SWEDISH ECONOMIC POLICY REVIEW 1 (1994) 221-257
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Richard Jackman*

Summary

& During the 1980s, two dimensions in particular of the unem-
ployment problem have been a source of increasing concern for
policy-makers in Europe. One is the increasing rate of structural
change, and the resulting decline in employment opportunities for
unskilled manual workers. The other is the evidence of the corrosive
effects of long spells of unemployment on individuals and societies.
This paper attempts to assess the role of active labour market policies
in addressing these problems. It argues that, in the absence of active
policies, the combination of more rapid structural change and the in-
definite availability of cash benefits can be expected to lead to a con-
tinuing growth in long-term unemployment. Even where schemes
do not have much of a return to those who are on them, as much of
the microeconomic evidence suggests, they may still have a substan-
tial social return in preventing the emergence of long-term unem-
ployment. The key requirement is to ensure that no unemployed
person, who is able and willing to work, should be allowed to draw
benefit for more than a limited period of time. The resources of the
labour market authorities should be used to ensure that as a last re-
sort some appropriate temporary job or training opportunity is made

available by the end of this period. &

* The author is a Reader in Economics at the London School of Economics, and a Programme
Director for Human Resources at the Centre for Economic Performance. He has written exten-
stvely on unemployment policies and long-term unemployment.
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In introducing its 1990 Employment Outlook, the OECD noted that
growth both in output and employment during the 1980s had been
strong, and that the unemployment rate in the OECD area had fallen for
six years in succession. Nonetheless, unemployment rates in most mem-
ber states were significantly higher than those recorded at the previous cy-
clical peak in 1978-79. Further, evidence of inflationary pressure, and of
high rates of capacity utilisation, suggested at that time that there was no
further scope for reducing unemployment through expansion of demand.
The persistent unemployment of the 1980s, it concluded “...is basically
structural in nature”.

Structural unemployment is held to have arisen from profound chang-
es both in the composition of demand for labour and in the characteris-
tics of the labour force. Most important has been the substantial shift in
demand towards more highly skilled occupations and away from, in par-
ticular, unskilled and semi-skilled manual work. There have also been
substantial changes on the supply side, in particular the increased labour
force participation of married women, and in the forms of employment
organisation, such as the growth in part-time and temporary work and in
self-employment (OECD, 1990a).

Clearly the appropriate labour market response to increased structural
imbalance is greater mobility across sectors. However, most OECD coun-
tries (the United States being a conspicuous exception) provide a reason-
able measure of income support for unemployed people. Unemployment

* am very grateful to Anders Bjirklund and, especially, 1o Lars Calmfors for extremely help-
Jul comments on an earlier draft of this paper, and to the Centre for Economic Performance for
vesearch support. The Centre for Economic Performance is financed by the Fconomic and So-
cial Research Council.

223



WHAT CAN ACTIVE LABOUR MARKET POLICY DO? Richard Jackman

benefits reduce the incentive to incur the costs and risks of occupational
or geographical mobility. Some unemployed people appear to have re-
signed themselves to labour market inactivity and to life on benefits.
There is also concern that the benefit system is being abused, particularly
among young people, by the idle and fraudulent.

In response to this situation, the OECD recommended a policy
framework, which contained three main elements (OECD, 1990b):

o Mobilising labour supply, which includes measures such as training,
placement and rehabilitation programmes for the unemployed.

e Developing employment-related skills, which involves reforms in educa-
tion and on-the-job training.

° Promoting a spirit of active search, which concerns the role of the em-
ployment services in job matching and longer-term career develop-
ment.

Broadly speaking, this policy framework might be represented as an en-
dorsement of “active labour market policies”, that is programmes to en-
courage job search and assist labour mobility, as against reliance on “pas-
sive” policies (payment of unemployment benefit) as a response to the
problems of structural change.

From a structural perspective, the argument for active labour markert
policies seems a plausible one. If unemployment is caused by labour im-
mobility in the face of changing demand, then encouraging labour mo-
bility would appear to be an appropriate policy response. But this imme-
diately raises two questions. First, economies are always subject to struc-
tural change of various sorts, yet unemployment rates vary a lot across
countries and over time, so does it make sense to attribute unem-
ployment to structural causes? Second, even if it is true that in some sense
unemployment is structural, is not the adjustment to shifts in demand
and technology something which prices and markets are supposed to be
for? What are the causes of market failure in this context, and how far
can they justify government intervention?

In Section 1 of the paper I argue, primarily on the basis of evidence
from the United States, that structural changes confronting the industri-
alised economies are indeed more substantial than in earlier decades and
that the outcome of market forces in these circumstances has been a
marked increase in income inequality. In most European countries, in-
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cluding Sweden, the political commitment to social insurance is likely to
rule out American levels of inequality, and hence will blunt the capacity
of market forces to achieve the required structural change. The problem
confronting policy-makers in Sweden and elsewhere in Europe is how to
achieve labour mobility without removing social protection from those
whose jobs are lost in the process of change.

Section 2 of the paper offers a brief discussion of the relative merits in
principle of active as against passive labour market policies in the context
of the dual objectives of encouraging labour mobility and maintaining
social protection. The main conclusion of the section is that active poli-
cies can maintain people’s incomes without creating a disincentive to mo-
bility, whereas cash benefits will discourage mobility.

With these considerations in mind, Sections 3 and 4 review the evi-
dence from OECD countries on the effectiveness of active labour market
policies. Section 3 surveys studies on the effects of individual pro-
grammes on the employment prospects or subsequent earnings of those
participating in them. Section 4 is concerned with macroeconomic evalu-
ations, that is whether or not countries which invest more heavily in ac-
tive policies achieve higher degrees of labour mobility or lower overall un-
employment rates than those which do not. It has to be said that overall
the evidence is not enormously compelling, but on balance tends to sug-
gest that active policies can have beneficial effects at both micro and mac-
ro levels.

The paper concludes, in Section 5, by suggesting that the policy
choice facing the industrialised countries in this context is to strike a bal-
ance between greater reliance on the market (implying greater income in-
equality and lower benefits for the unemployed) on the one hand, and
fuller and more effective use of active labour market policies on the other.
Sweden is already at one extreme, and though its system may have served
it well in holding down unemployment in the past, at current rates of un-
employment it may be becoming prohibitively expensive (quite apart
from exhausting administrative capacity). In these circumstances there
may be an argument for relying to a greater extent on the market, which
would imply widening wage differentials and a cutback in the level of un-
employment benefit. [ suggest that the policy to be avoided is a cutback
in active measures in conjunction with an extension of income support
for the unemployed.
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1. Recent developments in OECD labour markets

The unprecedented severity and persistence of unemployment in many
OECD countries during the 1980s has been the subject of extensive re-
search. While many questions remain unresolved, there appears to be
agreement on three main points:

(i) The sharp rise in unemployment at the beginning of the 1980s can be
attributed to the supply shocks associated with OPEC II, and the adop-
tion of restrictive monetary policies in response to these shocks. In the
early 1980s, high unemployment was associated with falling inflation.

