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THE SEARCH FOR ROUTES TO

BETTER ECONOMIC PERFORM-
ANCE IN CONTINENTAL EUROPE

EDMUND PHELPS AND GYLFI ZOËGA*

Economic performance is multi-faceted. Produc-
tivity and unemployment in a country are the

headline indicators of its economic performance.
They serve to summarize a variety of more basic
considerations. High productivity indicates that
wage rates are high in a wide range of jobs, so a wide
choice of careers is open to people, and that incomes
are high, so that people can afford the comforts, the
diet, and so forth needed to function well. A low
unemployment rate indicates that members of the
labor force can readily find vacancies in a wide
range of jobs, few employed people are quitting
their jobs out of dissatisfaction, and few jobs are
short-lived.

Labor force participation is an indicator in another
dimension of economic performance. Uniformly
high labor force participation rates are a sign that a
generally high value is being placed on existing jobs
and the wages they pay. In addition, participation
rates are an indicator of another dimension of eco-
nomic performance often called economic inclusion
– inclusion in the mainstream economy: For one
thing, they may reflect the extent to which main-
stream jobs provide people with economic indepen-
dence from the family and from the state. They may
also reflect the degree and breadth of the access to
mainstream jobs, thus indicating the country’s suc-
cess or failure in removing barriers to inclusion.

More needs to be said about the conception of eco-
nomic performance. As many philosophers have
argued, building on Aristotle, an economy cannot be

said to be well-performing if its participants are not

flourishing. And that deep kind of prosperity entails

that the available jobs are, on the whole, intellectual-

ly engaging and rewarding: That means a wide avail-

ability of work enlisting the minds of jobholders,

offering challenges in problem solving, leading them

to discover some of their talents and causing them to

expand their abilities. And from the discovery and

development of talents and capabilities comes what

is called personal growth.

Direct measurements of such discovery and devel-

opment are difficult, of course. It is reasonable, how-

ever, to suppose that an increase in such personal

growth (from one era to another or from one coun-

try to another) is signaled by an observable increase

in participation rates, reduced employee turnover

and thus reduced unemployment. So the degree of

prosperity in the above sense may be well proxied by

the level of business activity – the participation rate,

the unemployment rate and the activity rate.

The main national statistics on economic perfor-

mance, therefore, may be said to be normally indica-

tive of the underlying health of the economy they

describe – just as measurements of a patient’s

weight, blood pressure, etc. are normally indicative

of the patient’s health. But the statistics of a very

healthy economy may have statistics with some

“false positives” leading incautious observers to

believe that the economy is sick and in need of

reforms when it is merely suffering from bad exter-

nal shocks. And an unhealthy economy may at times

enjoy favorable winds giving it great-looking statis-

tics with “false negatives” that conceal its unhealthy

structure. So we must use the always interesting

“indicators” judiciously if we are not to be misled.

Thus, in comparing recent national statistics with the

glorious statistics in the 1960s, we must not jump to

the conclusion that western continental Europe had

well-performing economies then, relative to the rest

of the OECD, and now they are worse-performing.

Indeed, we believe (and have adduced evidence)

that some unusual market forces were almost cer-

tainly the main driver of the glorious statistics – not

a brief golden age of economic policies, economic
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institutions and economic cul-
tural influences.1 If so, it is the
inglorious years of the past ten
years or so, especially the mid-
1990s, when all the OECD
economies were more nearly in
a steady-growth state, that bet-
ter reveal the true relative
health of the Continental econo-
mies, not the glorious years.
(Whether in fact the structure of
the western Continental econo-
mies has worsened on balance
and, if so, by how much is far
from clear.) 

Our question here is the following: If we are not mis-
taken, a great many Europeans sense that the eco-
nomic performance of their economies as structured
at present could be greatly improved. We agree that,
in principle, their economic policies or economic
institutions or both could be changed for the better.
But which changes does actual evidence suggest
would deliver better performance? We distinguish
three points of view on the question, which we will
discuss in turn.

Does the neo-liberal/supply-side critique point the
way?

If a huge part of an advanced economy’s potential
performance is the stimulus and challenge presented
by jobs and the consequent discovery and develop-
ment of talents – a possibility requiring the economy
to be structured for well-aimed innovation – we
should be prepared to find much, and very likely
most, of the sources of high performance embedded
in the part of the economy’s structure that determines
the opportunities for problem-solving and personal
growth in the workplace – hence, in economic institu-
tions operating in the Continental countries and per-
haps even in their economic culture – and relatively
little in that part of the structure involving the cali-
bration of tax rates and benefit rates.

In contrast, neo-liberals and supply-siders put their
faith in reduced rates of tax and better tuning of var-

ious other policy parameter settings. Supply-siders
assert that ill-considered increases in the average tax
rate on personal income and in the social contribu-
tion levied on company payrolls are a major reason
for the elevation of unemployment rates and the
depression in participation rates.

Is there evidence that these policy settings are an
important cause of poor performance and their cor-
rection an important cure? The fact that tax rates
rose when – or before – unemployment rates rose on
the Continent is not persuasive, since a great many
other developments coincided with the rise in unem-
ployment. To obtain some estimate of the effect of a
tax rate increase or decrease on unemployment it is
natural to conduct a more demanding test: to ask
whether in the present era (or in an earlier one)
inter-country differences in unemployment rate
among the advanced economies of the OECD mem-
bers appear to be explained in part by inter-country
differences in, say, the total tax rate on labor.2

Figure 1 suggests that, within a considerable range at
any rate, an increase of the average tax rate has
rather little effect on unemployment. Even the very
high-tax economies of Denmark and Sweden do not
have relatively high unemployment and low partici-
pation. Neo-liberals may reply that many high-tax
countries happen to have some compensating condi-
tions avert high unemployment and low partici-
pation.

A further test is to ask whether inter-country differ-
ences in the increase of the tax rate on labor occur-
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Current efforts in
some countries to

lower taxes on labor
may miss the 

essential points

Figure 1

1 Since industries on the Continent had done relatively little to
improve the techniques in use during the 1930s, when the United
States streaked ahead, and during the war and reconstruction in the
1940s, their opportunity in the 1950s and 1960s to adopt the
American methods made possible a period of phenomenal techni-
cal progress.

2 The failure of some of the explanations critiqued here were noted
in Phelps and Zoega (1998).
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ring between some early time span after the war and
a more recent span are strongly correlated with
inter-country differences in the increase of unem-
ployment and the decrease in participation.

Figure 2 suggests that, within the historical range,
decadal changes in countries’ average tax rate have
little or no explanatory power in accounting for the
decadal changes in their unemployment and partic-
ipation rates. And some of the small effect that
appears in the charts may be temporary, not per-
manent.3

Such findings do not establish that tax rates do not
matter at all. We firmly believe, speaking for our-
selves, that increases in tax rates on wage income in
particular, such as payrolls, have temporary effects
on the medium-term natural unemployment rate –
the rate toward which the equilibrium unemploy-
ment will be approaching over some near-term
span, barring new shocks (Phelps 1994).4 But we
also believe that, if the pace of wealth accumulation
decreases in response to reduced after-tax pay (as in
all but so-called Ricardian models), the decline of
private wealth onto a lower path will tend to erase

much of the short-run effect.
The reason is that what matters
for the amount of labor supplied
and for employee loyalty – quit-
ting, shirking, and other be-
havior determining the amount
of unemployment – is not the
absolute wage but the wage as a
ratio of the workers’ wage to
their accumulated wealth (or
the cash flow from it). The exis-
tence of a permanent effect thus
depends on a failure of wealth
to fall ultimately in proportion
to after-tax wage rates.5 This
failure is likely, since wealth

includes social wealth – the present discounted
value of the entitlements provided by social legisla-
tion – as well as private wealth; and there is no rea-
son why social wealth should fall at all merely
because a tax increase has driven down private
wealth. In fact, recent decades have seen tax rates
increased for the express purpose of increasing

social wealth; where the unemployment rate rose
following the legislation, the tax increase was
blamed when, in truth, the increase in social wealth
was responsible.

In view of our theoretical strictures above, it will not
be surprising to learn that the tax rate used above
does little better in explaining differences in produc-
tivity either.

Another policy parameter that has been the focus
of the neo-liberals is the “replacement ratio”, giving
the proportion of the wage earnings that will be
replaced with benefits if a wage earner loses his job.
In theory, an employee who can expect a high
replacement ratio has a diminished stake in his
employment: he may invest less in his job and may
shirk his duties and quit more readily as a result
(Summers 1988). Others have emphasized the
incentives of the unemployed (Nickell and Layard
1999). Wage replacement delays and weakens the
job loser’s willingness to accept a new job and to
search for one – the more so the higher is the
replacement ratio.

Figure 2

3 There is no significant relationship (the correlation is 0.14)
between the two variables when Spain is omitted from the figure.
Its inclusion creates the appearance of a relationship (correlation is
0.39). Whether to infer that tax hikes might be to blame for a sig-
nificant part of the durable increases in the OECD unemployment
problem then hinges on whether Spain’s unemployment increase
can be attributed to increased taxes. Time series data show that
taxes in Spain rose continuously and smoothly from 1960 into the
1990s while unemployment rose rather abruptly after 1975, peaking
in 1985. Thus we would not agree that Figure 2 supports supply-
siders ascribing the increases in relative unemployment in some
countries to increases in those same countries’ relative tax burden.
A convincing analysis will have to be detailed and sophisticated.
4 Incidentally, the charts here pick up some of the temporary effect
of tax rates, since, until recently, most OECD countries kept on
increasing their tax rates, thus continually giving an upward jolt to
unemployment. So some of the already very small effect of tax rate
increases on unemployment depicted in the charts is not a perma-
nent effect; the latter is even smaller than the charts suggest.

5 In theory, the average tax rate on wages would be entirely neutral
in the long run, in theory at in any rate, if the legislature were to
keep workers’ social wealth in fixed proportion to their after-tax
wage rates. Then private wealth and total wealth would ultimately
decrease so as to regain their former ratio to after-tax wage rates
and in so doing restore the medium-term natural unemployment
rate to its previous level.



However, Figure 3 does not show a significant corre-
lation across OECD nations between the replace-
ment ratio and unemployment in the mid-1990s.6

Figure 4 finds no apparent relation between the
increases from the 1960s to the 1990s in the decadal
replacement ratio and the increases in the replace-
ment ratio.

