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Summary

W This paper considers the advantages and disadvantages of having
common employment policies within the EU. It argues that the adop-
tion of common employment policies presupposes both shared objec-
tives and the existence of inter-country spillovers. The paper suggests,
however, that member states retain different political and social ob-
jectives, and these differences account for the very different labour
market outcomes observed.

The main argument for harmonisation of policies is to avoid pol-
icy-induced distortions in competition. The paper suggests that where
labour markets are flexible, the costs of labour market regulations are
incident on labour and hence different regulatory regimes in different
countries will not distort competition between them. The paper notes
a movement towards greater labour market flexibility in some coun-
tries or towards wage policies giving greater weight to market forces
in others.

The paper recognises a case for some harmonisation of labour
market reforms, in that such reforms constitute nation-specific supply
shocks which are difficult to accommodate in a single currency area.
The final section of the paper looks at the case for policies encourag-
ing greater nominal wage flexibility as a mechanism to replace ex-
change rate flexibility, but suggests that the magnitude of short-run
exchange rate fluctuations observed over the recent past makes this
an unrealistic aspiration.

The paper concludes that there is neither sufficient commonality
of objectives nor sufficiently large inter-country spillover to justify a
common employment policy for the EU. R
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The average unemployment rate in the 15 countries of the European
Union reached a peak of 11.1 per cent in 1994, and though by 2000 it
had declined to 8 per cent, it has been double the US rate in every
year from 1996 to 2000. The 11 countries of the Eurozone have an
even worse record, with a year 2000 average unemployment rate of
8.9 per cent. By comparison the year 2000 unemployment rate in the
US was 4 per cent and in Britain 5.5 per cent. The sustained high level
of unemployment in much of Western Europe has been one of the
most conspicuous failures of European economic policy, and it is
natural to ask why this has occurred and what might be done about it.
In particular, it is important to understand whether the institutions
and policies of the EU itself may have contributed to raising unem-
ployment, and whether there are gains from European, as against na-
tional, policy initiatives to reduce unemployment and to improve the
workings of the labour market.

Employment policies may be defined as government measures
whose prime objective is to influence labour market outcomes, in par-
ticular employment and unemployment, but including also wages,
working conditions and employment security. While few in Europe
would dispute that full employment, fair wages and good working
conditions are appropriate concerns for governments, it is less clear
that the European Union, as against national governments, has a role
to play. While the EU has embarked upon a number of initiatives in
this area, their impact in practice has been somewhat muted. The in-
volvement of the EU (then European Community) in the establish-
ment of various rights for working people has been most obviously
manifest in the “Social Charter” (originally the Community Charter of
Basic Social Rights for Workers, adopted in 1989) which is part of the
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Maastricht Treaty and the Single European Act. Equally, on the mac-
roeconomic stage, the Delors White Paper (European Commission,
1993), entitled “Growth, Competitiveness and Employment” pro-
posed the objective of halving the European unemployment rate, then
standing at 10 per cent, by the year 2000 through a variety of macro-
economic initiatives.

From the standpoint of welfare economics, common employment
policies can be justified only where there are externalities such that
policies introduced in one country have an effect on the labour mar-
kets of others. In the terminology adopted by the Community, the
principle of subsidiarity requires that intervention by the EU be lim-
ited to circumstances where policies undertaken by one nation have
effects on other member states. But while externalities may be a suffi-
cient reason for a “good neighbours” arrangement ensuring each
country takes account of the effects of its policies on other member
states, it does not constitute what would generally be described as a
“Common Employment Policy”. This last term would normally imply
both shared objectives and an agreement as to the means appropriate
for achieving these objectives.

The report of the Swedish Government Commission on the EMU, as
reported in Calmfors et al. (1997), was fairly dismissive on this matter.
It concluded its investigation of the labour market impact of Eco-
nomic and Monetary Union with the statement “There is no strong
case for coordinating employment and labour market policy at EU
level. Institutional differences between countries and the high degree
of uncertainty over what measures would best help to restore high
employment argue in favour of allowing each EU country to formu-
late its own employment policy. But it is clearly useful to exchange
experiences in this field.” (ch. 8, p. 188).

This paper reaches a somewhat similar conclusion. I will in fact ar-
gue that the employment problem has different characteristics in the
different member states of the EU, making a common approach to
policy inappropriate in principle. It is necessary to start from an un-
derstanding of why unemployment is so high in many European
countries, and why it differs across member states. These differences
have their origins in the familiar differences in labour market institu-
tions between countries, but it is now recognised that institutions, and
the policies supporting them, have their roots in ideologies and social
values which themselves affect the objectives of employment policy
and perceptions of how labour markets work.
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These issues are highlighted in Section 1 of the paper, which looks
at employment and some other labour supply measures for the EU
labour markets. The purpose of focusing on employment is because
the fundamental concern of many people is with the failure of labour
markets to provide jobs, rather than whether those without work are
classified as unemployed or inactive. There is the linked concern that
in some countries policies have successfully shaken unemployed peo-
ple off the unemployment count while failing to create any new jobs.
Of course, differences in employment rates may also be supply in-
duced, but the disaggregated analysis in Section 1 suggests it is an ab-
sence of job opportunities, rather than individual choice, which is
leading to low employment rates in many European countries.

Section 2 draws out some implications of these statistics for a
common employment policy. It argues that the differences across
countries have their roots in different national values, the contrast
being between the “universalistic” welfare state approach of the larger
continental economies, as against the “market liberal” approach of the
UK and increasingly of some of the smaller European countries. The
section goes on to describe the evolution of EU policy on structural
labour market measures to raise employment and reduce unemploy-
ment. It may be noted that despite the institutional and political dif-
ferences across countries, the stance of the EU Commission is cut-
rently in line with liberal market arguments concerning the need to
deregulate the labour market and improve incentives if unemploy-
ment rates are to be reduced. The section goes on to consider the case
for harmonisation of labour market reforms, on the grounds that un-
coordinated reform may be disruptive in terms of the macroeconomic
management of the European economy.

Section 3 considers some specific EU legislative policies. The sec-
tion considers the provisions of the Social Charter, which, it is argued,
have as their motivation the wish to protect working conditions of the
workforce from the perceived threat of “unfair competition”. How-
ever, it may be noted that the Social Charter is fairly limited in scope
and its impact has correspondingly been fairly minimal. The section
considers some economic arguments concerning the nature of the
externalities involved.

It argues that there is not a strong case for superimposing Euro-
pean over national policy objectives where the people of different
countries have different policy preferences. Consider, for example,
the arguments over the increased availability of part-time work. On
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the one hand, more part-time jobs offer improved employment op-
portunities for “secondary workers”, particularly married women. On
the other hand, part-time workers may undercut the wages of full-
time workers. Evidently both may be true and which one regards as
more important is a matter of one’s overall perception of the role of
the labour market in society. The section argues that the movement
towards more market-orientated policies weakens the case for policy
coordination, because deregulated labour markets are less affected by
the precise nature of policy interventions. A system of deregulated
labour markets is consequently more tolerant of different practices
amongst member states.