(ii) From the mid 1980s, unemployment remained high but inflation
stopped falling. While this might suggest a rise in equilibrium unem-
ployment, there is no evidence that any of the aggregative factors asso-
ciated with higher equilibrium unemployment (such as trade union pow-
er, the generosity of unemployment benefits, payroll taxes or other labour
costs) had increased — if anything the reverse occurred (see, e.g. Bean ez

al., 1987).

(iii) While long-term unemployment has an important role in explaining
the dynamics of high unemployment, and can exacerbate and prolong
the unemployment effects of adverse shocks, it cannot of itself be an ex-
planation of a higher permanent unemployment rate. In the UK, for ex-
ample, comparing the mid-1980s with the late 1970s, while long-term
unemployment rose by a factor of five over the same period short-term
unemployment doubled and the increase in short-term unemployment
accounted for about half the total increase in unemployment (see, ¢.g.
Haskel and Jackman, 1988).

By the end of the 1980s, the belief that continuing high unemployment
could be explained primarily in terms of a never ending hangover from
the deflationary policies of the beginning of the decade was becoming in-
creasingly hard to sustain. Theories of unemployment hysteresis (the idea
that the equilibrium unemployment rate would adjust to the actual un-
employment rate, so that a temporary shock to unemployment would
persist indefinitely) had been couched in terms of insider/outsider models
(Blanchard and Summers, 1986; Lindbeck and Snower, 1988) and in
terms of the effects of long-term unemployment (Layard and Nickell,
1987; Blanchard and Diamond, 1994). But both theoretical argument
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and empirical evidence (reviewed, e.g. by Layard er al, 1991) appear to
establish that though these factors were important, the degree of hystere-
sis was significantly less than 100 percent. The return of unemployment
to its long-run equilibrium might be prolonged but would not be pre-
vented by these types of factors.

The idea that worsening structural imbalance in the labour market
could be the explanation of persistent high unemployment had of course
been frequently proposed. But evidence on sectoral unemployment rates
(surveyed, e.g. by Layard et al., 1991, ch. 6) seem to suggest that while
structural imbalance was a serious problem, it had got no worse during
the 1980s. By the end of the decade, however, evidence on relative wages,
in particular from the United States, presented a very different picture.

This section first looks at the evidence from the United States, then
very briefly returns to the relative unemployment rates, and finally sets
out a simple model of structural change as a framework for policy discus-
sion.

1.1. Wages and employment in the United States

There have been three important features of the earnings distribution in
the United States. First, though the dispersion of earnings had been wid-
ening since at least the late 1960s, the rate of increase has increased
sharply since 1980. Second, this increase cannot be explained in terms of
the economic cycle, because it persisted through a period of rapid growth
during the latter part of the 1980s. And third, the relative employment
rates as well as the wage rates of the skilled have been increasing, with the
clear implication that the driving force comes from the demand rather
than the supply side.

Of the developed economies, the US labour market is the most obvi-
ously competitive and flexible, the least subject to protection or regula-
tion, and thus an arena in which the workings of market forces are most
transparent. Unemployment in the United States, unlike in Europe, has
shown virtually no trend increase since the 1950s, yet over the decades,
and in particular over the last ten years, the distribution of wages has be-
come more and more unequal (see e.g. Blackburn ef 4/, 1990 or Katz
and Murphy, 1992).

These trends are illustrated in Figures 1 and 2 (Katz ez 4/, 1993). Fig-
ure 1, panel A, shows wage inequality in the United States increasing sub-
stantially: since the late 1960s in the case of men, at least since the early
1970s for women (earlier data are not available). While the growth in in-
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Figure 1. Changes in wage inequality by sex in selected countries
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Figure 2. Cumulative real wage growth by decile
in selected countries, males
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Figure 2. Continued
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equality fluctuates, there is no clear correlation with the business cycle.
Unemployment was rising between 1969 and 1971, between 1973 and
1975 and between 1979 and 1982. Although there was a sharp jump in
inequality in 1982, there is no general tendency for inequality to increase
at times of rising unemployment, and the fluctuations are in any event
tiny relative to the trend. Similar findings for the OECD area as a whole
are presented in OECD (1993, p.167).

The magnitude of the increase in inequality in the United States can
perhaps be gauged from the fact that, despite substantial general im-
provements in living standards, the real wages of the poorest ten percent
of workers are lower now than they were in 1970 (Figure 2).

Investigations of the causes of increasing inequality in the States have
focused on both supply and demand factors. On the supply side the
United States, in common with most European countries, has experi-
enced a large increase in the level of education and skills in the workforce,
in addition to a rapid increase in female participation. However, the rela-
tive wages of these groups have increased (Katz and Murphy, 1992). This
suggests that the dominant influence has been a very substantial increase
in the demand for skilled and for non-manual labour.

Shifts in the demand for labour might in principle be attributed to three
types of factors: shifts in the composition of final demand for products,
changes in technology and changes in the pattern of external trade. Karz
and Murphy (1992) attempt to evaluate the relative importance of these
factors by asking to what extent shifts in the pattern of employment can be
attributed to changes in the industrial structure, and to what extent to
changes in the proportions of different skills employed within each secror.
They find that within each industrial sector, employment has shifted in fa-
vour of more educated and more skilled workers, and in favour of women,
notwithstanding the rise in the relative wage of these groups. This shift they
attribute largely to the nature of technological change in recent years,
which has progressed beyond the stage of heavy machinery requiring man-
ual strength or skills for its operation, to computers and electronics requir-
ing intelligence in those who work with them.

There have at the same time been substantial changes in the composi-
tion of employment by industrial sector. The share of business and profes-
sional services and of health, education and welfare have risen, while the
proportion employed in manufacturing and also in agriculture, distribu-
tion and retail trade has fallen. These shifts also serve to raise significantly
the demand for skilled relative to unskilled labour and for women relative
to men.
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Despite the concern often expressed about competition from the newly
industrialised, low-wage economies of South East Asia, including now
China, it appears that only a relatively minor part of the decline in manu-
facturing can be attributed to import penetration from low-wage countries.
The volume of manufactured imports from low-wage countries, even if
growing, was still by the late 1980s small relative to other factors affecting
the composition of employment (Blackburn ez 2/., 1990). Nonetheless it
has to be recognised that traditional manufacturing industry, the mainstay
of employment for manual men, is increasingly vulnerable to competition
from these countries, and this factor may be becoming increasingly impor-
tant as world trade continues to expand.

From a European perspective, the important point is that each of these
factors is global in its scope and can be expected to affect all the industri-
alised economies as much as it has the United States. In the US, the shift
in the demand for labour in favour of better educated and more skilled
workers and in favour of women has been met in part by an increase in
supply and in part by an increase in the relative wage of theses groups.
The worsening job prospects of the unskilled have been offset in part by a
reduction in their number due to education and training and in part by
quite a steep decline in their relative wage.

