moreover, social dialogue is
a powerful tool to enhance greater transparency in reporting and decision making. Moreover,
social dialogue can help design training and other programmes that support job losers and
facilitate later recovery of the sector.

Many countries have used crises as opportunities to improve social dialogue, which in
return contributed to solutions to resolve the crisis. In Korea, for example, the government
engaged in social dialogue in an effort to stabilize industrial relations amidst the economic
turmoil of the late 1997. A Tripartite Commission”’ was launched as the legal institution of social
dialogue. The Commission urged the major actors of the crisis to improve the effectiveness and
accountability of corporate governance and introduce greater transparency of their management

19 INST (2008b)

20 It was composed of labour, business, government and the public interest.
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and accounts. The Tripartite Commission is considered to have had an instrumental role in
achieving agreement between the social partners and the government on the response to the
crisis (OECD, 2000). Another example is Argentina, where social dialogue helped the 2003
government successfully overcome the crisis, by building consensus on priorities in employment
and labour policy (Novick et al. 2007). The initiative included labour, business, NGOs, the
newly poor, social movements, and political and religious groups. It allowed the government to
maintain control over the crisis situation, while fostering a strategy of social inclusion and
eventual expansion of social welfare programs”.

Avoiding counterproductive solutions: early retirement and outsourcing

In times of crisis, firms may choose job redundancies as a measure to contain costs in to
allow them to stay in the market. Several alternatives (such as early retirement, outsourcing,
flexible staffing and work methods, etc.) exist to outright lay-offs with more or less adverse
consequences for the long-term performance of the labour market. In particular, early retirement
programmes that have been widespread in the past proved to be damaging for both fiscal
sustainability and employment prospects among older workers. Evidence suggests that gradual
retirement policies and measures that help workers acquire a new career are to be preferred in
this respect as they help employees to keep in touch with the labour market. Of course,
governments may need to ensure that such measures do not substantially damage the capacity for
these employees to find a more stable form of employment.

During the Asian crisis in Thailand, for example, KTB Securities Company initially
retained all staff, including those from the acquired banks, but eventually restructured its
combined operation, introducing incentives to encourage early retirement which resulted in the
departure of 2,372 employees at the expense of tax payers and with long-term adverse
consequences for the labour market. Spain gives another example of the dangers of forced early
retirement. According to the financial sector trade union, jobs in the banking sector declined
from 180,000 to 129,000 between 1980 and December 1999, mainly due to merger-linked forced
early retirements, sometimes thinly disguised as voluntary™.

Under these circumstances, it is recommended that policy measures be put in place to
make sure that banks and financial institutions are bearing the full costs of their activities and are
not allowed to carry over more burden to tax payers. In particular, measures that cause long-term
damage to the proper functioning of the labour market — such as forced early retirement — should
be avoided.

3. Policies for a more effective financial sector at the service of the real
economy

Challenges also lie ahead for those employees who continue to work in the financial
services industry. In addition to major restructuring efforts in the sector, there is a need for
policies which encourage existing banks and financial institutions to concentrate on their core
business and which give incentives to cut down on excessive risk taking decisions and activities.
This calls for a new corporate governance of the banking sector, including a fresh look at
remuneration packages of executive and trading staff. During the restructuring phase, in
particular, compensation packages and earnings growth of these employees would need to better
reflect their ability to fulfil the lending role of the institutions that employ them.

2! For more detail on these specific country policies, please see Discussion Paper No. (Megan and Naren)
22 1LO (2001)
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Rationalizing executive pay and dividend policies

Rewarding risk-taking rather than sustainable growth in economic value is considered one
of the factors behind the financial crisis. Indeed the reward system for executives and bank
managers needs to be adapted to prevent excessive risk taking®. The existing remuneration
model leads to misallocation of risk and places burden on those least capable of taking large
gambles.

In defining good executive compensation, experts recommend that rewards must depend
on high performance attained through the right mix between risk taking and risk management.
As part of this approach, individual incentives would be realigned with the long-term
performance of the bank. In this respect, some have argued that such a realignment of incentives
would require abolishing shareholder value as an indicator of success for the compensation
schemes of managers. Some countries like the UK have moved in this direction by requiring that
capital injections come with restrictions on executive pay and dividend policies. This could be
used as a possible reform avenue in other countries.