Section 4 reverts to an earlier strand of argument over the causes
of high unemployment in Europe which was based on the manner in
which rigid institutions could make persistent unemployment result-
ing from macroeconomic shocks. In recent years, the inflation-
targeting regime for monetary policy, adopted in the US and the UK
and elsewhere, has proved rather more successful than any predeces-
sor regime in stabilising the economy. A feature of this regime is that
the exchange rate is left to float freely, and fluctuations of exchange
rates between countries each pursuing inflation targets have been
fairly large. The section briefly considers why exchange rates should
fluctuate so much when prices themselves are so stable, but argues
that, even so, the economic costs of exchange rate instability have not
been overwhelming. The obvious concern that the Eurozone coun-
tries cannot deploy monetary policy in pursuit of domestic policy ob-
jectives has led to the suggestion that wage policies can to some ex-
tent fill the gap. This argument seems unconvincing at least if any-
thing approaching the magnitude of relative price changes achieved
by flexible exchange rates is required.

The last section offers a very brief conclusion.

1. EU labour markets in international perspective

The malaise in European labour markets runs very much deeper than
the differences in unemployment rates. Not only are unemployment
rates higher in EU countries than elsewhere, but also participation
rates are lower, hours worked are lower, and the overall labour supply
is a far smaller in relation to the working age population than say in
the US or Japan. Nickell and Layard (1999) have calculated that
whereas the labour supply in the US amounts to over 68 per cent of
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maximum potential, the equivalent figure for most EU countries falls
below 50 per cent and for Spain is only just over 40 per cent. This
reflects differences both in the proportion of the working age popula-
tion in employment and in average hours worked per year. Of course,
more labour supply is not necessarily better than less, but I will argue
the evidence suggests that the low European rates reflect discourage-
ment and market failure rather than simply a preference for more lei-
sure.

The first column of Table 1 sets out the employment-population
ratio, i.e. those employed and self-employed as a proportion of the
population of working age (15-64), in 1999, for the EU countries and
for other major OECD economies. The EU average of 62.6 per cent
is a full 10 percentage points lower than the equivalent figure for the
US. In the US nearly three quarters of the population of working age
are actually in work, whereas in Italy or Spain the equivalent figure is
only just over half. There are also big differences in the employment-
population ratio within the EU, with the ratio highest in Denmark
(76.5 per cent), Sweden (72.9 per cent) and the UK (71.7 per cent),
which happen, one must presume coincidentally, to be the three
countries which have not signed up to the Euro.

As may be seen from Table 1, these very large differences in em-
ployment ratios are primarily attributable to differences in participa-
tion rates rather than to unemployment differentials. Within the EU
participation rates range from 59.6 per cent (Italy) to 80.6 per cent
(Denmark), which is about twice as large as the variation attributable
to differences in unemployment rates, which range from 3.6 per cent
(Netherlands) to 15.9 per cent (Spain). (The unemployment rates are
measured in relation to a lower denominator—the labour force rather
than working age population.) Column (2) reinforces the point that
average EU unemployment rates are high by OECD standards. If
OECD countries were ranked by unemployment rates the top 7
would all be EU member states, and the EU average is higher than
the individual unemployment rate of any non-EU country.

The participation rate measures the economically active (employed,
self-employed and unemployed) as a proportion of the total popula-
tion of working age. Differences in participation rates may to some
extent reflect differences in preferences across countries, but the
magnitude of the differences seems improbably large across countries
that in other respects are far from dissimilar. The magnitude of the
differences and their correlation with unemployment rates suggest
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there is an underlying problem of a lack of jobs in at least some of the
EU economies.

Table 1. Labour market participation rates, 1999

(1) (2) () (4) (5) (6)

Empl./ Stand. Partici- Participation rate (%)

popul. unempl. pation

ratio rate (%) rate (%)

(%)

Men Women Differ-
ence

EU
Austria 68.2 4.7 71.6 80.5 62.7 17.8
Belgium 58.9 8.7 64.6 73.0 56.0 17.0
Denmark 76.5 5.2 80.6 85.0 76.1 8.9
Finland 66.0 10.3 73.6 75.9 71.2 4.7
France 59.8 11.8 67.8 74.4 61.3 13.1
Germany 64.9 8.7 71.2 79.7 62.3 17.4
Greece® 55.6 11.0 62.5 77.1 485 28.6
Ireland 62.5 5.8 66.3 78.3 54.3 24.0
Italy 52.5 11.8 59.6 73.7 45.6 28.1
Netherlands  70.9 3.6 73.6 82.6 64.4 18.2
Portugal 67.3 4.6 70.6 78.7 62.8 15.9
Spain 53.8 15.9 63.9 78.3 49.9 28.4
Sweden 72.9 7.1 78.5 80.9 76.0 4.9
UK 7.7 6.1 76.3 84.1 68.4 15.7
EU average  62.6 9.3 69.0 78.4 59.5 18.9
Other OECD
us 73.9 4.3 77.2 84.0 70.7 13.3
Japan 68.9 4.9 724 85.3 59.5 25.8
Australia 68.2 7.3 73.6 82.7 64.5 18.2
Canada 70.1 7.6 75.9 82.0 69.8 12.2
New Zea- 70.0 6.9 75.2 83.2 67.4 15.8
land
Norway 78.0 3.2 80.6 85.0 76.1 8.9
Switzerland 79.7 3.1 82.2 89.6 74.5 15.1

Note: » 1998.
Sources: Columns (1)-(5): OECD Employment Outlook, 2000, Appendix C.

Causes of differences in participation rates across countries do not
appear to have been very systematically explored, and in this section I
offer a few inferences that can be drawn from the basic statistics. The
EU average participation rate of 69 per cent is 8 percentage points
lower than the comparable figure for the US, and as column 3 of Ta-
ble 1 shows is also below the level attained in all non-EU advanced
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OECD economies. Equally, within the EU there are also big differ-
ences. The Scandinavian countries have far higher participation rates
(e.g. 78.5 per cent in Sweden and 80.6 per cent in Denmark) and the
countries of central and southern Europe much lower (for example,
Italy at 59.6 per cent has the lowest participation rate in the OECD
and the participation rate in Spain is only 63.9 per cent).

One immediate cause of these differences, as might be expected,
lies in the participation of women in the workforce. This reflects the
fact, explored in more detail below, that male participation rates are
relatively similar (at around 75-85 per cent) across EU countries,
while female rates are more variable, ranging from 76 per cent in
Sweden to only 45 per cent in Italy (Table 1, columns 4 and 5). The
main single cause of low overall participation rates in many European
countries is the low participation rate of women. The crude percent-
age point difference between male and female participation rates is
high in countries where overall participation is low and zice versa. In
Sweden and Finland, this gap is only 5 per cent, while in Italy and
Spain it is over 28 per cent. While the origin of the participation gap is
no doubt to be explained in terms of traditional social structures, it
has to be said that these differences are very large and it is not clear
that they have any coherent economic explanation.

Table 2 offers some further evidence on this matter. The first col-
umn records the employment rates of 25-54 year old (“prime age”)
men. There is a quite remarkable similarity across countries, with all in
the EU within 3 or 4 percentage points of the EU average, and, in
this group of workers, the employment rates of the EU countries are
much the same as for other advanced OECD economies. The lower
employment rates of prime age women in some of the EU countries
follows the same pattern shown in Table 1.

The more remarkable evidence in Table 2 concerns the employ-
ment rate of young people. The variation in the employment rate of
young people (age 15-24) across the OECD economies is enormous,
ranging from 20.8 per cent in France up to 66 per cent in Denmark.
These differences across neighbouring economies seem surprisingly
large. One immediate explanation, that it reflects staying-on-rates in
education, has some force, but the figures in column 6 of the Table
suggest education is only part of the story. These figures, of the pro-
portion of 21 year-olds in full-time education, are not exactly compa-
rable with the employment ratios, which are for the whole age group.
It may none the less be noted that some of the countries with the
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highest educational enrolment rates, such as the Netherlands, have
also very high employment ratios, and overall there is no close corre-
lation in the data.