In Europe, however, the wage structure in most countries has not be-
come more unequal (Table 1). In the European context, the UK is some-
thing of an outlier: it has experienced an increase in inequality compar-
able in magnitude to that of the US, at least in part as a result of deregu-
lation and the attrition of trade union rights in successive Employment
Acts (see also Figures 1 and 2). In the EU countries other than Britain,
despite falling demand for unskilled workers, in particular manual men,
wages have been held up by a variety of institutional forces. These differ
across countries, and include the role of trade unions in preserving wage
differentials, the extension of wages determined in collective bargaining
to all workers in a sector, minimum wage laws and relatively generous un-
employment benefits. The obvious interpretation is that the combination
of falling demand and rising real wages has led to widespread unem-
ployment of manual workers across Western Europe.

1.2. Unemployment rates by skill and occupation

There is no disputing that unemployment rates of manual and unskilled
workers are higher than those of professional and white-collar workers
(Table 2). As unemployment rates overall have risen, the unemployment
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Table 1. Changes in the ratios of earnings in the 1980s
Average change over period shown for each country normalised

on a 5-year basis

Australia
(1980-90)

Austria
(1980-89)
Belgium
(1983-88)
Canada
(1981-90)
Denmark
(1981-90)
France
(1980-90)
Germany
(1983-90)
lcaly
(1980-87)
Japan
(1979-90)
Netherlands
(1979-90)

Norway
(1980-91)

Portugal
(1985-89)

Sweden
(1980-91)
United Kingdom
(1980-90)

United States
(1980-89)

Top decile relative to the

Botrom decile relative to the

median median

(+ implies increased (- implies increased
inequality) inequality)

M W T M W T
+.027 +.022 na -.021 -.021 n.a.
+.015 +.025 +.010 —.008 —-.004 -.002
+.050 +.020 +.050 +.017 +.030 +.018
+.038 -.010 +.031 —.025 -.018 -.015
n.a n.a +.020 n.a n.a. +.008
+.054 +.012 +.020 +.001 -.011 +.008
+.008 +.013 +.008 +.019 +.049 +.028
+.073 -.033 n.a +.038 +.027 n.a.
+.044 +.041 n.a. -.006 n.a. n.a
-.007 -.007 -.007 -.007 n.a. —.003
n.a n.a +.009 n.a n.a. +.022
n.a n.a +.078 n.a n.a. +.007
—-.053 +.014 +.001 -.025 -.018 -.015
+.161 +.187 n.a -.035 —-.044 n.a.
+.101 +.105 +.032 -.014 -.033 -.027

Source: OECD Employment Outlook, 1993, Table 5.2, pp. 159-161
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Table 3. Dispersion of occupational unemployment rates

(@) var (u;/u) (%)
Occupational UK USA Australia Canada  Germany Spain  Sweden

categories (5) (7) (7) (7) (6) 7) (8)
1973 13.1 9.6
1974 23.3 15.1 9.6
1975 14.0 20.2 12.3 7.6
1976 20.5 14.0 9.2 8.8 15.2 12.1
1977 21.0 12.3 13.8 10.7 15.7 12.5
1978 16.2 12.4 18.4 9.5 9.1 16.4 12.4
1979 24.4 15.2 14.3 10.9 19.7 12.8
1980 20.4 22.7 15.1 12.4 9.1 20.6 12.4
1981 21.2 21.1 17.2 13.3 20.0 15.9
1982 21.4 25.1 17.4 15.1 16.9 21.4 17.3
1983 22.8 21.5 25.7 13.0 21.1 15.9
1984 20.5 19.9 22.2 11.2 14.1 16.7 121
1985 22.3 20.6 19.7 11.3 11.4 12.9 13.3
1986 20.6 15.0 10.8 11.1 16.6
1987 18.5 11.2 7.2 16.7
Correlation

between first and

last year 0.87 — 0.92 0.95 0.86 1.00 0.83

(b) Ratio of manual to non-manual unemployment rates

Occupational UK USA Australia Canada  Germany Spain  Sweden

categories (5) ) (7) 7) (6) (7) (8)

1973 1.80 1.74
1974 1.76 1.93 1.78
1975 1.74 2.18 1.89 1.65
1976 2.13 1.94 1.71 1.04 2.08 1.91
1977 2.12 1.85 1.68 1.78 2.14 1.93
1978 1.78 1.85 2.16 1.70 1.18 1.95 2.04
1979 2.27 2.04 1.97 1.80 1.99 2.02
1980 2.34 2.46 1.97 1.92 1.27 2.04 1.96
1981 2.41 2.39 1.86 1.97 1.98 2.25
1982 2.53 2.58 2.14 2.04 1.69 1.86 2.34
1983 2.57 2.46 2.36 1.97 1.75 2.22
1984 2.20 2.38 2.46 1.86 1.60 1.99 1.95
1985 2.45 2.42 2.14 1.87 1.49 1.91 1.85
1986 2.41 1.93 1.86 2.00 1.98
1987 2.27 1.88 1.88 2.02

Notes: The bar indicates a break in the series.
Sources: UK: General Household Survey (breakdown as in Table 1): Others: 1LO Yearbook

(breakdown as in Table 1), which amalgamates skilled and non-skilled manual workers.
For the USA, Employment and Earnings uses different classifications before and after
1983, bur the trend in each sub-period is as shown above.

Source of lable: Layard ez al. (1991) p. 290
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rates of manual and unskilled workers have risen by more in absolute
(though not in proportional) terms than those of skilled workers. The em-
ployment of unskilled and manual workers is generally more cyclical than
that of skilled and white-collar workers. Indeed, as a generalisation, the un-
employment rates of different groups tend to move roughly in proportion
over the cycle, so that the dispersion of unemployment rates remains
roughly constant (Table 3). A larger absolute gap between skilled and un-
skilled unemployment rates in other words would be exactly what one
would expect to observe as a consequence of depressed economic activity.

The correlation in many European countries between higher aggregate
unemployment and an increased unemployment differential could thus
be explained either by greater sectoral imbalance leading to higher aggre-
gate unemployment (as in the model set out below) or by the differential
effect of depressed overall activity on different sectors. But the United
States economy provides unambiguous evidence of increased structural
imbalance, and in the absence of any other factor explaining the persis-
tence of higher aggregate unemployment in Europe, it seems difficult not
to assume these factors important in Europe also.

1.3. A model of structural change

To formalise these ideas in a simple analytical model, we may envisage an
economy with two types of jobs, skilled (sector 1) and unskilled (sector
2). For technological and other reasons there is a shift in the pattern of
demand for labour at an exogenous rate of 4 jobs per year. Workers ac-
quire skills, and move from sector 2 to sector 1 at a rate in part exogenous
(dp) but in part depending on the economic incentives represented by
wage and unemployment rate differentials between the two sectors. The
difference between the exogenous component of the demand shift and
the exogenous rate of skill acquisition (d—dj) provides a measure of the
“skills gap”. Equilibrium requires that the growth in demand for skilled
labour should equal the growth in the supply, that is:

d——— d0+¢zl(w1— w2)+42(u2—u1)(1—p) (1)

where w; is the skilled wage, w, the unskilled wage, u; the unem-
ployment rate of skilled workers, #, the unemployment rate of unskilled
workers, p the replacement rate and 4y, 4;>0. Since 41 and 2, measure
the elasticity of skill acquisition with respect to the differential income
stream thereby attained, they depend (negatively) on the costs and per-
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ceived risks of skill acquisition, the discount rate and the tax rate. (In the
long run, expected income in sector 7 is w;(1—u;(1-p)), but a migrant
who is risk averse or who has a high discount rate may give a higher
weight to unemployment. Equation (1) is a linear approximation of the
logarithmic form permitting different effects of wage and unemployment
rate differentials.)