We ought to consider whether the influence of taxes
and replacement rates is present but masked by
omission of other possibly important variables hav-
ing influences. Nickell (2003) and various co-authors
have sought to explain differences in OECD unem-
ployment with a package of hypothesized variables
alongside taxes, the replacement ratio and its dura-
tion. That package did a good job of fitting the inter-
country differences in unemployment of the 1970s
and 1980s. Nevertheless, it did not do a good job of
fitting the differences of the 1990s nor the 1960s. As
we see it, the former two decades yielded favorable
results because the early years in both those decades
saw an explosion of job losses; and replacement
benefits (both level and duration) played a part in
determining how slowly the bulge of jobless persons
was digested into employment over the decade; in
contrast, the mid-1990s and the mid-1960s look
more nearly like a steady-state situation.
Furthermore, the movements of the package over
the decades do not generally explain why unem-
ployment rose in many countries between the 1970s
and the 1980s and fell in some countries between
the 1980s and the 1990s.7

Research in the supply-side spir-
it has been expanded in the last
decade to include the dial-set-
tings of numerous other “policy
variables” appearing in neoclas-
sical models – variables not the-
oretically doomed to have little
permanent effect. We might
mention here our own work esti-
mating the effect of our social
wealth (or social income) vari-
able upon one dimension of eco-
nomic performance, namely the
unemployment rate (Phelps and
Zoega 1997). It can be reason-
ably said that the estimated
effects on economic perfor-

mance measures of these further supply-side forces –
social wealth, public expenditure (i.e., government
purchases), private-sector capital stock, public capi-
tal stock, corporate profits tax rate and so forth –
have been disappointingly small, even if sometimes
statistically significant.

If our conception of the advanced economies is one
centered not around consumption and leisure but
instead around the attractions and rewards of busi-
ness life – problem-solving, the discovery and devel-
opment of talents, and the achievements that may
result – then it is not surprising that these policy
parameters, though important in the neoclassical
perspective generally adopted by supply-side ana-
lysts, do not make much of a dent on unemployment
and participation – as long as they stay in the histor-
ical range. It becomes hard to see why the neoclassi-
cal preoccupations with work-leisure substitution
should be center-stage. Reducing the calibrations of
the welfare state or cutting government purchases or
adding to capital stocks will not make jobs far more
engaging and rewarding, hence make participation in
the labor force far more attractive and unemploy-
ment far smaller. Only modest results can be reason-
ably hoped for. That may be why the plan of the
European Commission to add to the Continent’s
stock of bridges and tunnels struck many as a sort of
joke, even if they could not put their finger on why it
was funny. It appears unlikely that more bridges and
tunnels on the Continent will contribute measurably
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The size of unem-
ployment benefits
and their duration

also fail the test

Figure 3 Figure 4

6 Again, Spain is an outlier and has both high unemployment as
well as a high value of the replacement ratio. But in this case its
inclusion is not enough to raise a question about the inference to
make from the chart.

7 Using differences, as in Figures 2 and 4 above, we estimated an
equation where changes in unemployment for 14 OECD countries
were a function of changes in the tax rate, replacement ratio, the
duration of benefits, and so forth. When estimated this way, most of
the coefficients have counterintuitive signs and many are statisti-
cally insignificant.
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proxied by market
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to the sense of prosperity that
those countries are so acutely
and visibly missing. If that is so,
they will probably have negligi-
ble impact on participation and
unemployment. And it is doubt-
ful they will be productive
enough to repay their capital
cost.

The importance of economic
institutions for dynamism

The thesis has been advanced
that what may be called eco-
nomic dynamism – innovative-
ness coupled with a financial
sector capable enough to choose reasonably well the
innovations, firms and investments to support – is a
force that powerfully lifts economic performance in
all its main dimensions: participation, joblessness
and productivity.8 Though not itself a dimension of
performance, this dynamism is the fuel, the energy,
on which stimulation and problem-solving in busi-
ness, thus prosperity, and well-directed innovation,
thus relative productivity, feed.

There is circumstantial evidence that dynamism is
hugely important for the performance. It is plausible
to assume that a high value placed on the equity
shares traded on the stock market is a sign of high
dynamism in the business sector. Dynamism either
drives share prices to a higher level, since extant
firms represent a kind of option to exploit the valu-
able future opportunities that a dynamic economy
fosters, or it causes an increased
proportion of firms to list their
shares on the organized stock
exchange. It therefore strongly
supports our thesis that, among
11 large OECD nations, differ-
ences in the level of market cap-
italization taken as a ratio to
GDP – even the level many
years prior to the year of the
measured performance – have
considerable power to explain
differences in productivity, in
participation and in unemploy-

ment.9 See Figures 5, 6, 7 and 8. Two of these corre-
lations have more explanatory power than all the
neoclassical variables put together. Readers used to
focusing on labor market features may be surprised.
Yet, so broad a concept as dynamism is bound to
encapsulate goods, capital and labor markets.10

What institutions appear to matter for inter-country
differences in performance? Presumably there are
some economic institutions the presence and high
development of which serve to encourage or facili-
tate dynamism. It is reasonable to hypothesize that
organized stock exchanges, company law, suitable
bankrupty provisions, and corporate governance

Figure 5

Figure 6

8 The thesis was introduced in Phelps and
Zoega (2001), developed further in
Phelps (2001), and expanded upon in
Phelps (2003b).

9 See the latter two charts in Phelps (2003a).
10 In Figure 8 we first adjust productivity for differences in the
employment-to-working-age population ratio.



spurring corporate performance, and schools prepar-
ing the population for business life all foster
dynamism. General institutions such as the rule of
law and provision of enough personal and national
security to safeguard earning, saving and investing
are needed for any market economy, even market
socialism; but they are not sufficient to generate
dynamism.11 Presumably there are also economic
institutions whose presence and force obstruct or
impede dynamism. Corporatist institutions that
invest company employees, labor unions, communi-
ties and other interest groups with the veto power to
block or limit entrepreneurial ventures and shifts in

corporate operations may choke
off valuable innovations, damp-
en entrepreneurial spirits and
thus decrease dynamism. The
task is to identify the institutions
that foster dynamism and those
that obstruct it; and to investi-
gate their empirical contribution
to performance.

Research of ours a few years ago
implicated some institutions in
the failure of most European
economies to grasp the opportu-
nities of the internet revolution
of the late 1990s – bureaucratic
“red tape” and employment pro-
tection legislation were among

these – and the findings credited some institutions
with helping some of the other OECD economies
with seizing the new opportunities – a relatively high
proportion of the labor force with a university degree,
for example (Phelps and Zoega 2001). In more recent
research we have been looking at specific institutions
in the corporatist landscape to see whether some of
them are, statistically speaking, harmful for economic
performance. The explanatory variables are the
degree of employer- and union-coordination in the
industrial bargaining process, here weighted by the
extent to which wages are “covered” by union scales,
the penalty for employee dismissal provided in
employment protection legislation;12 also, the volume
of required licenses hindering or deterring the estab-
lishment of new firms and new projects, as measured
by the OECD index of “red tape”. Our highly tenta-

tive findings suggest that the
effects of these institutions are
harmful for market capitaliza-
tion, which is a strong sign that
they are harmful for economic
performance.

Is economic culture an impor-
tant primary cause?

Continental Europe has been
languishing more than two
decades since the shocks of the
late 1970s. Southeast Asia, China
and India now exhibit enormous
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help, others hinder

dynamism

Figure 7

Figure 8

11 To say that is in no way to depreciate the pioneering work of
Douglass C. North in arguing the near- unworkability of an econo-
my not supported by property rights and the influential research by
Andrei Shleifer devising persuasive evidence in support of this
thesis.

12 See the first two charts in Phelps (2003a).
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economy which
influences the 
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energy and initiative, whatever support and impedi-
ments are brought by their economic institutions.
Some economists have speculated that differences in
economic culture, even among the advanced
economies of the OECD members, may play some
part in the inter-country differences in current-day
performance statistics.

Do elements of a distinctive economic culture on the
Continent somehow impede the generation of
dynamism and thus lessen its economic performance
in terms of participation, unemployment and pro-
ductivity? Europeans themselves have suggested
that there is. In some Continental countries there is
an expressed uneasiness about making money. As
Hans-Werner Sinn said to one of us, a German
would rather say that he inherited his wealth than
say that he had made his fortune. There is the prac-
tice on the Continent of shielding teenagers from
any sort of job experience or earning any money, so
that the business world must seem rather foreign to
them as they are growing up. Some observers have
suggested that European schooling drains children
there of some of their playfulness and creativity.
Some Belgian businessmen were heard to say that
they thought Europeans were more risk-averse than
Americans. It has been said that the protection of
European culture has effectively meant sheltering
older and more established figures from competi-

tion, which may cause competing and upsetting the
established order to be viewed as wrong. (None of
these speculations implies that Europeans are defi-
cient in some sort of genetic material. Americans,
too, are largely of European stock.)

Critics say that these seeming deficiencies are not
causes – they are effects of ill-chosen institutions.
Yet, what are the causes of the institutions if not the
prevailing political economy, on which culture may
have much influence.

Conclusions and a side-issue

We agreed with the Europeans who sense that the
performance characteristics of the Continental
economies as currently structured leave room for
improvement. We went on to argue that the most
effective means to improvement do not appear to be
those in the neoclassical liturgy: smaller welfare enti-
tlements, reduced public expenditure, and so forth.
The conclusion to which we have been tending is
that the Continent’s performance will be markedly
better if it will nourish and promote (more than it is
already doing) entrepreneurial and financial institu-
tions that encourage and facilitate dynamism and if
it will remove or reform the institutions that obstruct
entrepreneurial activity and well-chosen financing.

Of course, identifying with ade-
quate confidence the many con-
crete institutions that are helpful
and those that are harmful is a
daunting task, yet some first
steps can already be seen as war-
ranted on the evidence.

But how – choosing our time
period of observation carefully
to avoid years or decades of

Table 1
Market Capitalization Ratio and Economic Performance

Dependent variables

Regressors Unemployment Participation Labor productivity Labor
productivity (adj.)

Market capitalization
ratio

–4.18
(2.1)

9.06
(2.2)

4539.4
(1.4)

7591.8
(3.3)

Labor force
participation (men)

–76419.2
(3.2)

R-squared 0.33 0.35 0.33 0.60

Notes: Market capitalization is the value of shares in the corporate sector as a fraction of GDP in 1988 (Morgan
Stanley International). Labor productivity is calculated as business output per employed worker in US dollars. All
dependent variables are 1996 values. t-statistics in parenthesis.

Table 2
Economic Institutions and Dynamism

Dependent variable:  Market capitalization

Coordination
–9.25

(1.6)

Employment

protection

–10.50

(1.9)

University

degrees

0.98

(1.9)

R-squared 0.73 Observations 19

Notes: Union coordination and employment protection are taken from
Nickell (2003) and represent averages for the period 1988–1995. University
degrees show the proportion of the labor force that has completed university
for the same period. t-statistics in parenthesis.



unusual market forces – does Continental perfor-
mance generally rate gauged against the perfor-
mance measures of the US economy? Is Continental
performance already relatively good? Is it inferior in
some respects and superior in others? Or what?

In Table 3 we show some estimated measures of eco-
nomic performance in its various aspects for the three
large Continental nations – Germany, France and
Italy, the so-called “big 3” – and the United States in
the steady mid-1990s.13 One of the table’s columns
quantifies the familiar fact that the unemployment
rate is considerably higher among the big 3 than in the
United States. These 1996 data do not differ marked-
ly from the rates in late 2003 and early 2004.

Another column addresses the belief that women
choose not to work on the Continent but men, having
as much aspiration for self-realization as American
men, have the same participation rate as  American
men. The data shows that, to the contrary, even the
participation rate of men is lower in the big 3.