Table 2. Employment ratios by age, 1999
(1) ) ®3) (4 (5) (6) (7

Employment/population ratios Edu. Birth
enrol. rate
(1995)
Adult Adult Youths  Young Young
men women men women
% % % % % % per
1000

EU
Austria 89.6 72.8 54.9 59.2 50.7 22 10.9
Belgium 86.2 66.4 255 27.5 234 49 11.4
Denmark 89.3 79.4 66.0 69.5 62.8 40 134
Finland 83.4 771 38.8 39.3 38.2 49 12.4
France 85.7 68.5 20.8 24.3 17.3 42 12.5
Germany 87.0 69.2 46.8 50.7 42.8 34 9.3
Greece® 89.0 51.6 28.1 34.2 222 29 9.8
Ireland 86.4 60.0 46.4 49.7 42.9 20 13.4
Italy 84.3 495 255 30.3 20.8 n/a 9.2
Nether- 91.5 69.4 62.7 62.9 62.5 48 12.3
lands
Portugal 89.8 721 43.2 47.6 38.7 47 10.7
Spain 84.2 47.6 33.9 41.3 26.2 40 9.1
Sweden 84.5 80.6 43.8 44.8 42.8 31 11.7
UK 86.7 72.6 60.8 63.0 58.5 33 12.9
EU aver- 86.3 64.7 39.5 43.4 355 n/a -
age
Other
OECD
us 89.0 741 59.0 61.0 57.0 35 15.3
Japan 93.6 63.6 42.9 42.8 42.9 n/a 9.9
Australia 85.3 65.6 60.8 62.0 59.6 34 14.5
Canada 85.1 73.2 54.6 55.4 53.9 38 13.2
New Zea- 86.0 69.6 54.6 57.2 52.0 51 16.3
land
Norway 89.4 81.4 57.8 60.2 55.2 41 13.8
Switzer- 95.1 75.1 64.7 64.1 65.4 25 11.6
land

Note: 91998.

Sources: Columns (1)-(5): OECD Employment Outlook, 2000, Appendix C. Column
(6): OECD Education at a Glance, 1997, Table C3.1. Column (7): UN Demo-
graphic Yearbook, 1995, Table 4.

More clearly still, explanations based on traditional social struc-
tures and the role of women in society find no support from this ta-
ble. While the employment rates of young women in nearly all coun-
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tries are lower than those for young men, in most countries the dif-
ferences are small and do not contribute much to the overall differ-
ences in youth employment rates. It may also be noted that the differ-
ential between men and women is biggest in countries with the lowest
birth rates, suggesting that childcare responsibilities do not explain
these differences. Spain, which has the lowest birth rate of all OECD
countries, has the largest differential between male and female youth
employment rates in the OECD. It appears hard to explain why only
17.3 per cent of women in France aged 15-24 should be in employ-
ment, when the equivalent figure for Denmark, which has about the
same education participation rate and a higher birth rate, is 62.8 per
cent. The proportion of the population of young people neither eco-
nomically active nor enrolled in education seems worryingly large in
many countries.

The very large differences in youth employment rates may more
plausibly be explained by factors on the demand side. The fact that
male and female employment rates are positively correlated also
seems more consistent with a demand side explanation. As one ex-
ample, it is often claimed that minimum wage legislation, which is
generally believed to have particularly adverse consequences on youth
employment, has more impact in France than in other countries, and
this may well be a factor in the exceptionally low youth employment
rates in France. The positive correlation between employment rates
and birth rates may also be easier to explain from the demand side.
Without jobs of their own, young people may remain living with their
parents and delay setting up home. This, in conjunction with the lack
of a secure income, may delay marriage and children, in turn account-
ing for the low birth rate.

It is well known that the participation rates of older people, par-
ticularly older men, have fallen markedly over the past 20 years. But
the differences between countries are again very marked, with for ex-
ample the participation rate of older men (55-64 years) about double
in Norway or Sweden its level in Belgium (see Table 3). It is not in
general possible to explain these differences in terms of health or
preferences. In Europe it is generally the higher income countries,
which have the higher participation rates of older people, although
there is a discernible pattern of voluntary early retirement to take ad-
vantage of expanded travel and leisure opportunities amongst high-
income groups in the US. In Europe, the main factor explaining the
low participation rates of older men is the extent to which employers
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have reacted to economic retrenchment through launching early re-
tirement schemes motivated by the belief that, where jobs had to go,
older workers were best able to adjust to non-employment.

Table 3. Employment rates of older workers, 1999

(1) (2) 3) (4)

Employment/population Life expectancy
ratios
Men Women Men Women

% % Years Years
EU
Austria 41.6 17.6 73.3 79.7
Belgium 35.1 14.8 72.4 79.1
Denmark 59.9 47.8 72.5 77.8
Finland 40.1 384 72.8 80.2
France 38.9 29.6 72.9 81.2
Germany 48.0 28.9 72.8 79.3
Greece 55.8 23.6 74.6 80.0
Ireland 61.7 25.7 72.3 77.9
Italy 40.8 15.0 73.8 80.4
Nether- 48.8 21.9 74.2 80.2
lands
Portugal 62.1 41.1 71.2 78.2
Spain 524 19.1 73.4 80.5
Sweden 67.1 61.0 76.1 814
UK 594 39.8 74.2 79.4
EU average 48.3 27.8 -- --
Other OECD
usS 66.1 50.1 72.2 78.8
Japan 79.5 48.2 76.6 83.0
Australia 57.0 31.3 75.0 80.9
Canada 56.9 37.3 73.0 79.8
New Zea- 67.7 46.3 72.9 78.7
land
Norway 73.6 61.1 74.2 80.3
Switzerland 78.9 62.2 75.1 81.6

Sources: Columns (1) and (2): OECD Employment Outlook, 2000, Appendix Table
C. Columns (3) and (4): UN Demographic Yearbook, 1995, Table 4.

Turning from employment to hours, Table 4 sets out average

hours worked per year in each country. The variation is very large,
from close on 2,000 hours a year in the US to less than 1,400 in Nor-
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way. It is obviously more difficult to measure hours worked than em-
ployment, and differences may to some extent reflect differences in
national survey methods. Typically the “Anglo-Saxon” economies
record the highest number of hours worked, with the EU countries
supplying less. It is interesting however that the Nordic economies,
which have, as noted above, very high employment and participation
rates, have the lowest number of hours worked per employee. Evi-
dently, a reduction in working hours is one possible response to a re-
duction in labour demand, but it has to be said that the Nordic coun-
tries have not been particularly active in using e.g. legislative means to
lower permitted hours of work. It may well be that what is being ob-
served is a standard supply side response to progressive rates of taxa-
tion.

Multiplying hours worked by the employment rate gives a measure
of labour input relative to potential. This measure is also shown in
Table 4. In the US, actual labour input is just over 70 per cent of po-
tential, where the potential is calculated, following Nickell and Layard
(1999), as the labour which would be supplied if everyone aged 15 to
64 worked 2080 hours a year. All countries outside Europe have total
labour inputs of 60 per cent or more, whereas in Europe the highest
are Switzerland (60.5 per cent) and the UK (59.3 per cent). Many
European countries achieve less than 50 per cent, with Italy only
managing just over 40 per cent.