Another policy recommendation is to redirect executive payments away from short-term
cash toward longer-term payments.”* Withholding a portion of a year’s compensation depending
on performance goals would allow reimbursements to be controlled in case of adverse events.
Such reform would also encourage a focus on creating real economic value and discourage
short-termism. In addition, for the specific case of traders, this model will make it more difficult
to leave after bonus season. An example of such program is the “bonus-malus” system adopted
by UBS last year as a part of its new compensation model. According to this model, executive
board members whose bonuses had depended on annual performance alone will now be paid
according to the new system that tracks their performance and the bank’s share price over a
three-year period. In addition, so-called variable compensation will no longer be available for the
chairman of the bank.”

A mixture of these suggestions is what has been proposed in the US as part of the stimulus
package to address the effects of the financial crisis. The provision would set a 500 thousand
dollar limit on executive pay at US financial institutions that have received financial bailout
funds. However, conditionalities would go beyond this cap on compensation by restricting
bonuses for senior executives and the top-compensated employees in financial institutions that
receive more than 500 million dollars from the Treasury Department’s TARP (Troubled Asset
Relief Program). Limits on bonuses and other incentive pay at companies would be set on a
sliding scale according to how much federal aid they receive. In addition, any bonuses would
have to be in the form of long-term incentives, like restricted stock, which could not be cashed
out until the TARP money was repaid in full.

On April 2, 2009 the G20 countries agreed on the implementation of a series of new
principles on executive compensation, the so called FSF’s (Financial Stability Forum) Principles
for Sound Compensation Practices. The FSF Principles for Sound Compensation Practices aim
to ensure “effective governance of compensation, alignment of compensation with prudent risk
taking and effective supervisory oversight and stakeholder engagement in compensation.””’

2 See Ebert, Papadakis and Torres (2008) for a more detailed analysis of executive pay.
24 Ben W. Heineman Jr. (2009)

2 Forbes, “UBS Goes Long Term On Bonuses”, November 17, 2008.

2% See Financial Stability Forum (FSF) at http://fsforum.org/
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Employee involvement in corporate governance

Multi stakeholder’” coordination in financial institutions may be improved to ensure better
coordination and implementation of agreed international corporate governance standards.
Remuneration and incentive systems are supposed to align the interests of corporate officials
with the long-term interest of the company and shareholders. In this regard, developments in
corporate governance mechanisms have led to an increasing use of performance-related pay
systems for executive managers and directors. Nevertheless, empirical studies show that such
systems have only a very moderate effect, if any, on the performance of financial institutions.
Moreover, wide variations exist, with some countries displaying virtually no relation between
performance-related pay and company profits. On the contrary, evidence suggests that managers
are in a dominant wage-bargaining position with respect to company owners, partly as a result of
institutional flaws. Distortions in these structures are dangerous since they may lead to a short-
term bias towards additional risk-taking, a particular concern for the financial industry. In this
regard, employee involvement in corporate governance may contribute to realigning the interests
of the different stakeholders. In this sense, policy makers may want to consider policies aimed at
strengthening the role of the supervisory board and allowing other stakeholders to participate,
since this may counterbalance managerial power and may limit excessive risk-taking. This
measure is especially pertinent in the financial sector, given the problems discussed above
regarding excessive management compensation in the sector.

Concluding Remarks

The financial sector is facing a deep and most likely permanent restructuring process,
which started even before the onset of the financial crisis. In addition, the crisis has hit the sector
unevenly, which may result in labour movements among financial sub-sectors. It is also likely
that the sector as a whole will lose jobs on a permanent basis.

The restructuring process will have a substantial impact on both employment levels and
earnings. In fact, the sector is already experiencing a major cut in overall activity after years of
expansion, which is triggering significant job losses. The incidence of job losses in this sector is
much larger than is the case for the economy as a whole. And earnings are stagnating or even
falling in certain cases.

Measures to help workers cope with the crisis in the sector would serve social and
economic goals. These include adequate, well-designed unemployment benefits and social
protection, activation policies and effective public employment services. Such policies would not
only support incomes of affected workers, but would also facilitate transitions to new jobs and
reduce the risk of long-term unemployment and inactivity. There is also a strong case for
launching re-training programmes targeted on the workers of the financial sector, given the
likely permanent cut in total employment in the sector.

The paper also considers measures that help moving towards a more effective financial
sector, focusing on the needs of the real economy. One of the suggested options is to build
incentives that move the sector to less risky activities through a new corporate governance
structure. This includes in particular rationalizing executive pay and dividend policies.

%7 Which takes into account the interests of employees, enterprises with which the financial institution operates and
the communities that are directly affected by the institution’s decisions.
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Finally, social dialogue among employers and unions in the sector can greatly support
adoption of the needed measures. Social dialogue is also instrumental in ensuring that the
measures which are specific to the sector are well designed.