Another column addresses the vexatious issue of rel-
ative productivity on the Continent. The productivity
estimates shown are those from a careful study by
Solow and Bailey (2001) using 1992 company data
from McKinsey & Company. These estimates suggest
that, contrary to widespread belief in Europe, even
hourly productivity in the big 3 is significantly below
that in the United States. Their measurements of out-
put per unit of capital in Europe relative to the
United States were even lower. In the ten years since
that study the productivity gap has widened, most
strongly since 1997. According to some experts on
productivity data, the gap would be markedly greater
if an adjustment were made for the workers of low

capabilities who are allowed to work in the American
business sector but who are barred from such jobs in
Europe by labor regulations, minimum wage laws.14

Moreover, in both France and Italy the wage rate gap
is worse than the productivity gap, since workers
there receive a compressed share of their productivi-
ty. As a result, the French and Italian average hourly
wage in terms of goods produced is more depressed
relative to the United States than is productivity. (The
reverse appears to be true in Germany. It may be that
business output in Germany is more composed of
high-wage engineering goods than in other countries.)

If these estimates are to be believed, the perfor-
mance of the Continent’s big 3 economies does not
compare favorably in any respect to those for the
United States.

This finding, to the extent the many Continental
economies conform to it, fits into the theme of this
report. The finding suggests that the Europeans are
right who say that there is much room for improving
the performance characteristics of the Continental
economies. The Continent’s relative productivity
performance is not a plus; certainly it does not
redeem the poor performance on the other mea-
sures. Furthermore, the finding that the Continental
economies tend to perform less well on all measures
(and in any case not better on some) adds support to
our belief, argued here, that the high joblessness in
the Continental economies – most notably, the large
ones – is just one manifestation of a systemic pathol-
ogy harming economic performance in all its dimen-
sions: Work is central to life and the quality of work
is a telling sign of the health of the economy’s struc-
ture. The active-age population can flourish only
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Table 3
Measures of Economic Performance

Market output
per hour worked

Wage share of
business output in %

Men in labor force in %
of work.-age men

Employment in % of
labor force

US 100 49.5 87 94.6

France 92 42.3 75 88.1

Germany 92 52.4 82 91.3

Italy – 46.9 74 88.5
Market output per hour worked is for 1992 (Solow/Bailey): wage share is calculated for year 2003 (OECD); and men
in labor force and employment are measured in 1996 (OECD).

13 As commented above, the mid-1990s were not severely and dif-
ferentially disturbed by unique shocks such as the Continent’s
strides toward technical catch-up in the glorious years and the
extraordinary investment boom that gripped the United States and
left the big 3 on the Continent relatively untouched.

14 It is not true, incidentally, that the Solow-Baily calculations have
already adjusted for inter-country differences in the extent to
which businesses in some countries use far more “less qualified”
labor than do others. These results for France are discussed in a
recent paper by Blanchard (2004).
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Institutions 
encouraging 
entrepreneurs and
excitement in the
workplace are the
solution

with change, excitement and challenges in the work-
place. Underdevelopment of the institutions encour-

aging and disciplining entrepreneurs and their
financiers leads ultimately to diminished stimulation

at work and lessened personal
growth on the job, which are sig-
naled by lower participation
rates and higher unemployment.
Artificial barriers to entrepre-
neurship and thus to innovation
lengthen the technological lag
behind best-practice levels in
the world and thus to relatively
low levels of productivity.
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DIFFERENCES IN LABOUR

MARKETS ACROSS THE

ATLANTIC

PATRICK A. PUHANI*

During the last two to three decades, American
and continental European labour markets

experienced different trends in two dimensions.
First, in contrast to continental Europe (in the fol-
lowing mainly represented by Germany), wage
inequality increased substantially in the United
States. In America, this increase in wage inequality
did not just occur due to increases in real wages at
the top, but also due to a fall in real wages in the mid-
dle and lower parts of the wage distributions
(Acemoglu, 2002). In Germany, wage inequality
hardly changed during the same period (Steiner and
Wagner 1998; Fitzenberger 1999). However, wage
inequality is not the only dimen-
sion in which American and
German labour markets dif-
fered. Figure 1 exhibits the aver-
age unemployment rates for the
United States, Germany, and
Britain. Over the long-term (i.e.
since 1960) no clear trend can be
discerned for the American
unemployment rate: It oscillated
around six percent with a range
between four and eight percent
(with few exceptions). By con-
trast, German unemployment
seems to have ratcheted up:
Whereas it was clearly below
American levels in the early

post-WWII period, western Germany’s unemploy-
ment rate surpassed the American rate shorty after
the second oil shock and remained above it for
almost every year since. The most striking diver-
gence in American and German unemployment
rates occurred in the 1990s. Interestingly, the British
experience resembles the German one until about
the end of the 1980s. In the 1990s, however, Britain
changed from looking like a continental European
labour market (the French graph would resemble
the one for Germany) to follow the American pat-
tern. Note that it was in the 1990s that German and
Anglo-Saxon unemployment rates diverged, not in
the 1980s (although the largest increase in Anglo-
Saxon wage inequality ocurred in the 1980s). One
may wonder how much one can learn from such a
time series exegesis: From a macro perspective, the
observed divergence in unemployment across the
Atlantic might just be a temporary cyclical phenom-
enon. However, the fact that the Anglo-Saxon
economies experienced significant increases in wage
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While wage 
inequality hardly

changed, unemploy-
ment rose in

Germany

Note: The United States unemployment rate is based on the CPS, which uses a definition of
unemployment equivalent to the ILO definition. For western Germany, OECD figures only
provide the registered unemployment rate for a longer time period. Comparing the regis-
tered with the OECD standardised unemployment rate for united Germany suggests about
a 1.5 percent difference between the two, so that the standardised unemployment rate for
western Germany would also be lower than depicted in the graph. For the UK, however, the
standardised unemployment rate is about 1 percentage point higher than the registered one
shown in the graph. It is, however, not available for such a long time period.

Source: OECD.

Figure 1
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Testing the Krugman
hypothesis with 
differentiated data

dispersion since the 1970s or 1980s, whereas
Germany did not, plus the fact that the unemploy-
ment rates diverged in the 1990s, has raised consid-
erable interest in the economics profession and in
the political arena. Krugman (1994) has raised the
hypothesis that the different experiences in wage
dispersion and unemployment across the Atlantic
are “two sides of the same coin”. The story runs like
this: Relative negative demand shocks against
unskilled workers lead to an increase in wage dis-
persion in labour markets with flexible wages, such
as the United States. If relative wages (of high-
skilled versus low-skilled workers) are not sufficient-
ly flexible, though, relative unemployment of low-
skilled workers will increase, thus raising the average
unemployment rate. According to the “Krugman
hypothesis,” this may explain the German ex-
perience.

Astonishingly, the literature testing the Krugman
hypothesis is not very large, given the importance of
the issue for continental European economies: We
currently observe how difficult it is to reform
European post-war labour market institutions. It is
therefore important to gather empirical evidence on
the validity of the Krugman hypothesis. Otherwise,
we do not know whether the costs of changing
entrenched institutions are justified.

At first sight, it might seem straightforward to test the
Krugman hypothesis. Data on wages and unemploy-
ment are readily available. However, two main prob-
lems arise. First, key components of the hypothesis,
supply, demand and wage rigidities, are not directly
observable and need to be proxied or estimated.
Previous studies have either explicitly or implicitly
taken different approaches to this problem, which
makes comparison and judgment of the results diffi-
cult. Second, the Krugman hypothesis refers to differ-
ences across countries and thus requires data that are
internationally comparable. Even if data collection
were harmonised across countries (which is only part-
ly the case), education systems differ so much that
harmonisation of educational degrees by the re-
searcher effectively imposes another (possibly strong)
assumption on the analysis. In the literature, degrees
obained outside the United States are often classified
into American educational categories (like college or
high school). Of course, it may be justified or even
necessary in many situations to try to see the German
school system through the American lens. However,
in the context of testing the Krugman hypothesis, I
argue that this is neither necessary nor justified.

Other authors have shown that the German school
system produces a rather different skill structure from
the American one (Nickell and Bell, 1996; Freeman
and Schettkat, 2000). We will see below that this mat-
ters in the current context.

In the following, I will informally describe my empir-
ical results concerning the Krugman hypothesis as
outlined in Puhani (2003a; 2003b; 2003c). As
Switzerland has a similar education system to that of
Germany, but more flexible labour market institu-
tions more similar to the ones of the United States
than the rest of continental Europe, I will also report
on Swiss evidence. Britain will provide another
Anglo-Saxon example.

Data

I use the Current Population Survey Merged
Outgoing Rotation Group (CPS-MORG) files for
the United States. The CPS is a representative and
large data set, which allows to measure hourly wages
as well as unemployment as defined by the ILO def-
inition (not working, actively looking for a job and
available for a job within short notice). Germany
does not have a directly equivalent data set (cf.
Zimmermann and Wagner 2002, 113–14). The corre-
sponding survey would be the Mikrozensus, which I
call the German Labour Force Survey (GLFS) here
(part of this data is also the basis of the German
component of the European Labour Force Survey).
Although the quality of this data set is high in the
sense that interviewees are obliged to respond to
most questions by law, the GLFS does not contain
wage information, only income in intervals and
hours worked. Therefore, I use two more data sets
for Germany to check the robustness of the results.
One of the additional data sets is the internationally
well-known German Socio-Economic Panel
(GSOEP). In terms of measuring wages and unem-
ployment, the GSOEP is conceptually well-suited
for the current purpose. However, its panel nature
and small sample size (compared to the other data
sets used here), call into question its representative-
ness and its ability to measure changes in wage and
unemployment structures precisely enough over
time. Therefore, another large German administra-
tive data set (IABR) is used. It precisely measures
labour earnings of workers within the German social
security system (which does not include civil ser-
vants and the self-employed), although there is some
top-coding. A disadvantage of the IABR data set is



that it only allows the measure-
ment of registered as opposed to
ILO unemployment. For Swit-
zerland, I use the Swiss Labour
Force Survey (SLFS), which has
information both on hourly
wages and ILO unemployment.
I also use the British Labour
Force Survey (BLFS) and the
British Household Panel Survey
(BHPS) to provide another
Anglo-Saxon comparison. More
information on the data can be
found in Puhani (2003a; 2003b;
2003c).

A “macro” perspective

Many studies related to the
question of this article are based
on an analysis of relative wages
and employment of two skill
groups (high and low). In an
American context, high-skilled
workers are those with a college
degree and low-skilled workers
those with completed high school education. In
Germany and Switzerland, workers with tertiary
education (university or equivalent) are defined as
high skilled and those with vocational apprentice-
ship training are defined as low skilled. In Britain,
the high skilled are those with a degree (from a uni-
versity or a former polytechnic, all polytechnics
being universities now), the low skilled are those
with an education equivalent to O-levels. The defini-
tion of the low skilled reflects the largest low-skilled
groups in the respective countries (we will see below
that contrary to a myth that seems to prevail among
some Anglo-Saxon labour economists, those with
German apprenticeship training are low skilled, at
least in terms of the German wage hierarchy).