It must be stressed again that more labour input is not necessarily
better than less, but the differences are very large and do not corre-
spond in any obvious way to demographic or other differences across
countries. If one were to assume that the US labour market, being the
least controlled or regulated comes closest to a free-market outcome,
the shortfall in the other economies appears very large indeed. As a
simple indicator of this, column 3 of Table 4 sets down the average
tax wedge in each country. Plainly the proportion of income earned
which is taken in tax varies greatly across countries, with again the EU
countries at the top of the range, and this may well have an impact on
labour supply behaviour.

Possibly the most interesting finding of the Nickell-Layard study
concerns the impact of employment protection. They use a measure
of employment protection constructed by the OECD (Table 4 col-
umn 4) which takes into account various aspects of the employment
contract such as notice requirements and severance pay. They find
that employment protection significantly reduces overall employment

213



THE PROS AND CONS OF A COMMON EUROPEAN
EMPLOYMENT POLICY, Richard Jackman

rates, but has no effect on the employment rates of prime age males
and a substantial but only marginally significant effect on total labour
input. This is, of course, consistent with the use of such policies to
exclude secondary workers.

Table 4. 4 factors affecting the labour supply
(1) (2) (3) (4)

Hours Total La- Average Employ-
worked bour input tax wedge ment
protection
(per year) % % (ranking)
EU
Austria n/a n/a 43 12
Belgium n/a n/a 56 13
Denmark n/a n/a 42 8
Finland 1,765 56.0 46 9
France 1,604 46.1 47 17
Germany 1,556 48.6 51 16
Greece n/a n/a 35 20
Ireland n/a n/a 28 5
Italy 1,648 41.6 45 19
Nether- n/a n/a 43 10
lands
Portugal n/a n/a 33 21
Spain 1,827 47.3 37 18
Sweden 1,634 57.3 49 14
UK 1,720 59.3 30 2
EU average n/a n/a n/a n/a
Other OECD
us 1,976 70.2 30 1
Japan 1,842 61.0 23 11
Australia 1,864 61.1 22 6
Canada 1,777 59.9 31 4
New Zea- 1,842 62.0 19 3
land
Norway 1,395 52.3 37 15
Switzerland 1,579 60.5 30 7

Sources: Column 1: OECD Employment Outlook 2000, Appendix Table. Column 2
is calculated as Column (1) divided by 2080 multiplied by the employ-
ment/population ratio. Column 3: OECD Economic Outlook, June 2001, Figure
V.4. Column 4: OECD Employment Outlook 1999 Table 2.5.
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These comparisons may suggest a difference between what might
be termed “open” and “closed” labour markets. In “open” markets,
such as that of the US, there are plenty of jobs available and labour
participation decisions reflect individual preferences. By contrast, in
“closed” labour markets, there are not enough jobs to go round, and
employment and participation reflect the social mechanisms adopted
in different societies to allocate the jobs that are available. Tradition-
ally, these mechanisms have involved giving the work to adult men,
and particularly heads of households, at the expense of secondary
workers (youths and women).

Open labour markets can be the result of wage-setting processes,
which are decentralised, and competitive, resulting in wages which
clear the market. But centralised wage-setting processes can achieve a
similar outcome where centralisation leads to wages being set at levels
consistent with full employment. This is the traditional Scandinavian
model, and similar practices now appear to have been adopted also in
a number of smaller European countries such as the Netherlands
(Nickell and van Ours, 2000) and Ireland (Walsh, 2000).

By contrast, closed labour markets arise where wages are set pri-
marily in the interests of existing employees, through unions and col-
lective bargaining. In such markets, the capacity of outsiders to un-
dercut is prevented for example by extension agreements making it
legally binding for all firms to pay wages at the union-determined rate.
Such non-competitive behaviour is sanctioned by governments from
a political tradition within which the employment contract is regarded
as the bedrock of social security. Governments, and the “social part-
ners” (employers and trade unions) take it on themselves to deliver
the social objectives of decent wages and secure employment through
setting wages and working conditions to reflect such aspirations.

The outcome is that in such economies labour costs tend to be
high, and the demand for labour insufficient to provide jobs for eve-
ryone. Typically, in such economies, institutional arrangements are
designed to ensure the jobs go to those who need them most (heads
of households) so that every family has a wage earner and that wage
earner has a relatively secure income. Those without jobs may be mar-
ried women or those close to retirement age, who withdraw from the
labour force rather than registering as unemployed, or young people
who can be supported by their families.
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2. Structural reform and employment policy

The conclusion of the last section was that high unemployment was
simply the most visible symptom of a situation in many European
countries where labour market institutions are set up primarily in the
furtherance of objectives of social equality and security. These objec-
tives are translated into the proximate goals of improving the wages
and working conditions of primary workers. In other countries more
weight is given to the attainment of full employment and high partici-
pation rates, though the means of achieving this differ between the
Scandinavian and some other smaller countries, which rely on wage
moderation achieved through centralised bargaining, as against the
UK, which relies more on market mechanisms. It is not entirely clear
whether these different political objectives represent different values
on the part of the population, or simply the more important role al-
lowed the “social partners” (unions and employers) in public life.

None the less, the consequence of the wage and employment pro-
tection policies adopted in most of the major EU countries is a dimi-
nution of employment opportunities in the economy as a whole. This
in turn gives credence to policy diagnoses focussed on increasing the
number of jobs through stimulating demand, or of reducing labour
supply for example through the encouragement of early retirement.
By contrast the liberal market model, now adopted by the “Anglo-
Saxon” countries, takes as the objective of labour market policy the
de-regulation of the labour market to facilitate the opening up of em-
ployment opportunities even while recognising that some of the jobs
created may be low-paid or insecure.

Thus while there may be a “qualitative” consensus across Europe
concerning the objectives of employment policy, in terms of wanting
full employment, fair wages and good working conditions, the weight
given to these objectives varies across countries in a manner which is
of fundamental importance in relation to policy design. The structural
reforms now routinely recommended (e.g. by international economic
institutions such as the OECD) for reducing the persistent high levels
of unemployment in Europe involve measures such as restricting the
scope or generosity of unemployment benefits, eroding the effective-
ness of minimum wage legislation, weakening employment protection
and the like. All such measures undermine the capacity of existing
workers to maintain current levels of wages and working conditions
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and run counter to central economic policy objectives of many EU
member states.

There has none the less over the past ten years been a major re-
thinking of EU policy with regard to employment and unemploy-
ment. This section describes the evolution of EU policy in this area,
and contrasts the approach adopted in the early 1990s, in particular in
the Delors Report of 1993, with the current stance of policy embod-
ied in the Broad Economic Policy Guidelines. The final part of the
section offers an economic assessment of the benefits of policy coor-
dination on these issues.

2.1. The Delors Report

The European Commission has for many years been concerned with
the high levels of unemployment prevailing in member states, and this
concern reached its height in the early 1990s as unemployment rates
peaked in many countries. To address these concerns, the Commis-
sion published in December 1993 a White Paper, produced under the
aegis of the then President, Jacques Delors, entitled “Growth, Com-
petitiveness, Employment: the Challenges and Ways forward into the
215t Century (European Commission, 1993). In line with the conti-
nental perception of the problem of unemployment as one of a short-
age of jobs, but aware of the limitations of Keynesian style demand
management policies, the White Paper focussed on the alleged “com-
petitive weakness” of the EU economies. While many of its proposals
attracted broad support (e.g. reducing taxation of lower-paid workers)
others were more contentious. For example one major set of propos-
als involved increased public investment, in particular in infrastructure
such as improved transport links. Such policies were seen to hark
back to outdated concerns over inadequate aggregate demand, and
were felt to be out of line with the general climate of fiscal retrench-
ment being at that time forced on member states as part of the pre-
requisites for monetary union.