26 DiscuUsSION PAPER SERIES No. 197

Bibliography

Deutsche Bank. 2008a. “The End of Recession and the Limits to Fiscal Policy,” Global
Economic Perspectives, December 17, 2008.

Deutsche Bank. 2008b. “Searching for a New Source of Global Demand Growth,” World
Outlook, December 5, 2008.

Ebert, F.C; Papadakis, K.; Torres, R. 2008. “Executive compensation: Trends and policy issues”,
Discussion Paper No. 190 (International Institute for Labour Studies, Geneva).

Financial Stability Forum. 2009. FSF Principles for Sound Compensation Practices. Available at:
http://www.fsforum.org/publications/r 0904b.pdf

Heineman, B.W. 2009. “Principles for Reforming Executive Pay”, Business Week, Viewpoint,
January 6, 2009.

International Institute for Labour Studies. 2008a. Policy Brief: A global policy package to
address the global crisis. ILO, Geneva.

International Institute for Labour Studies. 2008b. World of Work Report 2008: Income
Inequalities in the Age of Financial Globalization. ILO, Geneva.

International Labour Office. 2001. The employment impact of mergers and acquisitions in the
banking and financial services sector, Report for discussion at the Tripartite Meeting on the
Employment Impact of Mergers and Acquisitions in the Banking and Financial Services
Sector. ILO, Geneva, February 2001.

International Monetary Fund. 2009. “World Economic Outlook: Update”, An update of key
WEO projections. IMF, January 28, 2009.

Laeven, L.; Valencia, F. 2008. “Systemic Banking Crises: A New Database” , IMF Working
Paper, No. 08/224 (Washington, DC).

Novick, Marta; Tomada, Carlos; Damill, Mario; Frenkel, Roberto; and Maurizio, Roxana. 2007.
“In the wake of the crisis: Argentina’s new economic and labour policy directions and their
impact”, IILS Research Series 114.

OECD Economic Outlook. 2008. Preliminary Edition, No. 84, November 2008.
OECD. 2000. Pushing Ahead with Reform in Korea. Paris.

Quiggin, J. 2008. “Risk Shifs in Australia: Implications of the Financial Crisis”, University of
Queensland, Australia.

Philippon, T.; Reshef, A. 2009. “Wages and Human Capital in the U.S. Financial Industry: 1909-
2006”, NBER Working Paper No. 14644.

Reinhart, C. and Rogoff , K. 2008. “Banking Crises: An Equal Opportunity Menace”, NBER
Working Paper No. 14587.

Reinhart, C. and Rogoff , K. 2009. “The Aftermath of Financial Crises”, paper presented at the
American Economic Association Meeting in San Francisco, January 3, 2009.

Tett, G. 2009. “A chance for bankers to refocus their talents”, FT.com, April 6, 2009.



EFFECTS OF THE CRISIS ON THE FINANCIAL SECTOR: TRENDS AND POLICY ISSUES 27

Annex 1 — Evolution of total employment: United States and
United Kingdom

UNITED STATES

Employment in the US has declined sharply and the number of job losers is on the rise...

As the real economy entered a major recession, the adverse impact on employment in the
US continued to worsen. The negative employment trend that started in Dec-2007/Jan-2008 with
the onset of the recession has even accelerated during the past four months and there is no sign
of a reversal in the months ahead (see figure A1l).

The latest information on non-farm employment shows a sharp decline of more than
500,000 in December and an increase in the unemployment rate from 6.8 to 7.2 per cent, the
highest level since 1992 (see figure A2). Since the start of the recession in December 2007, non-
farm employment has fallen by 2.6 million or almost 2 per cent. Of this reduction, 75 per cent
(1.9 million) occurred only during the last 4 months.

The number of unemployed persons increased by 632,000 to 11.1 million in December
2008. During the last year, the number of employed has grown by 3.6 million and the
unemployment rate has risen by 2.3 percentage points. Among the unemployed, the number of
job losers and persons who completed temporary jobs increased by 2.7 million.

Effects of the crisis on the labour force participation rate has become visible, but is not yet
substantial. The labour force participation rate in December 2008 (65.7 per cent) fell by 0.3
percentage points since the beginning of the recession one year ago and by 0.1 percentage points
compared to the previous month. The increase in the amount of discouraged workers™, on the
other hand, has been more noticeable. In December, there were 642,000 discouraged workers, up
by 279,000 from a year earlier.