Wage setting is given by

wy=w—b(ur—u;) (2)

with 6>0. This equation (with the constant term suppressed) can be
interpreted as indicating that a reduction in the relative wage of unskilled
workers requires an increase in their unemployment rate relative to the
unemployment rate of skilled workers. Hence

uy—u=(d—-do)/(a b+ ay(1-p)) (3)
and
wy~wy=—b(d~dy)/(ayb+ay(1-p)) (4)

Thus both wage and unemployment differentials are increasing in the
“skills gap”, d—dy. With perfectly flexible wages (4 approaching infinity),
the unemployment differential disappears and the wage differential ap-
proaches (d—dy)/a;. The less flexible are wages (the lower the value of 6)
the smaller the wage differential and the bigger the unemployment diffe-
rential. If 4 is small, the unemployment differential will also be sensitive
to the replacement rate, p. And government intervention to facilitate la-
bour mobility through the acquisition of skills (raising 21 and ;) will re-
duce the unemployment differential.

If governments implement policies or sustain institutions which re-
duce wage flexibility, that is reduce the value of 4, then unemployment
rate differentials will be inefficiently high, and there may be an efficiency
case for subsidising labour mobility, even if individual decisions in this
area are perfectly rational, and there are no other deviations of social from
private costs. An immediate implication is that the payoff from participa-
tion in such programmes to the individual may be low even when the so-
cial benefits are substantial.
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1.4. Long-term unemployment

Many EU countries have experienced not only high and persistent unem-
ployment in the aggregate, but also many unemployed people experienc-
ing very long spells out of work. In some countries (Belgium, Ireland and
[taly), the proportion of long-term unemployment had risen to over 60
percent of total unemployment in 1991 (OECD, 1993, Appendix Table
P). Further, many unemployed people experience repeated spells of un-
employment interrupted only by brief spells in temporary jobs. Many
long-term unemployed people appear to have given up looking for work
and have become resigned to life on the dole.

A more elaborate model could incorporate the idea (Layard and
Nickell, 1987) that long-term unemployment has little impact on wage
pressure. For example, one might assume that in the low-unemployment
sector 1 unemployment is short-term, but that higher overall unemploy-
ment in sector 2 implies that a proportion of workers in this sector would
enter long-term unemployment. Further, the higher the overall unem-
ployment rate, the higher in general the proportion of long-term un-
employment (Haskel and Jackman, 1988). If only short-term unemploy-
ment affects wage pressure, then the model of structural imbalance set
out above would solve for the short-term unemployment rate in sector 2.
Any worsening of structural imbalance then raises the sector 2 short-term
unemployment rate and this implies a proportionately greater increase in
the long-term unemployment rate, and hence in total unemployment in
sector 2.

1.5. Unemployment benefits

We may also note that the model implicitly assumes that unemployed
people are able to draw benefit indefinitely and unconditionally. Any re-
strictions on the availability of benefit would clearly increase the incen-
tive to acquire skills and thus reduce the unemployment differential.
Most unemployment benefit systems are in principle conditional: the un-
employed are expected to search for work and to accept appropriate of-
fers, and benefit can be withdrawn if unemployed people are not pre-
pared to apply for, or turn down, suitable jobs. But if the source of wage
rigidity lies elsewhere, there will not be enough unskilled jobs to go
round and making the unemployed search harder will serve no useful
purpose. Hence, in many countries, the worktest is not strictly applied
and is ineffective.
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Likewise, though benefit duration is often limited (see Table 4), social
insurance objectives require that some measure of support be given to un-
employed people, especially those with dependents, so that once people
have exhausted their unemployment insurance entitlement they are able to
move onto some form of social assistance often at a rather similar rate. Thus
tor all the administrative intent to limit benefit entitlement, in many coun-
tries benefits have de facto become unconditional and indefinite.

1.6. The Swedish experience

Against this sombre background, the performance of the Swedish labour
market prior to the current crisis stands out as a beacon of light. The distri-
bution of wages in Sweden has remained one of the most equal in the world
yet, until recently, Sweden achieved a very low unemployment rate. (Fol-
lowing standard usage, unemployment here means “open” unemployment,
that is it excludes people participating in training schemes or other active
labour policy measures.) A recent paper by Freeman and Bjorklund (1993)
has evaluated various explanations of this remarkable achievement. Their
main finding is that greater equality in Sweden cannot be attributed to
workforce characteristics. They are able, for example, to rule out the hy-
pothesis that greater equality can be explained by greater uniformity of ed-
ucational attainment. Their conclusion is that the explanation must lie in
the distinctive institutions and policies of the Swedish labour market.

In Sweden, of course, wage equality has for a long time been accepted
as a prime objective of policy in its own right. To the extent that wage
equality might constitute a hindrance to labour mobility, it has been re-
garded as precisely the purpose of active labour market policies in the
Swedish model to overcome this impediment. While Freeman and Bjork-
lund make no specific assessment of the role of active labour market poli-
cy in their paper, their findings are clearly consistent with the idea that
active policies are working in accordance with this principle.

2. The social insurance function of active
and passive policies
In Section 1, two possible reasons for active labour market policies were ex-
amined. The first was the familiar one that the social returns from skill ac-

quisition or job search may exceed the private in the presence of wage rigid-
ities, unemployment benefits or other distortions (Johnson and Layard,
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Table 4. Maximum duration of unemployment benefits
and replacement rates

Maximum duration Replacement rates?

1981 1989 1972 1980 1990
EC countries
Belgium Indefinite Indefinite 0.83 0.73
Denmark 2V years 2Y2 years . 0.60 0.47
France 3 years 2Ya years 0.34 0.41
Germany 1 year 1 year 0.74 0.64 0.42
Ireland 15 months 15 months N 0.43 0.35
ltaly 6 months 6 months 0.11 0.14 0.08
Netherlands . 36 months . 0.93 0.75
Spain 2 years 2 years . 0.39 0.40
United Kingdom 1 year 1 year 0.43 0.28 0.16

Non-EC European countries

Austria 30 weeks 30 weeks 0.55 0.57 0.57
Finland 100 weeks 100 weeks 0.32 0.50 0.61
Norway 40 weeks 80 weeks 0.18 0.32 0.39
Sweden 60 weeks 60 weeks 0.31 0.49 0.64
Switzerland 36 weeks 50 weeks

Non-European OECD countries

Canada 50 weeks 50 weeks . 0.37 0.47
Japan 26 weeks 30 weeks 0.31 0.36 0.20
United States 39 weeks 26 weeks 0.36 0.36 0.36

Notes: .. Data not available.