Similar to the studies by Katz and Murphy (1992),
Autor, Katz and Krueger (1998), and Acemoglu
(2003), I define age-education-gender-region cells
(between 100 and 360 cells depending on the data
set) and aggregate them either into the high-skilled
or the low-skilled group (see Puhani 2003a; 2003b;
2003c for details). I then estimate relative supply and
demand for skill changes within a constant elasticity
of substitution production function framework. This
allows simulation of relative wage changes since a
base period (1991 in my case) warranted by changes

in relative demand and supply (“market relative

wage changes”). The differences in the observed and

the simulated “market” relative wage is an indicator

of relative wage rigidity between high-skilled and

low-skilled workers. The results are displayed in

Figure 2. A negative number indicates wage com-

pression, i.e. that wages have become (more) rigid. In

other words, a negative number means that, com-

pared to the base year 1991, the relative wage of

high-skilled versus low-skilled workers has not

increased enough to balance changes in relative sup-

ply and demand for high-skilled versus low-skilled

workers between 1991 and the year of observation.

The point estimates of Figure 2 show a clear differ-

ence between the two Anglo-Saxon economies on

the one hand, and the two continental European

countries on the other. All data sets on Germany and

Switzerland indicate wage compression, although

wage compression in Switzerland seems to have been

smaller than in Germany (note that Swiss labour

market institutions allow much more flexibility in

terms of employment protection and wage setting

than that of Germany). By contrast, the evidence on

the United States and Britain suggests wage decom-

pression, i.e. the relative wage of high-skilled versus

CESifo Forum 1/2004 14

Focus

Macro evidence 
supports Krugman

Figure 2

Note: The y-axis displays the simulated relative wage rigidity indicator in log points, i.e. the
difference in the logarithms of the observed and the simulated market relative wage of high-
skilled versus low-skilled workers.A negative number means that compared to the base year
1991, the relative wage of high-skilled versus low-skilled workers has not increased enough
to balance changes in relative supply and demand for high-skilled versus low-skilled work-
ers between 1991 and the year of observation.

Sources: Current Population Survey – Merged Outgoing Rotation Group Files (CPS); British
Labour Force Survey (BLFS); British Household Panel Survey (BHPS); German Socio-
Economic Panel (GSOEP); German Labour Force Survey – Mikrozensus (GLFS); German
Adminsitrative Data – Institut für Arbeitsmarkt und Berufsforschung Regionalstichprobe
(IABR); Swiss Labour Force Survey (SLFS); own calculations.
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Different educational
structures

low-skilled workers rose by even
more than warranted by relative
supply and demand changes
since 1991. Most of the displayed
points in the graphs are statisti-
cally significant at the 10 percent
level. An exception is the result
for Switzerland, where only the
figure for 1995 is statistically sig-
nificant.

The macro evidence reproduced
here from Puhani (2003a; 2003c)
thus gives support to the
Krugman hypothesis by demon-
strating that, contrary to the
Anglo-Saxon experience, rela-
tive wages in Germany moved
unfavourably to the relative em-
ployment of low-skilled versus
high-skilled workers. In Switzerland, this occurred to
a lesser degree than in Germany, if at all.

Although this macroeconomic simulation approach
has an appeal by providing a quantitative measure of
wage rigidity (e.g. a figure of – 0.02 in the graphs of
Figure 2 implies that the relative wage of high- ver-
sus low-skilled workers should have increased by
about two percent in order to accommodate relative
supply and demand changes), it rests on strong
assumptions and simplifications. By distinguishing
only between two skill groups (high and low), this
approach ignores interesting information about
which skills exactly are associated with relative wage
rigidities.

A “micro” perspective

Because of these deficiencies, I developed a micro-
econometric approach to test the Krugman hypothe-
sis without unnecessary assumptions on the ability to
proxy demand or supply shocks. The analysis is
based on a neoclassical model of the labour market
with heterogeneous types of labour. Here I will only
outline the intuition: The approach rests on the idea
that unemployment (quantitiy rationing) is a conse-
quence of the failure of the market to clear (wage
rigidity). Therefore, changes in relative wage rigidity
can be detected by observing changes in the wage
and unemployment structures. This idea was already
set out in Nickell and Bell (1996) and Gottschalk
and Joyce (1997). In contrast to these studies, how-
ever, I distinguish between more than just two skill

categories and compare regression-adjusted changes

in wage and unemployment structures (non-employ-

ment is also used as an alternative measure to unem-

ployment as an indicator of quantity rationing). The

dimensions of skill investigated are age as a proxy

for experience and education. Age is discretised into

five intervals (16 to 25, 26 to 25, etc.). Education is

classified into four to five categories depending on

the country. In the United States, these categories

are completed college, some college, completed high

school and high school dropout. In Germany, the cat-

egories are degree, higher education but no degree,

high school (Abitur), apprenticeship and less than

apprenticeship. Thus, unlike most previous studies, I

preserve national education definitions. Figure 3

exhibits sample means for the education groups in

the United States and western Germany. It is shown

that the educational structures in the United States

and in Germany exhibit some differences, especially

among the low skilled. In the United States, workers

with high school education and high school dropouts

constitute about one half (trend declining) of the

working age population (with about 30 to 35 percent

high school graduates). In Germany, those with

apprenticeship education or below constitute about

70 percent of the working age population. However,

50 percent of the German working age population

have obtained apprenticeship training. German

apprenticeship training is quite different in content

from an American high school education: Although

students leave the system at roughly the same age

(18 or 19 years), German apprenticeship training is

Note: The y-axis displays the shares of the respective education categories. Between 1991
and 1992 the coding of the education variable changed in the CPS. I therefore use 1992 as
the base year in the microeconometric analysis.

Sources: Current Population Survey – Merged Outgoing Rotation Group Files (CPS);
German Labour Force Survey – Mikrozensus (GLFS); own calculations.

Figure 3



not only classroom, but provides dual education: half
classroom, half on-the-job.

The microeconometric approach estimates cross-
sectional wage and unemployment regressions with
age, education, gender and region as explanatory
variables. Statistical tests on the ceteris paribus

changes in the wage and unemployment structures
obtained from these regressions are the basis for the
classification displayed in the table. Each age and
education characteristic is classified into one of nine
cells depending on whether its contribution to the
relative wage and unemployment position has
increased, remained constant or decreased. In case
the Krugman hypothesis were true, we would expect
that low-skilled (young age, low education) charac-
teristics in western Germany are classified as
(1): “strongly rigid”, (2): “weakly rigid in a decreas-
ing market”, or, if wages were somewhat but not suf-
ficiently flexible, as (3): “weakly adjusting in a
decreasing market”. In the United States, we would
only expect relative wage adjustments, but no
changes in relative unemployment (at least not
against the low skilled). Hence, in the presence of
negative relative demand shocks, low-skilled charac-

teristics in the United States should be classified as
(4): “strongly adjusting in a decreasing market”.

In this survey, I only display the graphical results for
the United States and western Germany with respect
to educational groups. The classification results for
both age and education categories for these countries
as well as for Britain and Switzerland are reported in
Puhani (2003a; 2003b; 2003c). The graphs in Figure 4
show that both the German and the American wage
structures have become more unequal between edu-
cational groups. It is also shown that German work-
ers with apprenticeship training are low-skilled if
skills are defined in terms of the relative wage posi-
tion that they hold in Germany (astonishingly, some
Anglo-Saxon labour economists call German work-
ers with apprenticeship “high skilled”). A striking
contrast between western Germany and the United
States emerges when comparing the changes in the
unemployment structures between these two coun-
tries. Whereas the American ceteris paribus unem-
ployment structure has become more equal, the
German unemployment structure has become more
unequal. This finding is consistent with the Krugman
hypothesis, although one has to add that the German
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Both, the German
and US wage 

structures have
become more

unequal between
educational groups

Relative Wage and Unemployment/Non-Employment Behaviour and Labour Market Classification

Contributing to a relative

unemployment decrease

0 ) ( <−+
*

k,t
*

k,t γγ τ

Contributing to a constant

relative unemployment

0 ) ( =−+
*

k,t
*

k,t γγ τ

Contributing to a relative

unemployment increase

0 ) ( <−+
*

k,t
*

k,t γγ τ

Contributing to a relative wage

increase

0 ) ( >−+
*

k,t
*

k,t ββ τ

(7):

weakly adjusting in in-

creasing market relative

to the reference market

(6):

strongly adjusting in in-

creasing market relative

to the reference market

(1):

strongly rigid

(wage push) relative to the

reference market

Contributing to a constant rela-

tive wage

0 ) ( =−+
*

k,t
*

k,t ββ τ

(8):

weakly rigid in increasing

market relative to the

reference market

(5):

stable in stable market

relative to the reference

market

(2):

weakly rigid in decreasing

market relative to the

reference market

Contributing to a relative wage

decrease

0 ) ( <−+
*

k,t
*

k,t ββ τ

(9):

converging

(wage pull) relative to the

reference market

(4):

strongly adjusting in de-

creasing market relative

to the reference market

(3):

weakly adjusting in de-

creasing market relative

to the reference market

Note: 
*

k,tβ  and 
*

k,t τγ +  are the regression coefficients of the skill category k in the wage and unemployment regressions in

the base period t and reporting period t + τ , respectively. The coefficients of the skill dummy variables are transformed
(indicated by an asterisk) to report the differential with respect to the base period sample mean as the reference category.

The terminology “increasing market” refers to a positive relative net demand shock (which is the same as a negative relative

net supply shock for labour market l with respect to the reference market r (the sample mean in the base period) as defined in

Puhani (2003c). Increasing markets relative to the reference market are identified in cases (6), (7), and (8). Analogously, a

“decreasing market” is equivalent to a negative net demand shock. Decreasing markets relative to the reference market are

identified in cases (2), (3), and (4). In cases (1) and (9), the sign of the net demand shock cannot be identified. In case (5),

there is no such shock. See also the theoretical discussion in Puhani (2003c).
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The US unemploy-
ment structure has
become more equal,
the German one
more unequal

wage structure was rigid not in the sense of having
been constant, but in the sense of not having been
flexible enough.

Formal statistical tests (reported in my cited papers)
substantiate this view: For both high school dropouts

and those with completed high school, the flexible
classification (4) (cf.Table) dominates the test results
for the United States. For western Germany, a dis-
tinction emerges between the two low-skilled
groups, i.e. workers with and those without appren-

ticeship training. Whereas a relative wage rigidity is
robust in the two large German data sets for those
without apprenticeship training classification
(1) dominating in the GLFS and classification
(3) dominating in the IABR data), the finding of a
wage rigidity for workers with apprenticeship train-
ing is not robust (classification (2) dominates in the
GLFS, but classifications (6) and (7) dominate in the
IABR data). The results for Switzerland similarly

point to relative wage rigidity only for workers who
do not even have apprenticeship training (as dis-
cussed in Puhani 2003a; 2003b; union demands for
minimum wages might have shown their bite for this
least qualified group). Those with apprenticeship

training do not seem to have been affected by a rel-
ative demand shock. This finding reveals the impor-
tance of distinguishing between more than just two
education categories and considering each major
education group as it is defined in the respective
country! Indeed, it seems that the largest parts of the
low skilled in Germany and Switzerland – that is
those with apprenticeship training, who constitute
about half of the working age population in both
countries – were not affected by the same negative
relative demand shocks as were workers with a high

school degree and high school dropouts in the United
States. The German-style vocational education sys-
tem (apprenticeships) may thus shield the largest
part of low-skilled workers in Germany and

Switzerland from the negative
relative demand shocks experi-
enced by the largest part of low-
skilled American workers. This
result is consistent with the argu-
ments made in Nickell and Bell
(1996) and Freeman and Schett-
kat (2000) that the German-style
apprenticeship system may pro-
vide the low skilled in Germany
with more valuable human capi-
tal than does the Anglo-Saxon
school system to their peers in
the United States and in Britain.
Hence, although I find evidence
for the Krugman hypothesis, it
only seems to be valid for the
very lowest skill groups in
Germany and Switzerland.
Another qualification of the
Krugman hypothesis arises from
the British case. For Britain, the
bottom line of my results is that
large-scale skill upgrading due
to educational reform helped to
keep the British wage structure
fairly constant in the 1990s (cf.
Puhani 2003c).