28 Discouraged workers are persons not currently looking for work specifically because they believe no jobs are
available for them. Definition of the United States Department of Labor.
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Figure A1. Evolution of Total nonfarm employment, January 2006 - December 2008
(In thousands)
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Source: Author's estimates based on the Establishment Survey Data of the US Bureau of Labor Statistics.
Note: Data is seasonally adjusted

Figure A2. Evolution of the unemployment rate, January 2006 - December 2008
(Per cent)
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Source: Author's estimates based on the Labor Force Statistics from the Current Population Survey of the US Bureau of Labor
Statistics.

Note: Data is seasonally adjusted.
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UNITED KINGDOM

Employment in the UK is also on the fall ...

In the UK, another country hard-hit by the financial crisis, the effects brought severe
hardship on the real economy and the consequences are envisaged to be long-lasting. The impact
on total employment, however, started to be evident only since the second half of 2008 (see
figure A3). Total employment fell by 284,000 or 0.9 per cent to 31.3 million during the last year.
The sharp decline occurred during the third and fourth quarters of 2008 when employment
decreased by 343,000 or 1.1 per cent. These two are the largest quarterly falls since the end of
1992.

Figure A3. Evolution of total employment, 2006 Q1 - 2008 Q4
(In thousands)
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Source: Author’s estimates based on the Workforce Jobs statistics of the UK Office for National Statistics.

Note: Data is seasonally adjusted; Workforce Jobs statistics are the ONS preferred source of statistics on jobs by industry, since it
provides a more reliable industry breakdown than the Labour Force Statistics (LFS).

The number of unemployed people, the unemployment rate and the claimant count have all
increased...

The unemployment rate increased by 0.2 percentage points to 6.5 per cent during the last
month for which information is available (Dec-2008). Compared to the previous year,
unemployment increased by 1.3 points, adding 421,000 people to dole queues and returning the
country to a position not seen since the 1990s when one in 10 people who wanted a job could not
find one. The claimant count was 1.2 million in December 2008 (the highest figure since January
2000). It is up 79,900 over the previous month and up 351,500 over the year.

This upward trend in unemployment is not expected to see a reversal soon. The recession
in the UK looks likely to be deep with persistent effects over the medium term. In addition, the
economy was overheated before the credit crisis; unemployment was unsustainably low. So it
will take time to come down again once the recession is over.
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Figure A4. Evolution of the unemployment rate, January 2006 - December 2008
(Per cent)
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Source: Author’s estimates based on the Labour Force Survey of the UK Office for National Statistics.

Note: Data is seasonally adjusted.
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Annex 2 — The impact of financial crises on the financial
sector’s employment: An empirical analysis

The purpose of this Annex is to present baseline evidence on the effects of the crisis on the
financial sector in the short term. For doing so, the elasticities of employment growth (elf) to

GDP changes were calculated by means of Okun-law panel regressions around the past 14
(banking) crises in 13 high-income countries.”” On the basis of a maximum of 91 observations,
employment growth in three financial (sub-) sectors has been explained on the basis of changes
in aggregate GDP developments. These sectors included Finance, insurance, real estate and
business services; Financial intermediation; and Real estate, renting and business services.

The following equations were estimated independently:

(1) eftK,it = BAY, + B,AY, , +¢,
(2) ef,n =AY, + B,AY, | +¢&,
(3) eIL(,it = BAY, + B,AY, | +¢,

where, L, ; corresponds to the annual growth rate of employment in the sector of
Finance, insurance, real estate and business services; L, ,to the annual growth rate of

employment in the sub-sector of Financial intermediation; and, L, ,, to the annual growth rate of
employment in the sub-sector of Real estate, renting and business activities. Regarding the
explanatory variable, growth (AY, ), it is measured by the annual growth rate of GDP of the

countries analyzed. An overview of the different variables used and their sources and definitions
can be found in table 1.A2.