4Replacement rates are calculated as the ratio of actual payments of unemployment insur-
ance benefits per unemployed person to the average wage of production workers.

Sources: U.S. Department of Health and Human Sciences, Social Security Programs
Throughout the World, various issues; OECD, National Accounts; OECD, Employment
Outlook, 1991; and direct submissions by national authorities.
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1986). The second, which is I think less familiar, was that active labour
market policies, by acting as a self-selection mechanism, may reduce an ele-
ment of the inefficiency associated with the payment of unemployment
benefit. This second reason is examined in more detail in this section.

In a society committed to social protection, one economic rationale for
active labour market policies is at root the same as that for the payment of
unemployment benefit — namely to protect household incomes from being
excessively vulnerable to fluctuations in the labour market. In the absence
of private insurance provision, there is a role for government to act to sup-
port the living standards of those whose employment opportunities have
collapsed. This insurance can operate through cash benefits; but it can also
take the form of government provision of temporary jobs, paying a wage,
or training placements in conjunction with a cash allowance.

The balance between active policies and cash benefits would in princi-
ple be determined as the least cost means of achieving the social protec-
tion objective. Cash benefits have low administrative costs and may in-
volve less government interference in the lives of individuals, but blunt
the incentive to seek work or to acquire new skills, and may be subject to
abuse by the fraudulent or idle. Active policies entail higher administra-
tive costs, but may avoid the abuses to which cash benefits are susceptible
and can assist rather than discourage job search and skill acquisition.

In principle, active policies can be regarded as one way of circumven-
ting the moral hazard problem of unemployment benefit. The social pro-
tection role of benefits requires they be paid to people who (a) are unable
to find work, and (b) have no other source of income. One may attempt
to enforce these criteria by vigilant administration of the benefit system,
but with neither the resources nor the methods of a police state, it may be
hard to prevent abuse. One may, for example, require unemployed people
to produce written evidence of so many job applications per week, and
withdraw benefit from anyone who fails to make applications or turns
down a “suitable” (as defined by the authorities) job offer. Few OECD
countries have adopted so harsh a regime (Switzerland is perhaps the clos-
est), and plainly even with such arrangements there remains scope for
abuse. The costs of such administrative measures may be so high that
they are feasible only when unemployment rates are very low. Of course,
entitlement to benefit can be restricted, for example to those with recent
work experience, or confined to a limited duration of unemployment.
While these administrative restrictions may cut abuse, they may at the
same time deny benefit to those who genuinely need it, for example in
the case of long-term unemployed people who cannot find work.
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It has been noted (e.g. by Layard and Philpott, 1991) that even where
the payment of benefit is made conditional on pardcipation in a scheme,
participation rates are often not very high. Clearly, a significant propor-
tion of unemployed people prefer being unemployed and receiving bene-
fit to participation in a scheme. There are a number of possible reasons
for this. Some benefit claimants may have other sources of income and
prefer “leisure” to going on a scheme. Others may have undeclared jobs
which are more attractive than, and preclude participation in, a scheme.
Yet others will find they are able to get a regular job if benefit is made
conditional on participation in temporary work or training scheme.

Active labour market policies can thus in a sense replace administrative
criteria for the allocation of benefit by putting a price on the individual’s
time. They can replace administrative selection by self-selection. Most
starkly, imagine the payment of benefit were made conditional on the per-
formance of some tedious and time-consuming task. Then only people
who really needed the money, and really couldn’t find a job elsewhere in the
economy, would apply. The disincentive effects of the benefit system would
be countered, while the insurance objective would be safeguarded.

This parallels the argument recently advanced by Dréze and Sen
(1989) on policies for alleviating hunger in third-world countries. They
argue for supporting cash incomes rather than direct provision of food,
and suggest this can best be achieved through the provision of public
work programmes at the basic cash wage. Their rationale is again one of
self-selection — only the really needy will take up such work, whereas it
would in their view be impossible to restrict payment of cash benefit to
those in need through administrative mechanisms.

The capacity of active labour market policies to operate as a self-selec-
tion mechanism depends of course on a regime in which the payment of
benefit can be made conditional on participation. This may be achieved
either if unemployed people can be refused benefit if they turn down a
suitable place on a scheme, or, alternatively, if the duration of unem-
ployment benefits is limited but the employment services offer temporary
work or a place on a scheme for people whose benefits have expired.

It is also necessary that the programmes are time consuming, in that it
is the obligation imposed on unemployed people to sacrifice their time
that is the essence of the self-selection mechanism. If benefit can be with-
drawn from non-participants it is not necessary that income payments to
those on schemes be higher than benefits, but equally the insurance ob-
jective suggests they should be no lower: a benchmark for income pay-
ment might therefore be benefit plus expenses. It is of course still in gen-
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eral desirable that participation yields a return to the individual, in the
sense of raising their subsequent wages or employment prospects, but it is
not relevant to the actainment of the self-selection objective.

By contrast, if participation on active labour market programmes is es-
sentially voluntary, the programmes can of course still be beneficial, but
only if they encourage activities (e.g. skill acquisition) which are socially
efficient but which, in the absence of the programme, would not have
taken place.

3. Microeconomic evaluation

Active labour market policies comprise a number of different types of ac-
tivity. From the point of view of their economic impact they may con-
veniently categorised under three headings (Calmfors, 1994):

(i) Public employment services, which include not only standard job infor-
mation and brokerage services and the provision of advice and counsel-
ling to the unemployed, but also the encouragement of job search by the
provision of support and facilities and guidance with regard to place-
ments on labour market programmes (training or temporary jobs).

(ii) Training, both for the unemployed and for those in work.

(iii) Direct job creation, which includes wage subsidies to regular (usually
private-sector) employers taking on unemployed people, support for un-
employed people starting up their own enterprises, and direct (i.e., pub-
lic-sector) job creation.

Microeconomic evaluations are concerned with the effects of individual
programmes, for example whether those participating in a particular
scheme subsequently achieve higher incomes, or have better employment
prospects, than might otherwise have been expected. The problem with
this approach is that it cannot establish whether any improved performance
of scheme participants is simply at the expense of others in the economy, or
whether there is any overall effect. Macroeconomic evaluations thus at-
tempt to measure the overall effects of policies on employment, unem-
ployment or wages in the economy as a whole. This is the subject of the
next section.

These questions have recently been very carefully reviewed by the

OECD (1993) and Calmfors (1994). There is space here only to com-
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ment on some of the more important results of these studies.