As to the age structure (not dis-
played here, see my cited
papers), there is robust evidence
that the German wage structure
behaved rigidly with respect to

Figure 4a

Figure 4b

Note: The left and right panels exhibit the transformed wage and unemployment regression
coefficients �x and �x respectively.

Sources: Current Population Survey – Merged Outgoing Rotation Group Files (CPS);
British Labour Force Survey (BLFS); German Labour Force Survey – Mikrozensus (GLFS);
own calculations.



the youngest age group (16 to 25 years of age).There
is similar evidence for the United States, but it is not
robust.

The robustness checks I carry out do not only use
alternative data sets, but also choose different base
periods for the tests of changes in wage and unem-
ployment structures and the subsequent classification
of the table above. In addition, I use non-employment

instead of unemployment as an alternative measure of
quantity rationing. In sum, the results are robust in
the sense that a negative relative demand shock and
relative wage rigidity is found for workers without
apprenticeship in western Germany and Switzerland.
In western Germany, there is an additional robust rel-
ative wage rigidity concerning young workers.
(Results based on the GSOEP are often not statisti-
cally significant due to the smaller sample size). For
the United States and Britain, no robust results of rel-
ative wage rigidities against the unskilled groups can
be found. But consistent with the Krugman hypothe-
sis, all investigated countries exhibit negative relative
demand shocks against low-skilled workers.

Alternative explanations?

Although the empirical evidence discussed here is –
with some qualifications – consistent with the
Krugman hypothesis, one may think of alternative
interpretations of the data. In Puhani (2003c), I dis-
cuss several other potential explanations. These are
(i) business cycle effects, (ii) efficiency wage effects,
(iii) welfare and unemployment benefit reform
effects, and (iv) sample selection effects. I argue that
these alternative explanations are not convincing,
because – to sum up the arguments – (i) the changes
in the unemployment structures look rather smooth
and trendlike over a period longer than a represen-
tative business cycle, (ii) efficiency wages cannot
explain differences across countries and furthermore
should have less effect on the least skilled, (iii) the
timing of welfare and unemployment benefit
reforms is not consistent with this alternative expla-
nation, and (iv) sample selection effects cannot be
the main explanation as the evidence for the United
States is inconsistent with that.

Conclusions 

Empirical evidence broadly supports Krugman’s
hypothesis that negative relative demand shocks

against low-skilled workers led to increased wage
dispersion in the United States, but increased unem-
ployment in continental Europe. However, the
German-style apprenticeship system might have
shielded large parts of the low skilled in Germany
and Switzerland from the negative relative demand
shocks affecting high school graduates and high
school dropouts in the United States. In addition,
supply effects dominate the British experience of a
fairly constant wage structure with respect to educa-
tional groups in the 1990s.

References

Acemoglu, D. (2002), “Technical Change, Inequality, and the Labor
Market”, Journal of Economic Literature 40, 7–72.

Acemoglu, D. (2003),“Cross-Country Inequality Trends”, Economic
Journal 113, F121–F149.

Autor, D.H., L.F. Katz, and A.B. Krueger (1998), “Computing
Inequality: Have Computers Changed the Labor Market?”,
Quarterly Journal of Economics 113, 1169–1213.

Fitzenberger, B. (1999), Wages and Employment Across Skill
Groups, An Analysis for West Germany, Physica/Springer, Hei-
delberg.

Freeman, R. and R. Schettkat (2000), “Skill Compression, Wage
Differentials and Employment: Germany vs. the U.S.”, NBER
Working Paper No. 7610, Cambridge, MA.

Gottschalk, P. and M. Joyce (1998), “Cross–National Differences in
the Rise in Earnings Inequality, Market and Institutional Factors”,
Review of Economics and Statistics 80, 489–579.

Katz, L. and K. Murphy (1992), “Changes in Relative Wages
1963–1987: Supply and Demand Factors”, Quarterly Journal of Eco-
nomics 107, 35–78.

Krugman, P. (1994), “Past and Prospective Causes of High
Unemployment”, Economic Review, Federal Reserve Bank of
Kansas City, 23–43.

Nickell, S. and B. Bell (1996),“Changes in the Distribution of Wages
and Unemployment in OECD Countries”, American Economic
Review Papers and Proceedings 86, 302–321.

Puhani, P.A. (2003a), “The Rise and Fall of Swiss Unemployment”,
CEPR Discussion Paper No. 3828, London.

Puhani, P.A. (2003b), “Relative Demand Shocks and Relative Wage
Rigidities During the Rise and Fall of Swiss Unemployment”,
Kyklos 56, 541–562.

Puhani, P.A. (2003c), “A Test of the ‘Krugman Hypothesis’ for the
United States, Britain, and Western Germany”, IZA Discussion
Paper No. 764, Bonn.

Steiner, V. and Wagner, K. (1998), “Has Earnings Inequality in
Germany Changed in the 1980s?”, Zeitschrift für Wirtschafts- und
Sozialwissenschaften 118, 29–59.

Zimmermann, K.F. and G.G. Wagner (2002), “Labor Economics”, in
K.F. Zimmermann, ed., Frontiers in Economics, Springer,
Berlin/Heidelberg, 95–126.

CESifo Forum 1/2004 18

Focus

Evidence for the
Krugman hypothesis

applies only to the
very lowest skill

groups in Germany



CESifo Forum 1/200419

Focus

AGGREGATE UNEMPLOYMENT

AND RELATIVE WAGE

RIGIDITIES

OLIVIER PIERRARD AND

HENRI R. SNEESSENS*

The contrast between the United States and the
EU countries in terms of unemployment is well

known. It is summarised in Figure 1. In the United
States there is no trend (if any, it is negative) over the
period 1959–2002, although the unemployment rate
remained abnormally high during the 1980s and early
1990s. In Europe, we start in the early 1960s with low
unemployment rates (around 2 to 3 percent in France,
Germany and the UK, that is, approximately half the
US unemployment rate at the same period). In the
1970s, unemployment starts increasing in all coun-
tries. Substantial intra-EU differences are, however,
observed after 1985. The unemployment rate remains
high in a majority of countries (more than 8 percent
in France and Germany, for instance), while it is on a
decreasing path in some others (mainly the United
Kingdom and the Netherlands).

The rules governing the labour market (the so-called
“labour market institutions”) are, of course, quite

different in the United States compared to most EU
countries: limited social security provisions (espe-
cially unemployment insurance), wage formation,
etc.. However, most economists agree today that
such institutional differences alone cannot explain
the differences summarised in Figure 1. Many
European countries were already enjoying well-
developed welfare systems in the late 1960s, well
before the rise in unemployment. It is also difficult to
explain US-EU differences by country-specific
shocks. Most economic shocks (oil shocks, disinfla-
tion, introduction of new technologies, etc.) were
common to all countries. Against this background,
the consensus view is that the observed variety of
outcomes can only be explained by the interaction
between specific institutional setups and common
shocks. Despite the difficulty of measuring “institu-
tions” and “shocks”, empirical work has accumulat-
ed convincing evidence supporting that point of
view.1 The main challenge, however, is to uncover the
mechanisms at work, so as to be able to derive the
right policy implications and design appropriate
institutional setups.

Labour market institutions

Our understanding of the interactions between insti-
tutions and shocks and their implications for unem-

ployment has been improved by
the use of general equilibrium
models incorporating job cre-
ation and destruction, search
and wage formation behaviours.
Three institutional aspects have
been particularly emphasised in
the literature: unemployment
benefits, employment protection
and wage rigidities (in the form
of minimum wages, e.g.).

Unemployment benefits affect
the equilibrium outcome by

Figure 1

* IRES, Department of Economics
Université catholique de Louvain.
1 See for instance Blanchard-Wolfers
(2000), Bertola, Blau and Kahn (2001).



changing the unemployed job
seeker’s search and bargaining
behaviour. The effect on equilib-
rium employment is clearly neg-
ative. The quantitative effects
obtained by simulating general
equilibrium models are in line
with those reported in the
empirical literature: the elastici-
ty of expected unemployment
duration with respect to benefits
is generally in the range of 0.2 to
1.0; and an increase of ten per-
centage points in the replace-
ment ratio increases the equilib-
rium unemployment rate by one
to two percentage points.2

Employment protection legislation is known to have
a priori an ambiguous effect: it decreases the job
destruction rate, but has simultaneously a negative
impact on the job creation rate. When all wages are
adjusted by free bargaining between employers and
employees, the net outcome seems to be a lower
unemployment rate. With rigid wages, the results are
reversed, albeit quantitatively small.3 Imposing a
minimum wage constraint turns out to have a strong
negative impact on employment through a higher
job destruction rate.This result is again confirmed by
empirical literature.4

The role of these three institutional variables has
been further examined in Joseph, Pierrard and
Sneessens (2004). They consider an economy where
firms are hit by firm-specific (idiosyncratic) produc-
tivity shocks. Wages are negotiated at the firm level,
but can never fall below a minimum wage determined
at the aggregate level (by a minimum wage law e.g.).
Employment protection is introduced as a firing tax.
Unemployed workers receive unconditional unem-
ployment compensation. As expected, the wage rigid-
ity reinforces the negative employment effects of
employment protection. The key result, however, is
the dominant role played by relative wage rigidity.
Numerical simulations suggest that, among the three
institutional variables considered in the model, it is
the wage rigidity associated with the least productive
jobs that explains most of the differences between
US-type and EU-type economies, both in terms of

equilibrium unemployment rates and of the cyclical
properties of job creation and destruction.

Low-skilled unemployment

It is not enough to take into account firms’ hetero-
geneity. Workers are heterogeneous, too. There is
ample empirical evidence that biased technological
change (combined with organizational changes) has
had a negative impact on the demand for low-skilled
workers. Microeconometric studies also show that the
probability to exit unemployment is much lower for
low-skilled workers. Figure 2 reproduces the differ-
ence between the low-skilled and the aggregate
unemployment rates in the four countries already
considered in Figure 1. It is in France and in Germany
that the low-skilled unemployment problem seems
most acute. More recent data, reported in Puhani
(2003), suggest that the low-skilled unemployment
problem has further increased in Germany during the
1990s. Figure 3 compares the real minimum wages in
the United States and in France over the last three or
four decades. The trends go in opposite directions:
downward trend in the United States, upward trend in
France. Standard wage dispersion indicators (D5/D1
ratios) suggest that throughout the 1980s and the
1990s wage dispersion has been increasing in the
United States and in the United Kingdom, stable or
decreasing in France and Germany respectively. This
suggests that the low-skilled unemployment problem
may be related to relative wage rigidities in the face of
relative demand changes.