The Meeting of the European Council at Essen in December 1994,
convened to determine what measures to take in response to the
White Paper, thus effectively abandoned the public investment rec-
ommendation, and instead focussed on five areas on which member
states were urged to take action. These were:

e investment in vocational education

¢ increasing the employment intensity of growth
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e reducing non-wage labour costs
e improving the effectiveness of labour market policy
e more help for groups particularly hard hit by unemployment.

The specific administrative measure taken following the Essen
Meeting was to arrange a series of studies and meetings where mem-
ber state governments were invited to outline their progress in tack-
ling unemployment with specific reference to the five areas set out
above.

From an Anglo-Saxon perspective, the notable feature of the five
areas is their focus on inclusiveness in the sense of increasing oppor-
tunities rather than sharpening incentives. The search as it were is for
means of reducing unemployment without cutting wages, by improv-
ing the skills and employability of the unemployed (areas 1 and 4) and
by increasing the availability of jobs (2 and 3). The fundamental ideo-
logical difference is that the approach embodied in the Essen propos-
als supposes that the general level of wages can be taken as exogenous
and historically determined, or at least not affected by the proposed
policies or their effects. By contrast, the approach adopted in the An-
glo-Saxon countries assumes that the structural determinants of un-
employment are fundamental, and wages adjust until unemployment
is at its equilibrium. Hence, policies can have an impact only if they
impinge on these determinants.

The particular proposals agreed at Essen are to some extent suc-
cessful in squaring this circle. Even the most free-market economist
would hardly deny that enabling unskilled workers to improve their
skills and hence earn higher wages in work relative to benefits out of
work would be likely to increase their labour supply and reduce un-
employment. The concern is that if politicians believe they are ad-
dressing a problem of an absolute shortage of jobs, rather than the
need to improve the incentive to work, they may accompany these
reforms with an improvement in the unemployment benefit regime,
which would undo its effects.

2.2. Broad economic policy guidelines

More recently, EU structural policy in the labour market has become
absorbed into the “Broad Economic Policy Guidelines” which were
introduced in 1993, and are reviewed annually. The introduction of
the Euro in 1999 was accompanied by greater emphasis on the impor-
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tance of these guidelines in terms both of their scope and of the
mechanisms adopted to encourage compliance. In the present context
the key section is that devoted to “Better functioning labour markets”
(European Commission, 2000). The guidelines are organised under
four headings:

e active labour market programmes

e the tax burden on labour

e Dbenefit systems

e work organisation and flexibility

While the first two of these are carried over from Essen, the third
and fourth headings evidently represent some movement towards a
more market-orientated approach. This impression is strengthened by
more detailed analysis of the structural measures which have been
proposed. For example, the general assessment of structural reforms
in the labour market in the “Report on the Implementation of the
1999 Broad Economic Policy Guidelines” (European Commission,
2000), stresses the case for linking active labour market policies with
the reform of benefit systems to improve incentives. It cites with ap-
proval the policy measures introduced in Denmark, the Netherlands
and the UK. These countries are judged to have addressed the “com-
bined incentive effects of the tax and benefit system, tightening eligi-
bility criteria and job availability requirements while linking receipt of
benefits more closely to active labour market programmes to improve
employability, and introducing employment-contingent benefits and
tax credits.” (p.57). By contrast, there have been “no substantial re-
forms as of yet in Germany or in Belgium”.

In a similar vein, on the topic of work organisation and flexibility,
the Commission complains that “Very little has been done to address
the problems of rigid employment protection legislation (EPL) and
excessive dismissal costs in some Member States” (p. 59). It goes on
to point out that “There have been no substantial reforms of EPL in
Belgium, Germany or Italy and, in France, it has tightened slightly, if
anything.” In one of the few references to the minimum wage, Ireland
is advised to “Avoid potential negative impacts from setting the
minimum wage too high” (p. 105). What is remarkable is not the ob-
servations themselves, but rather the recognition by the Commission
of the arguments for market-orientated structural reforms if unem-
ployment is to be brought down.
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But what force, if any, do these guidelines have? The EU offers
each member state “country-specific recommendations” with regard
to structural reform of its labour market. These recommendations
very often take the form of asking member states to “review” or
“evaluate” or “reconsider” various policies or arrangements, with the
fairly clear implication that the policy in the particular country re-
quires reform. Thus for example, Belgium is asked to review benefit
durations and the availability requirements, Denmark to reconsider
leave schemes, Germany to assess employment protection legislation,
France to monitor the introduction of the 35-hour working week and
so on. Other recommendations are more direct, for example Finland
is recommended to reduce the overall tax burden on labour, Spain to
shift from passive to active labour market policies, and Sweden to
reduce the number of participants on active labour market pro-
grammes. While these recommendations lack any means of enforce-
ment, they do at least offer a clear direction in which the Commission
believes policy should be moving. This in turn permits an ex post ap-
praisal of whether any progress has been made in terms of imple-
menting the recommendation.

The Report on the 1999 guidelines (European Commission, 2000)
was commendably blunt in recording instances where no reviews are
being undertaken or no progress being made. The Commission makes
clear that it is relying on “peer pressure” and “public debate” as its
means of encouraging governments to adopt its recommendations.
Evidently however there is a limit to the impact of such mechanisms
where they do not accord with the perceptions of member state gov-
ernments. For example, the Commission has recommended that
Germany “assess employment protection legislation for SMEs” (small
and medium sized enterprises). It notes however that “the German
government does not see any negative impact from the stricter em-
ployment protection in SMEs”, and without any pressure from within
Germany to change matters, there is nothing much the Commission
can do about it.

2.3. Economic assessment

The different member states of the EU have different labour market
characteristics, and give different weights to the various labour market
policy objectives. Evidently therefore each will have different priori-
ties in terms of the design of policies to reduce structural unemploy-
ment. This is cleatly recognised in the Broad Economic Policy Guide-
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lines, which make country-specific rather than general recommenda-
tions. But it leads to the question whether the EU has any legitimate
interest, or role to play, in such structural policies.

With regard to the first, it has to be recognised that there are not,
as yet, that many countries in the EU and the behaviour of each has
an effect on the reputation of the EU as a whole. This issue has been
made more acute since the introduction of the single currency. The
perception of Europe as an economic area characterised by rigid la-
bour markets and high unemployment has created a poor image but
which may spill over from one country to another. The low return on
capital associated with highly protected labour markets will deter in-
vestment, and particularly foreign investment. If a country is per-
ceived to have labour market institutions unfriendly to capital, it will
experience a net capital outflow. Such perceptions may affect invest-
ment in the EU area as a whole. If that country is a large country, like
Germany, the capital outflow will have the further impact of weaken-
ing the exchange rate not simply of Germany but, with the single cur-
rency, of all the countries of the Eurozone. This currency weakness
not only creates difficulties for monetary management, but also re-
quires offsetting macro policy adjustments from other member states.

The problem is in a sense the mirror image of the “re-unification
problem” which caused the break-up of the ERM in 1992. Then the
strength of demand in Germany drove up German, and hence Euro-
pean, interest rates, creating a recession across Europe. Now the
weakness of investment, particularly in Germany, is pulling down in-
terest rates and the value of the Euro, and threatens to generate infla-
tion in the Eurozone member states. Of course, the asymmetries are
not as severe. Re-unification affected demand in Germany to a far
greater extent than other countries, while many European countries
suffer labour market rigidities and low investment demand. Further,
the country which is most out of line, the UK, is not at present part
of the Euro arrangement. None the less, the contrast between coun-
tries like Germany, which are seen as unreformed, and say Ireland,
which offers a more receptive home for new investment, is clearly
leading to imbalances in the strength of demand across European
countries. Obviously the monetary policies of the European Central
Bank cannot address such imbalances.