A first comment on the microeconomic studies is on the overall meth-
odology. The idea of these studies is to compare the labour market out-
comes of those on schemes with non-participants. But participants in
schemes are by and large not chosen randomly, and in general people
cannot be compelled to take part. It follows that those going onto
schemes may have different characteristics from non-participants. It may
be these different characteristics, rather than the effects of the scheme,
that lead to different outcomes for different people. A research study can
make allowance for observable differences between people — age, sex,
family responsibilities, education, occupational background and so on,
but it is impossible to adjust for differences in attitude, motivation, per-
sonality and other, more subjective, factors that may nonetheless be rele-
vant to an individual’s labour market prospects.

This problem, of “unobservable heterogeneity”, is well known to be-
devil microeconomic studies in this area (for an extensive discussion, see
the papers in Jensen and Madsen, 1993). But it becomes particularly seri-
ous in the context of the insurance function of active labour market poli-
cies discussed in the previous section. Suppose, for example there were
two groups amongst the unemployed: those who are productive in work
but have a preference for leisure and those with low productivity who
cannot find work. With payment of cash benefits both groups remain
unemployed. But if cash benefits are withdrawn, the higher productivity
leisure-lovers may go back to work rather than onto a scheme, and only
the low productivity people end up on the schemes. If the schemes have
the self-selection function described in Section 2, they in a sense partition
people on the basis on differences in characteristics, and this serves to ex-
acerbate the problem of unobservable heterogeneity.

Microeconomic evaluations can thus misrepresent the impact of active
policies in two ways. First, they can fail to measure the “true” effect of a
scheme on participants, because of unobserved heterogeneity. Second,
they do not measure the impact of the policies on non-participants, in
particular where receipt of benefit is made conditional on participation in
a scheme.

3.1 Employment services

The main functions of the employment services, the bringing together of
information on vacancies and the monitoring of payment of benefir,
apply to all unemployed people and thus cannot be evaluated by standard
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microeconomic techniques. But the counselling services of employment
offices are used by some but not all unemployed people, and it is of inter-
est to ask whether these have any effects.

In the United States, the United Kingdom and in the Netherlands,
attempts have been made to evaluate these activities on an experimental
basis — that is by allocating people between a “treatment” and a “control”
group on some random or other basis and comparing the success in find-
ing jobs of the two groups. These studies appear to find systematically
positive effects of counselling on job prospects (OECD, 1993), though
there is the risk that the quality of counselling given to a small number of
people in the course of an experiment could not be replicated across the
market as a whole. A general conclusion is that intensive counselling can
be effective, and it should be targeted at those otherwise least likely to
escape unemployment.

3.2. Training

Given the increasing disparities in wages and employment opportunities
between skilled and unskilled workers, one might expect training schemes
to offer a high return to those taking them. A remarkable, but consistent,
finding is that the microeconomic evidence on general training schemes for
unemployed adults provides very little support for such a view.

OECD (1993) examines the effects of numerous types of training
schemes. A general conclusion is that programmes targeted on a small
number of individuals, with a relatively high cost per head, often appear
quite effective in improving the wage and employment prospects of at least
some of the individuals involved. On the other hand, broader programmes
covering a larger number of people at a relatively low cost per head typical-
ly seem to have little if any effect on the prospects of participants.

A good example is the effects of programmes carried out under the Job
Training Partnership Act (JTPA) in the United States. Studies of the ef-
fects of JTPA show that the training component had no significant effect
on the carnings or employment prospects of unemployed people general-
ly, but special schemes, e.g. for those with poor education, did tend to
improve their labour market prospects. Similarly disappointing results of
studies of the effects of general training schemes in Sweden are reviewed
by Bjorklund (1993).

Rather similar results emerge from studies of youth training schemes.
Again the most careful studies have been of schemes in the United States.
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In general, these schemes do not appear to improve either job prospects
or earnings.

There are a number of possible interpretations of these results. One is
that there is considerable variation in the characteristics of the unem-
ployed, and given their age, education and occupational backgrounds,
only some have the capacity to benefit from further training. Thus only
training schemes targeted at these groups have economic returns. An-
other is that there are increasing returns to training, and only schemes
with substantial inputs, which in practice means targeted schemes, actu-
ally deliver. This might be the case for example where unemployed peo-
ple are unfamiliar with the type of skills being taught, or for people unac-
customed to skill acquisition through formal techniques.

Without being excessively despondent about the potential value of
training schemes to those who go on them, it seems reasonable to think
that amongst the unemployed those with adequate formal education who
have followed non-manual careers can probably find another job, or ac-
quire new skills, without the need for assistance. On the other hand,
those with a poor educational record and with work experience in un-
skilled jobs may have considerable difficulties in absorbing new skills. Ar-
guably, such groups may require some further formal education before
they can make a success of a training programme.

The overall conclusion is that training schemes need to be targeted on
specific groups and supported by adequate resources. A corollary is that
training of this quality cannot be made generally available to all unem-
ployed people. Thus effective training schemes cannot be a large part of a
labour market policy which seeks to place every unemployed person on a
scheme or in temporary work.

3.3. Direct job creation

Direct job creation schemes have taken the form of temporary subsidies
for “regular” jobs in the private sector, of start-up grants for self-employ-
ment or starting new businesses, and of temporary jobs in the public sec-
tor. Evaluations of these schemes have investigated primarily what might
be termed the additionality of the jobs created, though some have also
considered the longer term effects on the individual’s employment pros-
pects.

One rationale for temporary jobs and business start-up schemes is
similar to that of training or job counselling services. Temporary jobs can
provide a stepping stone between unemployment and a permanent job in
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circumstances where employers are reluctant to hire unemployed people,
in particular long-term unemployed people. A start-up grant may allow a
person to move into a new line of business at a time when the financial
pressures of unemployment would otherwise have made it impossible.
According to this rationale, these schemes should be evaluated on their
longer-term effects on the individuals’ employment prospects. Many
studies find the survival rate of new businesses quite high (e.g. 65 percent
surviving into a third year in the UK), but the evidence on the future em-
ployment prospects of those who have been on temporary jobs seems
patchy and inconclusive.

There is also a second rationale, based essentially on counter-cyclical
arguments. A government might in principle try to smooth out business
cycle fluctuations in employment by counter-cyclical employment pro-
grammes. This rationale would justify a concern with additionaliry, that
is whether or not the temporary jobs increase the total number of jobs in
the economy. At a partial level, additionaliry has two distinct elements. If
there is no change in behaviour by employers or the unemployed, the
government may nonetheless end up subsidising some jobs which fit the
criteria for the scheme. This is called “deadweight”, and the deadweight
element in these schemes is complete waste. The second element is called
“substitution”. 1f employers hire long-term unemployed people, who at-
tract subsidy, rather than any other worker to fill a given vacancy, this
again appears to imply that there are no net effects. But the displaced
worker, presumably better qualified or otherwise more attractive than the
long-term unemployed person, may find it much easier to find work else-
where in the economy.

Further thought would suggest that partial equilibrium analysis of ad-
ditionality is bound to be misleading. If the level of aggregate demand in
real terms is taken as given, clearly to a first approximation so is the total
number of jobs. If firms employing subsidised workers expand, they must
presumably displace other firms, which will have to cut back. This is not
to argue that direct job creation cannot add to the total number of jobs
in the economy, but rather to suggest that any such claim can be evaluat-
ed only at a macroeconomic level.