Although this last conclusion is widely accepted,
there is much controversy about the contribution of
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2 See for instance Layard, Nickel and Jackman (1991), Holmlund
(1998).
3 See Garibaldi (1998), Cahuc and Zylberberg (1999).
4 See for instance Kramarz and Philippon (2001) for an empirical
evidence on French micro data.
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the low-skilled unemployment problem to aggregate
unemployment. If relative demand changes were the
main cause of low-skilled unemployment, one
should simultaneously have observed a decrease in
high-skilled unemployment, with a resulting ambigu-
ous effect on total unemployment. Some people thus
argue that the rise in low-skilled unemployment is
much more related to the change in relative supplies
rather than to the change in relative demands. With
more and more high-skilled job seekers, low-skilled
workers are crowded out of their traditional labour
market segment (the so-called “job competition” or
“crowding-out” effect). Empirical investigations cor-
relating aggregate unemployment to a variety of
institutional variables and to a measure of the
change in net relative demands for skilled workers
often suggest a limited (albeit significant) effect. A
correct evaluation is, however, made difficult by the
lack of long-run time series data on relative wages,
relative labour force and employment changes, and
on crowding-out effects.

Biased technological change
and job competition

Calibrated general equilibrium
models offer an interesting
alternative analytical tool. In
Pierrard-Sneessens (2003), we
construct a model with two
types of jobs (“simple” and
“complex”) and two types of
workers (low-skilled and high-
skilled), so as to be able to dis-
cuss both biased technological
change and job competition

issues. This representation of the
working of the economy in-
cludes frictions and search be-
haviours in the labour market.
The model is calibrated on
Belgian data (Belgium is a fairly
typical EU country in terms of
aggregate unemployment per-
formance, wage dispersion, labor
market institutions, etc.). The
numerical parameter values are
either based on the available
empirical evidence chosen so as
to reproduce the situation ob-
served in the mid-1990s, in terms
of unemployment rates, job
destruction rates, unemployment

exit rates, etc. We next introduce two changes: (i) an
increase in the proportion of high-skilled workers in
the labour force; (ii) a biased technological change
stimulating the relative demand for high-skilled
workers. The net outcome is a “net biased techno-
logical change” unfavourable to low-skilled workers.
These two changes are meant to reproduce the
changes observed from the mid-1970s till the mid-
1990s. Information on labour force composition
changes comes from labour surveys; information on
biased technological change comes from the esti-
mates of a production function.

The results of this simulation exercise are repro-
duced in Table 1 for two variants of the same sce-
nario, respectively fixed vs. flexible wages. The “fixed
relative wage” variant reproduces the observed situ-
ation: relative wages did remain unchanged over the
whole period. With this constraint on relative wages,
our representation of the working of the economy

Figure 3

Table 1
Simulating the effects of a net biased technological change

 
net

skill bias uh ul w l/w h
crowding

out

  Actual data (Belgium)

  1996 values     6.8%      20.1% 67% n.a.

  1977–96 +0.28 +2.1 +13.3 +0.0 n.a.

  Model with rigid wages

  1977–96 +0.28 +2.7 +10.1 +0.0 +6.5

  Model with flexible wages

  1977–96 +0.28 +0.4   +2.4 -15.5 +7.2
Sources: Pierrard and Sneessens (2003). uh: high-skilled unemployment rate;
ul: low-skilled unemployment rate; wh: high-skilled wage; wl: low-skilled wage.
Low-skilled: at most lower secondary education. High-skilled: at least upper
secondary education.



reproduces quite well the unemployment changes
observed in Belgium: the high-skilled rate increases
by around 2.5 percentage points, the low-skilled
unemployment rate increases by more than 10 per-
centage points. The “flexible wage” variant mimics
quite well (from a qualitative point of view) the situ-
ation observed in countries like the United States or
even the United Kingdom: the rise in aggregate
unemployment is moderate, the relative wage of
low-skilled workers decreases, but still the difference
between the low-skilled and the high-skilled unem-
ployment rates increases. The role played by job
competition seems crucial. Although the proportion
of “simple jobs” occupied by “over-qualified” high-
skilled workers remains limited (around 6 to 7 per-
cent, which is well below the most often quoted esti-
mates of “crowding-out”), job competition con-
tributes significantly to the deterioration of the low-
skilled worker’s employment perspectives.

The conclusion seems to be the existence of a trade-
off between wage inequalities and unemployment:
low wage inequalities are associated with high unem-
ployment (typically in European economies) and
high wage inequalities are associated with high levels
of employment (typically in Anglo-Saxon countries).

Policy implications

Should we choose between income inequality and
unemployment? Table 2 reproduces the outcomes of
three policy scenarios. The results are based on
numerical simulations of a general equilibrium
model similar to the one discussed before. The refer-
ence situation is the one prevailing in 1996 (first row
of Table 1). The first policy considered is simply a
drastic reduction in the replacement ratio (50 per-
cent cut). The effects are those one would expect: a
significant reduction in the unemployment rates
(10 percentage points for the low-skilled worker
group). The cost of this increased economic efficien-
cy is a drastic increase in income inequality. The rel-
ative wage of the low-skilled worker decreases by

6.2 percent; the average consumption of low-skilled
workers decreases by 10 percent, while that of high-
skilled workers increases by 5 percent.That is, labour
market conditions (relative labour productivities,
relative labour supplies) are such that the economic
efficiency gains benefit only one category of worker
and is detrimental to the other, in absolute as well as
in relative levels.

The second policy scenario considered is a 15 per-
cent tax cut on low-skilled wages, financed by a tax
on high wages (5 percent) so as to keep the govern-
ment budget in equilibrium. This policy stimulates
the demand for low-skilled workers (the low-skilled
unemployment rate decreases by 6.6 percentage
points), while leaving high-skilled employment
almost unchanged. Both unemployment and wage
inequality are reduced, but the welfare of high-
skilled workers deteriorates.

The last policy scenario combines the previous two:
a drastic cut in the unemployment replacement ratio
and simultaneously a subsidy to low-skilled employ-
ment. The effects on unemployment rates are more
favourable than in each of the previous two scenar-
ios. This time though, the improved economic effi-
ciency benefits both categories of workers.

Conclusions

We emphasised the role of relative wage rigidities in
explaining the differences between the United States
and a “typical EU economy”. Simulating general
equilibrium models does suggest that relative wage
rigidities are one of the key institutional features
explaining both the changes observed in several EU
countries over the last decades and the contrast with
the US economy. Our conclusion is thus that to stim-
ulate employment one should change the “institu-
tions” of the labour market so as to allow more
(downward) flexibility of wage costs. Simply reduc-
ing the generosity of the unemployment benefit sys-
tem contributes to that objective, but is does so by
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to low-skilled work-
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Table 2
Policy design, unemployment rate and income inequalities

consumption

uh ul W l/w h high skill low skill
  50% replacement ratio reduction –1.3 -10.0 –6.2% +5.0% –10.1%

  15% low-wage subsidy –0.4 –6.6 +7.1% –0.8% +7.4%

  Combining the two policies –1.5 –12.4 +3.2% +2.2% +0.7%
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exacerbating income inequality. Combining this pol-
icy with wage tax cuts targeted at low-skilled work-
ers amplifies the positive employment effects and
avoids the income inequality problem. Such a policy
combination can be beneficial for both groups of
workers.

Distinguishing two groups of workers (high-skilled
and low-skilled), of course, fails to account for the
huge heterogeneity observed in actual economies.
Designing an optimal policy package is thus not that
simple. Our discussion, however, illustrates why
unemployment figures alone may be grossly inap-
propriate policy performance indicators. Labour
market reform proposals will be more successfully
and efficiently implemented if they benefit the poor-
est workers as well as the wealthiest.
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DISINCENTIVE EFFECTS OF

UNEMPLOYMENT BENEFITS

ON THE PATHS OUT OF

UNEMPLOYMENT

PEDRO PORTUGAL* AND

JOHN T. ADDISON**

The role of unemployment insurance (UI) in pro-
longing unemployment duration is well estab-

lished. Job search theory informs us that subsidized
search will elevate the reservation wage, and an
extensive empirical literature has duly confirmed the
prediction that this will lead to longer unemploy-
ment duration on the part of recipients (see
Mortensen 1997; Devine and Kiefer 1991). But the
other key prediction when benefits are finite – that
the disincentive effects of UI will vary through time,
declining with the approach of benefit expiration –
has been altogether less subject to empirical scrutiny.
Only a handful of studies have allowed for time-
varying UI effects, although they clearly reject the
constraint that unemployment benefits have the
same effect throughout the course of the jobless
spell (see Addison and Portugal 2004). Finally, there
is no real theoretical recognition of the various exit
options available to the unemployed individual and
virtually no investigation of whether access to UI
affects choice between them.

Our analysis allows the effect of UI to vary through
time and also for individuals to exit joblessness via a
number of routes. The need to account for a time-
varying effect of UI is obvious enough: it provides
more information on worker behavior and should
thereby assist in the design of policy (with respect to
the duration of benefits). The role of destination
state is potentially no less important. First, if unem-
ployed individuals attach different utilities to the
various alternatives to employment then the effects

of the regressors (i.e. the determinants of unemploy-

ment such as age or education) may differ markedly

across destinations. In the case of UI, an individual

drawing benefits in a regime that does not allow

them to be paid in conjunction with part-time

employment is unlikely to move into such employ-

ment prior benefit expiration. Second, the underly-

ing functions describing the pattern of escape rates

from unemployment over time to each destination

(see below) may differ markedly, in which case

observationally-equivalent individuals will differ in

the timing of their transitions out of unemployment.

For example, unemployed individuals – most likely

women – may engage in home production; if they

become increasingly more productive in this endeav-

or (through learning by doing), the opportunity cost

of accepting a job offer will rise, leading to higher

transition rates into inactivity.The bottom line is that

de facto aggregation over destination states is likely

to cloud the portrait of the unemployment experi-

ence of individuals by compounding distinct (even

contradictory) influences.

We will therefore pursue an empirical strategy lead-

ing to a disaggregated approach. In what follows, we

preface a simplified statement of our reduced-form

competing risks model with some brief remarks on

the unique dataset used here. We then review the

empirical evidence, beginning with results from a

standard aggregate specification before allowing for

time-varying UI effects and different destination

states. Several policy implications of our analysis are

offered in conclusion.

Our analysis is of the Portuguese labor market,

1992–96. Portugal is of interest because its institu-

tions, including the generosity of its UI system, are

mainstream continental European; because its

unemployment data are of very high quality; and

because its distinct barriers to reemployment might

be expected to amplify the impact of UI on jobless-

ness (see Blanchard and Portugal 2001). The five-

year sample period was selected because major

changes in the employment surveys (e.g. in sampling

procedure and definitions of employment, unem-

ployment and inactivity) occurred immediately prior
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to 1992 and after 1997. No material changes were
made to the Portuguese UI system over this sample
period.