Countries with reformed labour markets, or more generally with
higher investment demand, are thus faced with a policy dilemma. Ei-
ther they must try to contain demand through fiscal policy or else
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they have to accept the likely consequences of excess demand in the
form of higher inflation. The former entails raising taxes or cutting
public spending, neither of which may be attractive to a government
or its electorate. The second means allowing one’s exports to be
priced out of the market, which may itself create structural problems
as well as possibly being difficult to reverse. The unattractiveness of
these options may well deter countries from undertaking structural
reforms. Thus if reforms can be to some extent coordinated the dis-
ruptive effects of different policies in different countries can be re-
duced.

The same point can be put in a different way: structural reforms
undertaken in one country are a type of asymmetric shock. With a
common currency the most effective instrument for dealing with such
shocks, monetary policy, is no longer available. This justifies measures
of coordination to reduce the amplitude of such shocks. One argu-
ment sometimes put against the introduction of the single currency
was that it would discourage structural reforms, precisely because of
the difficulty of balancing the demand and supply side effects when
one was a responsibility of the European Central Bank and the other
of national governments (Calmfors et al., 1997; Bean, 1998; Calm-
fors, 1998). It is evidently consistent with this concern that the Com-
mission should seek to harmonise supply reforms.

More fundamental than the case for harmonising the pace, or at
least the direction, of reform is the question whether labour market
institutions should themselves be made uniform across countries.
This concern moves away from issues of macroeconomic stability to
issues of externality or spillover effects, of whether different institu-
tions in a single market may have adverse economic effects. Such
concerns have been manifest for some years and first emerged in spe-
cific policies with the introduction of the Social Charter, which is dis-
cussed below.

3. The Social Charter and “unfair competition”
P

The member states of the (then) European Community adopted the
“Community Charter of Basic Social Rights for Workers” in 1989.
This Charter was subsequently incorporated into the Single European
Act, and forms the basis of a European Commission “Action Pro-
gramme”, which provides legislative mechanisms for realising its ob-
jectives.
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The Social Charter covers many issues, including employment and
pay, working conditions and working time, social protection, freedom
of associations and collective bargaining and consultation rights,
health and safety, freedom from discrimination and the protection of
children, the elderly and the disabled. The Social Charter contains
only general aspirations, but some of these have been given substance
in the Action Programme, which consists of various Regulations or
Directives, which will ultimately have legal force within the member
states. These Regulations and Directives can enter EU law only with
the agreement of the member governments so that in some areas im-
plementation has been a fairly protracted process. Furthermore, em-
ployment law remains a responsibility of member states, so that EU
Regulations are not intended to displace national laws in these areas;
rather the objective is that national laws conform to the EU require-
ments.

Thus to take a well-known example, the Social Charter supports
the imposition of a national minimum wage. However, the Action
Programme avoids any Regulations on this matter offering only an
“opinion” that, while there should in each member state be legislative
provision for a minimum wage, the level of that wage should be set in
each state according to criteria defined at the national level. At first
sight it may seem odd to insist on the existence of a minimum wage
while taking no interest in the level at which that wage is set. There
are obvious economic and political pitfalls for the Commission if it
were to try to set minimum wage levels in the member states. But the
legislative reason is also important—the Commission simply cannot
involve itself in detailed legislation on these matters and its effective
powers are limited to ensuring that national legislation confirms to
clearly enunciated principles.

3.1. Competition and wage harmonisation

The Social Charter came into being as a governmental response to the
fears of the European trade union movement that the wages and
working conditions of their members in high-wage countries would,
in the single European market, be undercut by competition from
lower-wage countries. The perceived solution was to harmonise wages
and working conditions across Europe so that producers in low-wage
(or low-labour cost) countries would not have an “unfair” advantage.
For example, the Commission’s report on Ewmployment in Europe states
that “if differences in working conditions (wages, social protection,

223



THE PROS AND CONS OF A COMMON EUROPEAN
EMPLOYMENT POLICY, Richard Jackman

social benefits, etc.) are not to lead to distortions of competition,
these standards may need to be brought closer in line across the
Community” (1989, p. 67).

In the long run it would be inefficient, as well as inequitable, for
workers of given skills and work characteristics to be paid different
amounts in different countries. But the reality of differences in capital
stock, infrastructure, economic organisation and product mix across
economies, combined with the very low mobility of labour between
them, means that there is no single European labour market, but
rather a set of nationally segregated markets. In these circumstances,
uniform wages across economies would inevitably create high unem-
ployment in the currently low-wage countries. Given the immobility
of labour, wage differentials across countries lead not to distortions of
competition but rather to an efficient allocation of resources, e.g. by
encouraging the investment of capital in economies where it is scarce.
The inflow of capital to low-wage economies may be the most effec-
tive way of achieving the objective of wage harmonisation. Average
wage levels differ considerably between European countries, and re-
commendations concerning wage determination under the Broad
Economic Policy Guidelines recognise the need to retain these large
differences

Thus, for example, the 1999 Guidelines recommended that wage
policy within each member state be based on four principles:

e nominal wage increases must be consistent with price stability

e real wage increases in relation to labour productivity should take
into account the need to strengthen, where necessary, and subse-
quently maintain the profitability of investment

e wage agreements should better take into account differentials ac-
cording to qualifications, skills and geographical areas

e wage imitation should be avoided and labour cost differences be-
tween member states should continue to reflect discrepancies in
labour productivity.

These principles are very much in line with the operation of cen-
tralised wage policy in a number of the smaller European countries,
such as the Netherlands. But they are also consistent with the likely
pattern of wage determination under competitive labour markets.
Most importantly there is no continuing aspiration to the harmonisa-
tion of wage levels; rather the countries with lower wages can only
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catch up with the others if they can achieve more rapid productivity
growth.

If it is now accepted that labour cost differences across countries
should reflect differences in productivity and hence continue to exist
as long as productivity differences remain, is there any argument
based on competition for the involvement of the EU in other aspects
of the employment contract? There have been a large number of spe-
cific regulations to harmonise working conditions, guided by the prin-
ciples laid down in the Social Charter. These have concerned working
time, minimum wages, the treatment of “atypical” workers, freedom
of movement, health and safety at the workplace, workers’ participa-
tion and collective bargaining, vocational training, and the protection
of children, the elderly and the disabled. These are clearly issues on
which it might be thought the individual member states might be al-
lowed to determine their own policies, and one may ask why the EU
should concern itself with such matters.

3.2. Competition and harmonisation

While these various measures raise different issues of detail, a broad
framework for considering their effects is provided by the standard
theory of public finance. The arguments derive from the principles of
tax harmonisation to avoid the excess burden of distortionary taxa-
tion. We may consider all these requirements as placing a burden of
higher costs on the employer, matched by the provision of benefits in
kind to the worker. In terms of Marshall’s (1920) distinction between
beneficial and onerous taxation, a substantial element of these regula-
tions might be regarded as beneficial in the sense that the value of the
benefits enjoyed by the employees is approximately equal to the cost
falling on the employer. However, there may also be an onerous ele-
ment, for example where a particular policy has a strongly redistribu-
tive character.