A final rationale for direct job creation is linked to the social insurance
function of labour marker policies. Here, the main requirements, as not-
ed in Section 2, are that the work be time consuming, and not so pleas-
ant, or so well-paid, as to become as good as a regular job. It may be sug-
gested, though, that fears on this score may be exaggerated. In Sweden,
for example, we have noted that in the 1980s, Layard and Philpott
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(1991) find that only about one third of those whose benefits were ex-
hausted took such jobs, and more recent work finds a high rate of flow
into regular jobs at the time of benefit exhaustion despite the availability
of temporary work on these schemes (Carling ez al., 1994). In Denmark,
on the other hand, there does appear to be a cycle of benefit dependency,
where people having exhausted their benefits after 30 months go on a
scheme for 6 months thereby earning the entitlement to another 30
months of benefit.

It is sometimes suggested that there is an inherent conflict between
two of the desired features of temporary jobs: that they should be less
pleasant in terms of pay and working conditions than regular jobs (so
that they do not become an acceptable substitute for them) and that they
should be as similar to such jobs as possible in order to provide the most
useful work experience. This problem again can be exaggerated. There
seems little evidence of people wanting to go on schemes — rather the re-
verse — as noted above. While it is important to be alert to this risk, at
present an objective in the design of temporary work schemes of making
the jobs supported similar to regular work would have the advantage of
doing most to help the future employment prospects of the unemployed.

4. Macroeconomic evaluation

If a scheme improves the job prospects of an individual participant, there
is always the question whether there is any net benefit to the economy, or
whether scheme participants simply take jobs which would otherwise
have gone to other unemployed people. Can active policies increase the
number of jobs in the economy, and if so, how? Is a positive microeco-
nomic return from a scheme either necessary or sufficient for a positive
macroeconomic effect?

In principle, active policies could increase the number of jobs either
by relieving structural imbalances between the different sectors of the
economy or by raising the search effectiveness of (some of) the unem-
ployed. (This latter channel has been particularly associated with argu-
ments of Layard and others in the UK concerning the problems of long-
term unemployment and apparent unwillingness of employers to take on
long-term unemployed people.) In either case, active policies can create
more jobs only to the extent that they are able to reduce wage pressures
through increasing the “effective” supply of labour.

As the OECD points out, following earlier work by Calmfors and oth-
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ers (e.g. Calmfors and Nymoen, 1990), it is far from obvious on theoretical
grounds that this result is to be expected. If active policies provide unem-
ployed people with useful training, or practical job experience, they will
serve to reduce the incentive unemployed people have to look for work, or
to take jobs that are less than fully satisfactory. If they make the experience
of unemployment less unpleasant, as stressed recently by Calmfors and
Lang (1993), they may feed directly into higher wage claims.

The fundamental question of course is whether greater investment in
active policies actually reduces unemployment. Layard ez /. (1991) offer
a simple empirical analysis, which attempts to determine the main factors
linked to differences in unemployment rates across countries during the
1980s. Their finding is that the higher the expenditure on active policies
per unemployed person, the lower the unemployment rate. There are,
however, two very basic problems with this approach. The first, as noted,
e.g. by the OECD (1993), is that the result may arise from spurious cor-
relation. If total spending on active policies adjusts less than fully to vari-
ations in unemployment, spending per unemployed person would be in-
versely correlated with the unemployment rate. The OECD suggests that
one should measure expenditure on active policies in relation to the size
of the labour force, rather than the number of people unemployed, but
this suffers from the opposite bias, namely that as unemployment goes up
one would expect there to be some increase in overall expenditure on ac-
tive policies.

The second problem, stressed by Calmfors (1993, 1994), is that the
Layard er al. procedure examines the effect of policy on “open” unem-
ployment, and thus does not distinguish between the productive (increas-
ing the number of jobs) and the cosmetic (reducing unemployment by
reclassifying it as participation in a scheme) effects of labour market pro-
grammes.

4.1. Spurious correlation

The validity of the first objection clearly depends on how spending on la-
bour market programmes is actually determined. One may assume that
in each country the government has a policy on active labour market ex-
penditures. It may entail decisions on the type and standard of service to
be provided to each “client”, and thus on outlay per potential client of
some amount x* This may relate to the expected number of clients,
which may be taken as a function of the expected unemployment rate .
It is not clear a priori whether one would expect x* to be increasing or de-
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creasing in #¢ On the one hand, the higher #¢ the more cosdy it is to
provide a high standard of service. On the other hand, the higher ¢ the
more serious the unemployment problem, the greater the incidence of
long-term unemployment, etc. and the greater the pressure to adopt ac-
tive policies.

In the short term actual expenditure per potential client, x, falls if un-
employment rises above its expected level, because provision cannot be
adjusted perfectly flexibly in the short run and for budgetary reasons.
Hence actual expenditure per unemployed person is

x=x%—b)(u—u) (5)
with
x*=x§— byus, (6)

where # is the unemployment rate, x§ is a measure of the policy stance,
b1>0 and b, =2.

The relationship we are interested in is the impact of policy on unem-
ployment, that is a relationship of the form

U=uy—aix+ arz=uyg— czl[xa— bl(u—uf) - bzuf] + drZ (7)

If the main variation in x arises from variation in x§, then the estimated
value of 4; will give a reasonably good estimate of the impact of x§ on .
But if the main variation in x arises from variation in #%, as would typical-
ly be the case in a time series regression, then, as the equation shows we
are essentially correlating unemployment with itself, and will get a spuri-
ous result which says nothing about the efficacy of policy.

In this context, it is worth noting that the Layard ez al. equation is es-
timated over a cross-section of countries, and examines average levels of
expenditure and average levels of unemployment over a six-year period.
Thus (# —u¢) should in principle be close to zero for most countries.
Even so, if the main variation arises from cross country variations in #¢
we will again be correlating unemployment with itself, as over a six-year
period # will be close to #¢ But in this case the impact of # depends on
the sign and magnitude of 4;, rather than of &;, where there are, as al-
ready noted, several factors at work and the overall effect is ambiguous
and likely to be small. One may then expect that variations in x{ are
likely to be the main factor in variations in x in the medium term.
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While this approach goes some way towards reducing the spurious cor-
relation problem, it does so at the expense of reducing the statistical power
of the regression. With the number of observations limited to the number
of countries for which data are available (20), the Layard ez al. regression
equation has rather few degrees of freedom (13). The finding may thus not
be robust to changes in specification (see again OECD, 1993).

One way around this problem is to examine the effects of policies not
on the unemployment rate but on the #—v curve (or Beveridge Curve).
The argument here is that while fluctuations in demand and changes in
wage-setting arrangements affect an economy’s position on the curve, ac-
tive labour market policies, insofar as they affect the efficiency of job
matching through the provision of advice and information and promote
the search effectiveness of the unemployed, are amongst the factors that
may be expected to shift the curve (Jackman ez al, 1984, 1990). Empiri-
cal implementation of this approach, on panel (pooled time series cross-
section) data tends to support the view that spending on active policies
shifts the #— v curve inwards (Jackman ez 4/, 1990).