» Australia, 1989-1992; Denmark, 1987-1992; Finland, 1991-1994; France, 1994-1995; Germany, late 1970s; Greece,
1991-1995; Italy, 1990-1995; Japan, 1992; Republic of Korea, 1997-2002; Spain, 1977-1985; Sweden, 1991-1994; the
UK, 1974-1976 and 1980s-1990s; and the US, 1988-1991. The banking crises have been identified on the basis of
Laeven and Valencia (2008).
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Table 1.A2: Definitions and sources of variables used in the regression analysis
Variable Definition Source
GDP annual growth rate Anr)ual growth rgte of gross dome§t|c product, in OECD.Stat
national currencies and constant prices.
Employment growth in the sub-  Annual growth rate in the number of persons
sector of Financial engaged in the sector of Financial intermediation EUKLEMS database
intermediation. (Sector code: JtK)
Employment growth in the sub- Annual growth rate in the number of persons
sector of Finance, insurance, engaged in the sub-.sector of Elnance, |nsurance: EUKLEMS database
real estate and business real estate and business services. (Sector code:
services. J)
Employment growth in the sub- Annual growth rate in the number of persons
sector of Real estate, renting engaged in the sub-sector of Real estate, renting EUKLEMS database
and business activities. and business activities. (Sector code: K)
Frequency of financial crises Timeframe of financial crises in the countries  Author estimates based on Laeven
q y analyzed. and Valencia, 2008.

To construct the panel, employment growth around the years of crises for the three
categories of the financial sector was collected and centred in t0. This crisis-specific central time
period corresponds to the year when the country experienced the lowest GDP annual growth rate.
In this way, a panel was constructed with on average 13 observations for employment growth
around the crisis (t-6 to t+6) for 14 different banking crises analysed. Table 2.A2 gives a
synthetic review of the econometric estimates reporting these elasticities.

Table 2.A2. Regression results

Finance, insurance, real
estate and business

Financial intermediation

Real estate, renting and
business services

services
GDP (Annual growth rate) 0.559 0.242 0.741
(6.41)* (2.51) (6.44)*
Lag of GDP 0.522 0474 0.505
(6.08)** (5.03)* (4.46)*
0.003 -0.001 0.009
Constant
(0.95) (-2.86)* (2.37)
Fixed effects Yes Yes Yes
Observations 9 9 91
Number of countries 14 14 0.34

Note: Estimated based on ordinary least squares. All regressions are controlled for country-fixed effects. Absolute value of t-statistics
(z-statistics in the tests of autocorrelation) in parentheses. Significance levels: *significant at 5%; **significant at 1%.

To take account for the peculiarities of the data set, regressions have been rerun to account
for heteroscedasticity. To ensure that one or some of the countries did not influence the results,
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reduced regressions were also estimated by excluding the countries analyzed one at a time.
Moreover, the following table presents GLS estimates and controls for auto-correlated error
terms. As can be seen in table 3.A2, all coefficients remain highly significant and the absolute
size of the estimated effects changes only relatively little between different estimation methods,
giving some confidence in the estimated effects.

Table 3.A2. Alternative estimators

Finance, insurance, real estate and business services

. . GLS
Baseline equation GLS GLS :
(heteroskedasticity) (heteroskedasticity) N EEIEEG
errors)
GDP  (Annual 0.559 0.559 0.564 0.554
grOWth rate) (6.41)** (6-91)** (11-55)*4: (12.06)**
Lag of GDP 0.522 0.522 0.536 0.553
(6.08)** (6.97)* (11.26)** (12.84)*
0.003 0.003 0.000 3.10E-06
Constant
(0.95) (0.90) (-0.11) (0.00)
Observations 91 9 9 9
Number of
countries 14 14 14 14
Financial intermediation
Baseline equation GLS GLS GLS
(heteroskedasticity) (heteroskedasticity) (auto-correlated errors)
GDP (Annual 0.242 0.242 0.250 0.252
grOWth rate) (2.51 )* (2.87)** (4.05)** (4.24)**
Lag of GDP 0.474 0477 0.458 0.446
(5.03)* (5.91)* (7.47)* (7.42)*
-0.001 -0.010 0.008 0.008
Constant
(-2.86)* (-3.32)* (1.70) (1.53)
Observations 91 91 91 91
Number  of
countries 14 14 14 14
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Real estate, renting and business services

Baseline equation GLS GLS GLS
(heteroskedasticity) (heteroskedasticity) (auto-correlated errors)
GDP (Annual 0.741 0.741 0.713 0.706
grOWth rate) (6.44)** (5.50)** (9.89)** (9.91 )**
Lag of GDP 0.505 0.505 0.597 0.609
(4.46)* (4.29)* (8.51)* (8.94)*
0.009 0.009 -0.005 -0.004
Constant
(2.37)* (2.03) (-0.73) (-0.76)
Observations 91 91 91 91
Number  of
countries 14 14 14 14

Note: All regressions are controlled for country-fixed effects. Absolute value of t-statistics (z-statistics in the tests of autocorrelation) in
parentheses. Significance levels: *significant at 5%; **significant at 1%.
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