Data and Methodology 

Our data are taken from the Inquérito ao Emprego,

the quarterly, nationally representative Portuguese
employment survey. The survey inquires of individu-
als their current labor market state and elapsed
duration in that state. Individuals are interviewed for
six quarters and are then rotated out of the sample,
allowing us to track unemployed individuals for up
to five quarters and identify their transition rates by
elapsed duration.

The destination states of previously unemployed
individuals can also be identified. As noted earlier,
we shall distinguish between four such states, name-
ly, full-time employment, part-time work, “discour-
agement,” and inactivity. We define discouraged
workers as those individuals who, although they did
not search for work in the prior 30-day interval, nev-
ertheless responded that they would like a job. In all
other respects, however, they are identical to the
economically inactive.

In addition to providing information on the length of
the current unemployment spell in months and the
manner in which individuals exit unemployment, the
employment surveys also identify whether or not the
individual receives unemployment benefits (BENE-

FITS). As a practical matter, recipients comprise not
just those receiving “regular” or “full” benefits but
also recipients of “unemployment assistance” which
is a lower form of benefits. Since the surveys do not
distinguish between the two types of benefits – let us
call them UI PROPER and ASSISTANCE – neither
will the preponderance of our analysis. However, we
can offer a rough delineation based on the individ-
ual’s tenure on the last job, and we will provide ten-
tative (aggregative) estimates of the disincentive
effects of the two types of benefits.1

The bulk of our analysis will instead focus on the
BENEFITS variable and also on an imputed mea-
sure of time to benefit exhaustion we call TIMEEX.

As noted, BENEFITS simply capture whether or not
the individual receives unemployment benefits, as
reported in the survey. We can calculate TIMEEX

because maximum benefit duration in Portugal is
purely age determined. (It is 10 months for those
aged less than 25 years, rising in roughly three-month
intervals for each incremental five years of age to
30 months at age 55 years.) We calculate these
remaining weeks of benefit entitlement as imputed
maximum duration based on the individual’s age less
his or her reported elapsed duration, employing the
simplifying assumption that all benefit recipients are
entitled to regular of full UI benefits. Aggregate and
disaggregate results for each UI measure are provid-
ed. Further, we allow the effect of BENEFITS to
vary with elapsed duration and for non-linearities in
the effect of TIMEEX.

In addition to data on elapsed unemployment dura-
tion, benefit status, destination state, age and tenure
on the last job, the survey also contains information
on worker disability, the number of jobs held,
whether or not the individual is a new entrant, broad
occupational status, reason for job loss, and region of
residence, inter al.The sole restrictions placed on the
data were that, at the time of the survey, the individ-
ual be unemployed, aged between 16 and 64 years,
and resident in mainland Portugal. The final sample
was 15,734.

Our empirical analysis is conducted within the gen-
eral framework of job search theory. Possessing
imperfect information as to the wage offer distribu-
tion, job searchers devise an optimal strategy ex ante

that involves their accepting any wage offer above a
given threshold: the reservation wage. This crucial
variable is determined as a function of the key para-
meters of the wage offer distribution, the expected
arrival rate of job offers, search costs, and of course
unemployment insurance benefits. Most relevantly
for present purposes, the search model predicts an
unambiguously positive relationship between the
mean duration of unemployment and the generosity
of benefits, as indexed by their maximum potential
duration and the fraction of net earnings that they
replace.

We shall estimate a reduced form version of the job
search model. In particular, we specify a simple log-
linear regression equation relating the (log) hazard
rate of exiting unemployment to a number of rele-
vant covariates. The hazard function indicates the
probability of moving out of unemployment at a

1 Individuals have to have been employed for at least 18 (six)
months during the two years prior to the unemployment event to
draw full benefits (social assistance). Thus, we can with imprecision
classify a worker as eligible for UI PROPER (ASSISTANCE) if he
or she is a recipient and had at least 18 (between six and 18) months
tenure on the last job.



given time, conditional on hav-
ing been unemployed up until
that point. In the interests of
flexibility, the time axis is divid-
ed into 11 intervals and we
assume that the hazard rate is
constant within each interval,
yielding what is known as a
“piecewise-constant hazard
function.” Given the functional
form employed, the role of the
regressors is to shift proportion-
ally the (baseline) hazard func-
tion either up or down, which is
why this model is called a pro-
portional hazards model. The
baseline hazard function simply
depicts the hazard function
when the covariates are zero;
typically, as in this case, non-cat-
egorical variables are defined as
their deviation from the sample
means.

We referred earlier to the stock
sampling nature of the Inquérito

ao Emprego. It follows that the
construction of the likelihood
function has to account for the
incomplete spells of unemploy-
ment and the over-representa-
tion of long durations implied by
this sampling plan, namely,
observation over a fixed-interval.

In order to study the four distinct ways of exiting
unemployment – full-time employment, part-time
employment, discouragement, and inactivity – we
made the simplest and most conventional assump-
tion of independent competing risks. Although this
assumption does require that innovations (errors)
across exit modes are uncorrelated, it greatly simpli-
fies estimation because each destination-specific
hazard model can be estimated separately, simply
treating exits into other modes as right-censored
spells.

Findings

Results of estimating the piecewise-constant hazards
model are given in Table 1. Recall that the coefficient
estimates show the effect of the regressors in shifting
the baseline hazard up or down. It can be seen that

workers in receipt of UI benefits are 25.2 percent

[viz. (exp-0.291 – 1)] less likely to escape unemploy-

ment than their non-recipient counterparts. Most of

the other determinants of escape rates behave in an

expected manner. For example, older (AGE) and

longer-serving (TENURE) workers and disabled

individuals (DISABILITY) have lower escape

rates/higher jobless duration.Age and tenure may be

expected to lower escape rates by elevating reserva-

tion wages, although the main effect of age is proba-

bly via a reduced arrival rate of job offers an effect

which presumably dominates in the case of disability

as well. The positive effects of greater education

(SCHOOL) and marital status (MARRIED) are

also quite conventional – reflecting an improved

wage offer distribution/better search efficiency and

higher opportunity cost considerations, respectively

– even if the effect of marriage is imprecisely esti-

mated here. Three variables proxy labor market
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Table 1
Estimated Piecewise-Constant Hazards Regression, Aggregate Model

Variable Coefficient Estimate

BENEFITS – 0,291

=1 if received unemployment benefits, 0 otherwise (0,048)

MALE 0,079

=1 if male, 0 otherwise (0.038)

AGE – 0,010

age in years (0,002)

SCHOOL 0,019

years of schooling completed (0,006)

TENURE – 0,011

years of tenure on previous job (0,004)

JOBS 0,012

number of previous jobs (0,003)

WHITE COLLAR – 0,115

=1 if white-collar employee, 0 otherwise (0,057)

MARRIED 0,032

=1 if married, 0 otherwise (0,047)

DISABILITY – 0,487

=1 if disabled, 0 otherwise (0,220)

FIRSTJOB – 0,178

=1 if looking for first job, 0 otherwise (0,062)

LAYOFF – 0,014

=1 if job lost by reason of mass layoff, 0 otherwise (0,066)

ENDFT 0,082

=1 if job lost through termination of a fixed-term
contract, O otherwise

(0,047)

YEAR DUMMIES yes

REGIONAL DUMMIES yes

Log-likelihood – 7465,312

Asymptotic standard errors in parenthesis.
Notes: The pattern of the four year dummies confirmed that flows out of un-
employment are procyclical, while the
four regional dummies are indicative of the strong persistence in Portuguese
regional unemployment differentials
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knowledge/search efficiency: number of past jobs
(JOBS) and job loss by reason of termination of a
fixed-term contract (ENDFT) directly, and recent
labor market entry (FIRSTJOB) inversely.And their
opposing and generally well determined effects
again accord with search-theoretic priors.

Summary results for alternative representations of
UI are considered in columns (2) through (5) in
Table 2, although the regression specification is oth-
erwise unchanged. The entry in the first column
simply carries over the coefficient estimate for
BENEFITS from Table 1. The next column substi-
tutes two measures of UI for this single BENEFITS

measure: regular or full UI benefits (UI PROPER)

on the one hand, and the second-order benefit of
social assistance (ASSISTANCE) on the other. As

noted, each is imputed using information on the
recipient’s tenure on the last job. It can be seen that
access to regular benefits depresses escape rates by
34.5 percent as compared with 26.7 percent in the
case of social assistance. Replacement rates explain
why imputed receipt of regular benefits is stronger in
absolute terms than reported benefit receipt, but
observe that the differential is not large.

In the third column of the table are the results for
TIMEEX, namely, time to benefit exhaustion.
Consistent with search theory, escape rates are
lower, the further away is the (mainstream) benefit
recipient from benefit exhaustion. Specifically,
escape rates decline by 2.6 percent for each remain-
ing month of unemployment benefits. Evidently, this
variable improves our understanding of the effects

Table 2
Summary Results of the Effect of Unemployment Benefits on Transitions Out of  Unemployment, Aggregate Model

Specification

Variable (1) (2) (3) (4) (5)

BENEFITS – 0,291
(0,048)

UI PROPER – 0,423
(0,005)

ASSISTANCE – 0,311
(0,091)

TIMEEX – 0,026
(0,004)

Recipient Elapsed Duration

1–6 months – 0,388
(0,062)

7–12 months – 0,253
(0,088)

13–18 months – 0,272
(0,140)

19 months or more – 0,060
(0,118)

Recipient Time to Exhaustion

1–2 months – 0,034
(0,169)

3–5 months – 0,296
(0,118)

6–11 months – 0,414
(0,073)

12–17 months – 0,479
(0,094)

18–23 months – 0,392
(0,112)

24 months or more – 0,336
(0,160)

Log-likelihood – 7465,3 – 7458,1 – 7460,6 – 7459,5 – 7452,3
Asymptotic standard errors in parenthesis.
Note: The full array of covariates is given in Table 1.



of UI on joblessness since we are not simply con-
trasting the behavior of benefit recipients with non-
recipients but also examining the behavior of recipi-
ents through time.

The last two columns of Table 2 respectively allow
the effect of benefit receipt to vary with elapsed
duration of joblessness and allow for non-linearities
in the effects of the time to exhaustion of benefits
measure. In the former case, introducing time-vary-
ing effects improves the estimate but mainly points
to the persistence of the disincentive effect. In the
case of the modified TIMEEX variable the results
are sharper. If there are just under 18 months of
remaining entitlement, the recipient is 38 percent
less likely than his uninsured counterpart to escape
from unemployment. Twelve months closer to
exhaustion this value falls to 26 percent, and with
just two months to go it is only 3 percent.

