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I will make four main points: (1) the proposals of Drttze and Sneessens 
deal with a minor cause of the present high unemployment in Europe 
and should be evaluated in this light; (2) transfers from high- to low-paid 
labor create disincentives for investment in human capital and are there- 
fore counterproductive; (3) integration between Eastern and Western Eu- 
rope will probably not cause large-scale disruption of industries and em- 
ployment in Western Europe; and (4) one should be cautious about in- 
troducing a short-run remedy for a long-run problem. 

r. Technological change, deindustridization and 
other causes of the present unemployment 

Western Europe has had high unemployment - around 10 per cent - 
since the early eighties. The main reasons for the surge in unemployment 
at that time were restrictive fiscal and monetary polices in the face of bal- 
ance of payments problems and high inflation, and following supply 
shocks. The restrictive policies were in some cases introduced during the 
downturn of a business cycle and made its consequences more severe. A 
lack of wage flexibility, high unemployment benefits in some countries 
and slow growth have combined to keep the unemployment rate high. 

Drttze and Sneessens argue that technological bias against low-skilled 
labor, a secular decline in manufacturing's share of GDP, and competition 
from cheap foreign labor have aggravated the unemployment problem, 
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especially for low-skilled labor, and they present various statistical evi- 
dence to that effect. I find the evidence suggestive but not conclusive, 
considering the mixed results in some areas and the relatively few studies 
made. In any case, it is important to keep in mind that these factors can- 
not constitute the main causes of the present high levels of unemploy- 
ment. They existed before 1980. Some countries - Finland, Norway and 
Sweden - maintained low levels of unemployment until the early nine- 
ties. 

I would believe that the effect of relative wages on technological 
change has been more important than any inherent bias in technological 
change against some particular type of labor. Specifically, relatively high 
wages to low-skilled labor - to some extent due to minimum wages - 
should have induced (low-skilled) labor-saving technological change. 

The share of manufacturing output and employment has been falling 
over time in industrialized countries. A great number of relatively high- 
paying jobs for relatively low-skilled labor have been eliminated in this 
way. But the mirror image of the falling share of the manufacturing sector 
is the rise of the service sector. The service sector is on average intensive 
in low-skilled labor compared to the manufacturing sector. The net effect 
of these secular trends on the demand for low-skilled labor may well be 
positive, not negative as assumed by Drkze and Sneessens. 

Ht is important to know more about the reasons for the low-skilled bias 
among the unemployed in order to pursue the right policies. If the bias is 
due to factors that can be expected to remain in force in the long run, 
then their prescription, a one-time reduction in the relative cost of low- 
skilled labor, is only a short-term remedy. 

2. Disincentives to investment in human capital 

Every developed economy redistributes income from those with high in- 
comes and high skills to those with low incomes and low skills. All of the 
different ways to lower the cost of low-skilled labor discussed by Drkze and 
Sneessens lead to stronger redistribution. A subsidy to employers of Pow- 
skilled labor, or the proposed reduction of employers' social insurance con- 
tributions for low-skilled labor, not only lowers the cost of such labor to 
employers but raises wages at the same time (if demand and supply curves 
have negative and positive slopes, respectively). The incentive for younger 
individuals to acquire non-mandatory formal education and for employees 
to acquire more skills and training is thereby further weakened. 
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I do not think that such effects are negligible. According to recent re- 
search by Fredriksson (1994), changes in economic incentives - including 
variations in the rate of unemployment - provide a good explanation of 
the fluctuations in enrollment in higher education in Sweden over the pe- 
riod 1967 to 1991. The substantial wage equalization in Sweden in the 
early seventies was a major cause of the drop in demand for higher educa- 
tion during the subsequent 15 years. 

Disincentives for investment in education and training are a cost to 
society that will manifest itself in the long run. Empirical research on ec- 
onomic growth is turning up increasing evidence that the benefits to soci- 
ety of investment in human capital are substantially greater than what is 
measured by the higher wages to high-skilled labor alone. 

g. Competition from cheap labor in Eastern Europe 

My next point concerns the consequences of freer trade with the coun- 
tries of Eastern Europe and the former Soviet Union. At present, labor is 
paid at least ten times more in Western Europe than in these countries. 
For example, Volkswagen estimates that labor costs at its plants in West- 
ern Germany are twenty times higher than at Skoda, its newly aquired 
subsidiary in the Czech Republic. It is very safe to assume that such wage 
differences - after adjustment for differences in skill levels, infrastructure, 
etc. - must result in job losses in Western Europe and a downward pres- 
sure on wages in some industries and for some types of labor. 

Such an assumption is supported by the findings of Ben-David 
(1333), demonstrating clearly that previous trade liberalization in West- 
ern Europe had a definite and substantial equalizing effect on per capita 
incomes across countries. There was no trend towards equalization before 
the creation of the EEC in 1357 between the original EEG members or 
other Western European countries. The countries that remained outside 
the EEC did not experience income equalization to the same extent as 
EEC members after 1957, despite taking part in free trade agreements 
among themselves (EFTA) and with the EEC. Thus, stronger forms of 
economic integration seem to have induced stronger equalization of per 
capita incomes across countries. 

The best way to avoid that some groups will lose during the adjust- 
ment to a new pattern of international specialization and trade is not to 
increase protection - a possibility that Drkze and Sneessens seem to be a 
tiny bit ambivalent about - but to subsidize resource reallocation. This 
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means that workers must be properly compensated for relocation, paid 
for retraining, and protected in other ways from losses during the transi- 
tion from old to new jobs. In this respect the rest of Western Europe 
probably has much to learn from Swedish policies in the sixties. 

Another lesson from the economic integration of W7estern Europe is 
that it took place without large-scale reallocation of resources between 
different sectors and industries. and without great changes in income dis- 
tribution between different kinds of labor and between labor in different 
industries. The reason was thar integration mainly caused intra-industry 
specialization and trade. To take an example from the automobile indus- 
try: the number of producers and plants was reduced, but output could 
be increased in almost every country due to specialization and Barge-scale 
production. France was shipping more Peugeots and Renaults to Htaly at 

~~. 
:he same time as Htaly was sending more Fiats to France. S:~:!ar ~ntra-in- 
dustry specialization may take place between Eastern and Western Eu- 
rope. We are already seeing that the largest firms in the West are estab- 
lishing subsidiaries in the East and locating the labor-intensive stages of 
the production process there. 

The IEU has signed free-trade agreements with several Eastern Europe- 
an counntries but Elas in practice been very sensitive to increases in exports 
in the areas where these countries have the greatest comparative advan- 
tage, namely agriculture, textiles and steel. Such protectionism might well 
help a development towards intra-industry specialization, as the Eastern 
European countries are left to exploit comparative advantage in low- 
skilled activities and stages of production within many different manufac- 
turing industries. 

4. A short-run remedy for a longrun problem! 

Let me end by making the point that technological bias against low- 
skilled labor, deindustrializatim and competition from low-skilled for- 
eign labor are long-run phenomena. Even if we manage to eliminate the 
negative consequences for low-skilled labor by the right amount of subsi- 
dies or tax reductions today, we are likely to find tomorrow that the prob- 
lem has reappeared and calls for more of the same. At thar point the dis- 
tortionary costs are higher and vested interests have been created. When 
can and should we stop? 
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