With regard to the “beneficial” element in employment regula-
tions, if wages are flexible they will simply adjust to compensate. A
fall in wages both compensates the employers for the extra costs fal-
ling on them and likewise matches the value to the employees of the
additional benefits they gain. Total labour costs to the employer are
unchanged and so is the total return to the employee. Hence to a first
approximation such regulations have no resource allocation effects
and there is therefore no reason they need be harmonised across
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countries (or even for that matter across sectors, regions or firms
within a country).

On the other hand, if we consider a situation in which wages are
rigidly fixed, then the imposition of some employment regulation will
raise total labour costs to the employer, while leaving the worker bet-
ter off. It is in this context that the principle that uniform taxes mini-
mise distortions is relevant. If the incremental cost is everywhere the
same, while the overall demand for labour will fall, the allocation of
labour between sectors will be unaffected and thus, in accordance
with standard public finance principles, the excess burden of the in-
tervention will be minimised.

While absolute wage levels are obviously not rigidly fixed, it may
be more plausible to think that there could be some long-run rigidities
in the structure of relative wages. For example, minimum wage laws
may effectively index the minimum wage to the average wage. An-
other example is the provision in the Social Charter requiring firms to
pay the same (hourly) wage to part-time as to full-time workers. In
many countries, unions have resisted wage differentials in response to
market conditions, for example regional wage differentials.

In general, the imposition of the relative wage rigidity will raise the
wage of some groups of workers above the market-clearing rate and
hence be associated with some unemployment in such groups. This
will create market pressures to lower labour costs of these groups. If
employers cannot circumvent the wage rigidity, they may instead at-
tempt to reduce their labour costs by evading the various employment
regulations. At best, employers will be subject to competitive pres-
sures to provide no more than the minimum legally required or col-
lectively agreed. Employers subject to less stringent requirements will
evidently be at a competitive advantage, and it is in this context that a
case can be made for harmonisation of employment regulations
across the countries of a single market.

An elemental model giving a feel for these issues could be con-
structed as follows. Imagine a world of two countries initially identi-
cal, each with two types of labour, termed “skilled” and “unskilled”.
In each economy the market clearing relative wage of the unskilled is
50 per cent of the equilibrium skilled wage, but in each country mini-
mum wage laws set the relative wage at 60 per cent. Thus, in both
countries, the market for skilled labour clears but there is some un-
employment of unskilled workers. Let us imagine that in one country,
employment regulations are introduced which are aimed particularly
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at the lower paid and which have the effect of raising labour costs of
the unskilled relative to the skilled. Country two, however, introduces
regulations which affect all labour costs in equal proportion, with the
effect that wages in the skilled, and hence also the unskilled, sectors
fall. Overall labour costs in both sectors, and relative wages, in coun-
try two thus remain unchanged. The upshot will be that unskilled la-
bour costs, previously the same in the two countries, will now be
higher in the first country, and this will in principle lead to the reloca-
tion of industries intensive in their use of unskilled labour to country
two.

Country one’s policy will reduce the demand for its unskilled la-
bour, but the magnitude of this effect will be greater if its trading
partner, country two, adopts different policies. There is therefore a
policy interaction in the sense that had country two chosen to intro-
duce the same employment policies as country one, labour costs
would have increased by the same amount in the two countries and
the inefficient relocation of industry would have been averted. The
point of the argument is that it is the interaction of the relative wage
rigidity and the differential employment policies which leads to this
outcome. This argument echoes the recent work of Daveri and Tabel-
lini (2000) who argue, and provide extensive empirical support, for
the proposition that higher rates of taxation create unemployment
only in countries with rigidities in their labour markets.

The argument has thus far considered only the impact of measures
on the demand side. There is also the potential for resource allocation
effects working through labour supply. If wages are fully flexible, and
some part of the cost of employment measures is “onerous” rather
than “beneficial”, then that part will be incident on the workers in
each sector. Unless the labour supply is perfectly inelastic, this will
lead to labour supply response. Similarly, with rigid wages, measures
which benefit workers will have labour supply effects unless the elas-
ticity is zero.

The assumption that the labour supply is fairly inelastic in each
sector in current circumstances is not unreasonable. It is though
worth noting that were labour mobile between countries, there would
be a tendency for it to flow towards the countries offering the highest
expected return. If labour were highly mobile between countries,
member states would face the same constraints on policy as do local
governments within a country, and the standard result of fiscal feder-
alism, that local governments cannot pursue independent income re-
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distribution policies because of perverse migration effects, would ap-
ply.

It therefore follows that, provided wages are flexible but labour
immobile between countries, each country may pursue its own poli-
cies and there will be minimal spillover effects. However, wage rigidi-
ties could lead to such effects, but as argued earlier, the direction of
movement across Europe is away from rigid towards more flexible
wages setting arrangements.

Perhaps a more fundamental concern is that permitting competi-
tion from part-time and other “atypical” workers will, in the long run,
weaken the position of full-time unionised workers, and thus weaken
the power of the trade union within the firm. Indeed, one might re-
gard the Social Charter Action Programme as a set of elaborate
mechanisms to protect unionised labour from competition from out-
siders. This then raises the more interesting question of whether the
power of unions in one country is affected by the degree of unionisa-
tion in its trading partners.

To make this question more precise, one might imagine a world of
many industries, with one firm in each country in each industry, and
one (rent-maximising monopoly) union in each firm. Fach industry
operates under conditions of imperfect competition, because of
transport costs and other costs of trading across national frontiers.
With the development of the single market, such costs diminish and
product market competition increases, thus increasing the elasticity of
demand for labour. Optimising unions will therefore cut their wage
demands. The greater degree of product market competition means
that jobs in one country are more sensitive to wages in another. While
naturally unions will resist such developments, and it will be to their
advantage if the supply of labour to competitor firms in other coun-
tries can be restricted, this does not constitute an externality in the
normal sense of the word. The possibly more attractive option of
international linkages amongst unions to allow them to jointly exploit
their combined product market power (Driffill and van der Ploeg,
1993) does not appear to be feasible, possibly due to difficulties in
accepting existing wage differential across countries.

At its limit, the single European market approximates the eco-
nomic ideal of a perfect market with perfect competition in the prod-
uct market and perfect mobility of capital. In such circumstances, un-
der constant returns to scale, the “product exhaustion condition”
holds, which states that each factor gets paid its marginal product and
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there is no surplus left over. In these circumstances, how can unions
or governments do anything to improve the wages or working condi-
tions of workers? There are only two possibilities, either the taxation
of capital, or to reduce the labour supply to raise the capital-labour
ratio. While these mechanisms might work in a single Europe, shel-
tered behind barricades from the rest of the world, the scope for
benefiting labour by redistributing the return on capital is clearly lim-
ited in conditions where international capital mobility is global and
not just European.

The conclusion of this section is therefore that global economic
changes have undermined the capacity of trade unions to raise the
wages and living standards of their members, and have by the same
token weakened the capacity of corporatist countries to pursue poli-
cies defiant of the market. As policies become more market orientated
and wages approximate more closely market-clearing levels, it has
been argued that the importance of similar terms and conditions in
the employment contract becomes less.

4. Employment policy and asymmetric shocks

The demand for labour across sectors is continually changing, and in
a frictionless world, such shifts of demand would be met by the mo-
bility of labour from declining to growing sectors. In reality, there are
of course frictions and adjustment costs and labour is far from per-
fectly mobile. Thus we observe in many economies persistent struc-
tural unemployment, as jobs are lost in some sectors but workers do
not move to sectors where prospects are better. In particular, we ob-
serve regions of persistently high unemployment, and to some extent
also skill groups with continuing above average unemployment rates.
Many studies of European countries have shown that geographical
mobility is the main mechanism of adjustment in the medium term,
but that it works very much more slowly than in the US, as a result of
which regional unemployment differentials persist for much longer
(Decressin and Fatas, 1995; Jackman and Savouri, 1998; Obstfeld and
Peri, 1998).