4.2. Cosmetic effects

While these studies make some attempt to counter the risk of spurious
correlation, there remains the important question whether the schemes
have a genuine effect or simply a cosmetic function of reclassifying unem-
ployed people as scheme participants. Calmfors (1993, 1994) has re-
worked these analyses replacing open unemployment by the sum of open
unemployment and the number participating in schemes, both as the de-
pendent variable and in calculating expenditures in active policies per
client. His findings are that the reduction in open unemployment is of
the same order of magnitude as the number participating in the schemes.

In interpreting this result, it is important to start from the appropriate
theoretical framework. The equilibrium unemployment rate in the medi-
um term is the NAIRU - i.e., the unemployment rate consistent with an
absence of inflationary wage pressure. The w—v curve represents the
“technology” matching unemployed job-seekers to vacant jobs. The ap-
propriate measure of unemployment in each case has behavioral content,
and one cannot just add in other groups (e.g. students, the armed forces,
those doing voluntary work, others in temporary jobs) simply because
they are not in regular employment. Likewise one cannot just add those
on schemes to open unemployment unless one thinks that their behavi-
our will be the same as that of the openly unemployed.
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One might expect in practice those placed on training schemes to be-
have more like other students or apprentices, and those placed in tempo-
rary work to behave more like others with temporary jobs, rather than like
unemployed people. Those on schemes will have neither as much time for
job search nor be under as much pressure to find work as the openly unem-
ployed. And there may be advantages to those on schemes from “staying the
course” — they may for example be able to acquire training qualifications or
a reputation for reliability. Microeconomic evidence on scheme partici-
pants in Sweden finds that they search for work no more intensively than
other employed people (Edin and Holmlund, 1991).

An alternative interpretation of the Calmfors results is therefore that
policies are effective in making labour markets more efficient, but they do
so at a cost which may be large relative to the benefits achieved. In the
case of training, for example, it could be that, in terms of the model in
Section 1, supporting training for an extra x percent of the workforce
raises the rate of skill acquisition in the economy, and thereby reduces
unskilled unemployment as a proportion of the labour force by say y per-
cent. If it turns out that x=y, the Calmfors result, it would be wrong to
conclude that the training policy is purely cosmetic, but reasonable to ask
whether it is cost-effective. In budgetary terms, training is likely to be
more expensive than open unemployment, so there is a clear resource
cost. On the other hand, according to the model the policy reduces both
wage and unemployment differentials across sectors, which may be
counted as a social gain.

Finally, there have been investigations of the impact of policies on
wages. We have already noted that to the extent that active policies
“work” by increasing the effective supply of labour (rather than by raising
the productivity of individual workers) they will need to exert downward
pressure on wages to generate the extra jobs. Panel data estimates across
OECD countries of the impact of labour market spending on wages
(OECD, 1993) find that in about half the countries (10 out of the 19 for
which data were available) expenditure on active policies was associated
with a significant reduction in wage pressure, while in most of the others
there was a negative effect but it was not statistically significant. Only in
two countries, Ireland and Spain, was spending associated with an in-
crease in wage pressure.

Taken together, one may conclude from these studies first that there isa
clear tendency for high expenditure per unemployed person on active pol-
icies to be associated with lower “open” unemployment rates. Second, that
spurious correlation may remain a problem but only insofar as it results
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from the medium-term policy reaction function rather than from short-
term inflexibilities. Third, the finding that the reduction in open unem-
ployment is of the same magnitude as the number of people on the schemes
themselves casts doubt on the cost-effectiveness of these programmes.

4.3. Overall macroeconomic effect

Finally, in terms of macroeconomic evaluation, there is what may be
termed “the big picture”. There are very large differences in unemploy-
ment rates across countries which persist over time and across cycles.
How, for example, can one explain how Sweden achieved such low un-
employment rates throughout the 1980s? While the immediate cause, as
stressed by Calmfors (1993), is that Sweden chose not to pursue the se-
vere deflationary policies adopted elsewhere in Europe in the early 1980s,
what is more remarkable to the outside observer is the capacity of the
Swedish economy to have sustained high activity together with unem-
ployment rates which elsewhere in Europe would have led to headlong
inflation. What structural features of the Swedish labour market allowed
the Swedish government to adopt expansionary macroeconomic policies
without explosive inflation?

If one were to attempt to generalise, three factors appear to stand out
as critical. First is the commitment of government to the employment
principle — that the thrust of labour market policy be concentrated on
getting unemployed people back to work rather than on payment of cash
benefit. The second is that the duration of income support for open un-
employment is limited. And the third is that the labour market author-
ities, if they wish to protect individuals from poverty, provide a tempo-
rary job or place on a training scheme for all unemployed people who
have exhausted their benefit entitlement.

5. Conclusion

This paper has argued that the European unemployment problem has aris-
en from a combination of structural changes in the world economy gener-
ating sharply increased wage inequality and a political commitment in
most European countries to a degree of social protection which has inhib-
ited the adjustment of the labour market to these structural changes. I have
argued that in this context active labour market policies may be a better way
of achieving the social insurance objective than relying solely on cash ben-
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efits. Clearly cash benefits are cheaper and will no doubt remain the first
line of defence, butas unemployment becomes more deeply entrenched the
case for active measures becomes correspondingly greater.

None of this is to suggest that it will be possible for European econo-
mies to sustain as high a degree of equality in the future as they have in
the past. A partial retreat, and an acceptance of greater wage inequality
and of a less generous benefit regime, may now be inevitable, particularly
for countries like Sweden which have gone furthest in the opposite direc-
tion. The more willing one is to throw people to the mercy of the markert,
the better the market will work to achieve structural change. The need
for active policies would be correspondingly reduced.

What would appear ill-advised, however, in the Swedish context,
would be to reduce the coverage of active policies in the sense of remov-
ing the guarantee of a temporary job or a place on a training scheme to
unemployed people whose benefits expire. Without such a guarantee, it
would surely be necessary to provide some other form of income support
for unemployed people for as long as they had no income either from
regular work or from a labour market programme. While there can al-
ways be adjustments at the margin (the duration of benefits might be ex-
tended from 60 to say 75 weeks, or perhaps be related to the worker's
age), what matters is to retain the commitment to the employment prin-
ciple in the design of policies.

Perhaps the main lesson Sweden can learn from other European coun-
tries is that where long-term unemployment is concerned, prevention is
better than cure. The prospects of finding work for long-term unem-
ployed people are very poor, and, as we have noted, attempts to assist
them through training schemes or temporary work are either ineffective
or very expensive.

Where unemployment is rising, the mounting costs of support for the
unemployed could best be tackled first by reductions in the level of cash
transfers (both unemployment benefits and payments to those on schemes)
and second by reduced provision of labour market programmes not specif-
ically targeted on the unemployed (e.g. general adult training).
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