It is noteworthy that while we observe persistent regional unem-
ployment differentials within the countries of the EU, relative unem-
ployment rates across countries display much less persistence. This is
the more remarkable as labour mobility, which is the one of main ad-
justment mechanisms within countries, is almost wholly absent across
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countries. The greater ability of nations, as against regions, to tackle
unemployment may reflect in part the capacity of countries to offset
structural shocks with a range of policy initiatives. But to some extent
it must also reflect the capacity to adjust relative wages in accordance
with changes in relative competitiveness. It may be easier to change
relative wages across national than across regional boundaries in part
due to the absence of internationally coordinated wage bargaining, but
part may also be attributable in some countries and in some historical
periods to the use of exchange rate flexibility. The coming of the
Euro, and the resulting loss of exchange rate flexibility within the Eu-
rozone, has affected the capacity of its member states to offset mac-
roeconomic disturbances, and thus thrown a greater weight on labour
market institutions.

The only direct substitute for exchange rate flexibility, of course, is
greater wage flexibility, either through greater responsiveness of
wages to market conditions, or through some sort of formula linking
wage changes to what is required to maintain international competi-
tiveness. The Broad Economic Policy Guidelines, summarised in Sec-
tion 3 above, have the objectives of ensuring not only that nominal
wage increases are consistent with the targets of monetary policy, but
also of promoting flexibility of relative wages (European Commis-
sion, 1998). But the magnitude of the changes in relative competitive-
ness which have historically been achieved by exchange rate changes
seem enormous as compared with the size of adjustments that can be
realistically brought about through changes in relative wages. In 1992,
the countries which left the Exchange Rate Mechanism (ERM) ex-
perienced nominal exchange rate depreciations averaging around 30
per cent relative to those countries which remained members. These
depreciations were not offset by differential inflation, and allowed a
real improvement in competitiveness of the same order of magnitude,
which persisted at least until the introduction of the Euro in 1999. As
a result, the countries which left the ERM experienced faster growth
and lower unemployment than those which stayed in (Gordon, 1996).

Nor was this an isolated episode. While many European econo-
mists tend to that assume nominal exchange rate depreciations are
rapidly eroded by domestic price inflation, more comprehensive work
(Obstfeld, 1999) shows that nominal exchange rate changes are typi-
cally correlated with real exchange rate changes which are not only
commensurate in magnitude but highly persistent. According to
Obstfeld, this correlation very often breaks down in periods of high
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inflation, such as in Europe during the 1970s, but reasserts itself once
prices are more stable.

By contrast, nominal wage adjustments are likely to be least effec-
tive in achieving improvements in international competitiveness in
times of price stability. This is because it is difficult to cut money
wages even at times of stable, or even falling, prices (Aketlof et al.,
1996, provide an assessment of the evidence). Quite clearly, the
maximum likely adjustment of relative costs made possible by differ-
ential wage movements will be of the order of a few percentage
points a year, as against the 20 or 30 per cent made possible by ex-
change rate flexibility.

It is, however, conspicuous that the large changes in relative prices
arising from exchange rate movements have not led to comparably
large changes in trade flows. On the contrary, the impact on real ac-
tivity often seems remarkably small. The evidence seems consistent
with the idea that elasticities may be quite low, both in the long, and
in particular in the short, run. Obstfeld and Rogoff (2000) suggest
that this may be attributable primarily to the existence of substantial
costs of international trade, which create thresholds which have to be
surmounted before trade patterns change in response to changes in
relative prices. Calmfors et al. (1997, chapter 8, appendix) quote evi-
dence for the Swedish economy that a relative wage depreciation of
20 per cent would be required to raise GDP by 3.6 per cent. More
recent work by Gottfries (forthcoming) has confirmed the orders of
magnitude implied by this estimate.

These estimates suggest that the Mundell-Flemming model of ad-
justment under flexible exchange rates needs to be stood on its head.
In the standard model, if the economy suffers an adverse (real) de-
mand shock, the prospective weakness of the interest rate leads to a
sharp exchange rate depreciation, which restores demand. In the end
income rises sufficiently that there is no change in the interest rate,
which remains at the world level. It seems more realistic to consider
the opposite extreme where the exchange rate has no impact on trade
flows in the short run, but some impact in the long run. A fall in de-
mand would then lead to a fall in interest rates which would only par-
tially restore the level of activity. The depressed interest rate causes
the exchange rate to depreciate, which will over time generate a re-
covery through affecting trade volumes. However, the recovery will
take time and during this period the interest rate will remain below
the world level. The initial exchange rate depreciation will thus over-
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shoot, to compensate those holding the currency for an extended pe-
riod of low interest rates.

While this mechanism of adjustment may seem far from ideal, it is
at least speedier than in the absence of exchange rate flexibility. There
are the short-run benefits of lower interest rates, which are now re-
garded as the most efficient tool of short-run stabilisation policy. And
in the longer run, the effects of relative price changes are at least likely
to come through more quickly with exchange rate flexibility than
without. All this suggests that countries in a monetary union may be
unlikely to achieve competitiveness at full employment through wage
adjustments and may therefore instead, like regions within a country,
allow the impact of shocks to fall primarily on output and employ-
ment.

To the extent that asymmetric shocks are short term or transitory
in nature, it is well understood that it is unlikely that any employment
policies undertaken at national level are likely to be as quick to intro-
duce, or to take effect, as monetary policy. But where asymmetric
shocks are longer term in their impact, and therefore likely to lead to
persistent structural unemployment in a particular sector, employment
policies may have more of a role. Most nation states have operated
various forms of regional policy, even though migration remains the
most powerful equilibrating force in the long run. Within the EU, the
Structural Funds have at least in part this purpose, and unemploy-
ment remains a criterion applied in determining the distribution of the
Funds. The above analysis suggests that there are likely to be in-
creased calls on the Funds in the future as a result of the single cur-
rency.

5. Conclusion

The adoption of a common employment policy presupposes both
shared objectives and the existence of spillovers which make collec-
tive action more effective than policies undertaken at the national
level. In this paper, I suggest that neither of these assumptions pre-
vails at the present time. The labour markets of the different Euro-
pean countries have very different characteristics reflecting in part
differences in political and social values. These in turn lead to differ-
ent objectives, or at least to different weights being given both to the
objectives of policy and to the importance of different constraints.
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Likewise it is argued that policy spillovers are of limited impor-
tance. The traditional corporatist model of the major Continental
European countries appears giving way to a more market-orientated
approach, which, it is argued, is more tolerant of different national
arrangements. Hssentially, in a deregulated market, labour market
policies are incident on labour, and while labour is immobile interna-
tionally, this is a matter that can be delegated to individual member
states. Matters would of course be very different were labour to be-
come more mobile across national boundaries, but this appears to be
some way into the future.

Finally the paper considers whether it is necessary to encourage
more wage flexibility to counteract asymmetric shocks, given the ab-
sence of exchange rate flexibility. It is argued that trade flows are rela-
tively insensitive to relative prices, and hence the large movements in
exchange rates that have been observed are neither as powerful nor as
disruptive as might have been expected. Given the likely relative in-
flexibility of wages, it seems that the effects of shocks are likely to be
more persistent in the single currency zone.
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