We can now report the results of distinguishing
between destination states. Table 3 provides summary
results for the main UI measures as before, namely,
BENEFITS and TIMEEX. The coefficient estimates
given in the table inform us as to how UI affects the
probability of entering any one of four destination
states, namely, full-time employment, part-time work,
discouragement, and inactivity. (Some results for the
other regressors are footnoted below.) Beginning
with BENEFITS, although disincentive effects of UI
are found across all destination states, they are strik-
ing for part-time employment. Benefit recipients are
4.6 times less likely than their non-recipient counter-
parts to enter part-time employment.This result is not
surprising: insured workers have reservation wages
that typically exceed the part-time wage. Disincentive
effects are somewhat strong for inactivity. This result
is also not unexpected: if some insured individuals
plan from the outset to exit the labor force, it makes

sense for them to claim that they are looking for
work, as required by the UI rules, at least up to bene-
fit exhaustion.2

The second row of Table 3 gives results for TIME-

EX, the time to exhaustion of benefits measure. It
provides a very similar description of the role of UI.
Thus, disincentive effects are again observed for all
transitions and the pattern of coefficient estimates
closely tracks that established earlier for BENE-

FITS. But the substitution of TIMEEX for BENE-

FITS yields a modest improvement in the fit of the
model.

Allowing for time-varying effects/non-linearities
results in further improvement. To facilitate exposi-
tion we simply graph the effects and this time just for
our preferred representation of UI, namely, the mod-
ified time to exhaustion of benefits measure. Figure 1
expresses the percentage changes in transition rates
of insured recipients over the relevant entitlement
period, where non-recipients are the benchmark.As is
readily apparent, the effects of UI are strongly nega-
tive throughout but still well differentiated. In the
case of the two most frequent transitions (full-time
employment and inactivity), it is clear that escape
rates increase sizably just prior to the expiration of
benefits; for the other destinations, the disincentive
effects benefits persist up to very end.

The baseline hazard functions for each of the four
destination states are given in Figure 2. As before,
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Benefit recipients
are less likely to

enter part-time
employment

Table 3
Summary Results of the Effect of Unemployment Benefits on Transitions Out of Unemployment by Destination State

Transition to:

Variable Full-time
Employment

Part-time
Employment

Discouragement Inactivity

BENEFITS – 0,130 – 1,533 – 0,324 – 0,511
(0,055) (0,025) (0,143) (0,156)

Log-likelihood – 5905,8 – 1096,3 – 1576,8 – 1628,4
TIMEEX – 0,013 – 0,118 – 0,035 – 0,044

(0,004) (0,118) (0,012) (0,013)

Log-likelihood – 5904 – 1102,7 – 1574,5 – 1627,6
Asymptotic errors in parenthesis.
Note: The full array of covariates is given in Table 1.

2 The effects of the other variables also vary by destination state.
We find that discouragement is a relatively unlikely destination
state for males; that older workers are less likely to move into full-
time employment than their younger counterparts but, unlike
longer-tenured workers, not more prone to be discouraged; that
better educated individuals are more likely to move into full-time
employment and disabled workers more likely to enter part-time
employment; and that those looking for their first job are much less
likely to locate full-time jobs and much more likely to end up dis-
couraged or inactive than other job seekers.
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In the case of full-
time employment
and inactivity,
excape rates rise
sizably just prior to
benefit exhaustion

The baseline hazard
for part-time
employment is 
U-shaped

the specification is for TIMEEX. The results are
interesting. First, transitions into full-time employ-

ment point to a near continuous decline in escape
rates with rising jobless duration.This negative dura-

tion dependence can be pro-
duced by human capital depreci-
ation and stigmatization. To the
extent that the unemployment
pool is increasingly made up of
less employable workers due to
unobserved factors, the phenom-
enon may also be generated by
unobserved individual hetero-
geneity, although there is no
straightforward way of dealing
with this issue.3 Second, the
baseline hazard for part-time
employment is U-shaped. This
configuration is consistent with
there being two distinct types of
transitions: individuals desiring
part-time employment from the
outset manage to locate such
jobs rather rapidly, while others
less enamored of part-time work
reluctantly take it after unsuc-
cessful search for a preferred
full-time job. Third, the baseline
hazard for the destination we
characterize as discouragement,
if anything, shows some modest
upward trajectory. In this sense,
discouraged workers appear to
fit the stereotype. Fourth, the
path taken by transitions into
inactivity is clearly decreasing in
jobless duration. The suggestion
may be that some individuals
optimally seek inactivity. The
suggestion is not rejection of the
notion that inactivity is an end
state realized after all else has
been tried precisely because we
formally take account of dis-
couragement. Had we instead
used a composite inactivity des-
tination state the baseline haz-
ard would have been U-shaped.

Figure 1

Figure 2

3 Accounting for unobserved individual
heterogeneity – stemming from omitted
variables, measurement error, etc. –
would seriously complicate the estima-
tion procedure without offering any
prospect of materially altering our results
for either regression coefficients or the
parameters of the baseline hazard (see
Portugal and Addison, 2003).



In summary, we have found that UI is a disincentive
that operates across all destination states. Further,
UI influences the choice of destination state by slow-
ing the transitions at different rates across destina-
tions. The disincentive effect is strongest for part-
time work followed by inactivity, and discourage-
ment.Accordingly, it is weakest for full-time employ-
ment.

Conclusions

We have analyzed the effects of UI benefits on
escape rates from joblessness/unemployment dura-
tion in Portugal. Portugal is typical of EU countries
in having generous unemployment benefits, particu-
larly with respect to their duration. It is atypical in
having a stricter system of employment protection as
well, which should serve to amplify the effects of UI
on joblessness. Strong disincentive effects of UI were
duly reported.

The novelty of our analysis resides in its use of time-
varying effects of UI in conjunction with a set of four
destination states, namely, full-time employment,
part-time employment, discouragement, and inactiv-
ity/labor force withdrawal. The importance of the
destination state is that it accommodates potentially
different search strategies on the part of unem-
ployed workers. Failure to differentiate between
types of transition out of unemployment may be
expected to compound heterogeneous effects and
impart bias to estimates of the impact of UI on
unemployment duration. Estimates of our reduced
form, competing risks model confirmed that one
cannot assume common regression coefficients
across destination states. The use of an aggregate
approach was demonstrated to compound distinct
effects of the covariates – at times contradictory
influences in the case of certain non-UI regressors.

In investigating the effects of our two main benefit
measures – receipt of benefits and time to exhaus-
tion of benefits – strong and differentiated disincen-
tive effects were observed across all destination
states. (The same was also true for the time-depen-
dent variants of these UI measures.) The disincen-
tive effects were strongest for part-time employment
and smallest in the case of full-time employment.

From the perspective of policy, and given the failure
of longer unemployment duration to translate into
higher subsequent earnings, the inescapable conclu-

sion is that the duration of benefits be shortened –
even if this policy shift has to be accompanied by
increased outlays for other measures such as job
search assistance.We do not make recommendations
in respect of replacement rates for the obvious rea-
son that our data do not provide such information.
However, given the fairly modest difference in disin-
centive effects observed for eligibility for full bene-
fits (IU PROPER) on the one hand and social assis-
tance (ASSISTANCE) on the other, we would spec-
ulate that changes in the rules governing duration
would have much the bigger bang per Euro.

Finally, there is at least a modestly optimistic note on
which to end. As we have seen, huge disincentive
effects of UI were obtained for the destination state
of part-time employment. One obvious policy impli-
cation here is that workers should be allowed to
draw benefits for some period after they make the
transition into part-time jobs. In 1999, the
Portuguese government obliged and revised the
rules of the UI system so as to permit this very
option.
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How does economic
integration affect
the labour markets?

WAGE NORMS IN EUROPE –
A CURSE OR BLESSING?

TORBEN M. ANDERSEN*

The characteristics of European labour markets
are centre stage to many policy issues.

Structural problems causing impediments in the
adjustment process are widely perceived to be a key
reason for persistent unemployment problems in a
number of European countries. Furthermore, the
formation of the European Monetary Union is often
taken to put further demands on the flexibility of
wages to compensate for lack of (national) instru-
ments to deal with country specific shocks. In the
absence of sufficient flexibility it follows that asym-
metries and differences in labour market perfor-
mance across European countries may not only per-
sist but increase. However, labour market structures
and institutions may adapt as a response to the inte-
gration process, and therefore it is necessary to eval-
uate the mechanisms through which labour markets
could be affected by integration before any conclu-
sions on the need for structural labour market
reforms can be made.

The process of wage formation in Europe is affected
by integration through two main mechanisms. First,
the ongoing integration process, in particular of
financial and product markets, implies that produc-
tion and thus employment can be more easily relo-
cated across countries and thus labour markets. This
occurs via changes in market shares and relocation
of production via outsourcing, foreign direct invest-
ment etc.. The effects of product market integration
on labour markets can roughly be summarized as
implying that the elasticity of employment with
respect to wages increases. Accordingly, wage setters
face a steeper trade-off between wages and employ-
ment, and this would in general tend to induce wage
moderation. This may have beneficial effects on the
level of employment, and therefore it is often
hypothesized that product market integration is like
a structural reform making labour markets more
flexible. More sensitivity of employment to relative

wages also means that wage interdependencies
become stronger, that is, the consequences of having
wage developments out of line with that of competi-
tors become more severe.

Second, the common monetary policy implies that an
increased adjustment burden is put on wages to cope
with asymmetric or country specific shocks; not least
in cases where no leverage is left for fiscal policy.
Much focus in the debate has therefore been on the
need to ensure that wage formation is consistent
with the inflation target pursued by the European
Central Bank.

It is therefore quite common to encounter state-
ments to the effect that the key issue is to have wage
developments in Europe be in accordance with the
monetary policy objective of low and stable infla-
tion. This is, however, a very imprecise yardstick by
which to evaluate the importance of labour market
structures. First, to the extent that the monetary pol-
icy objective is pursued rigorously, the issue is not to
make wage development consistent with low and
stable inflation, but rather at what level of unem-
ployment wage formation is consistent with the
inflation target. Second, informal coordination on
wage setting via e.g. strong norm building in wage
setting (like the formula or norm calling for wage
increases to equal inflation plus productivity growth)
may be detrimental to more smoothly working
labour markets, since it reinforces wage interdepen-
dencies in wage setting and therefore leads to large
sensitivity of employment to country-specific or
asymmetric shocks. Such norms may thus be con-
ducive to nominal convergence but come at the cost
of less real convergence.

The development in the level and dispersion (mea-
sured by its standard deviation) of aggregate nominal
wage increases for all EU-countries (except Portugal)
for the period 1971 to 2001 is given in the Figure.

It can be seen that average nominal wage increases
have come down, particularly in the 1990s during the

* Department of Economics, University of Aarhus.



preparation phase up to and after the establishment

of the European Monetary Union. Nominal wage

increases have thus fairly quickly adapted to the low

inflation environment, which may be taken as a sign

that this process quickly established credibility. The

dispersion in wage increases has also been reduced

over this period, partly reflecting the lower average

level of nominal wage increases

Looking at recent developments, there are reasons

for concern. Although wage formation has adapted

fairly smoothly to the new monetary regime in the

sense of more moderate nominal wage increases and

less dispersion in nominal wage increases among

member countries, there is a risk that nominal con-

vergence is achieved at the cost of real divergence.

This is suggested by the fact that the dispersion in

wage increases across European countries does not

seem to reflect that business cycles are asymmetric.

If so, one should expect to find a positive relation-

ship between the dispersion of e.g. GDP growth

rates and the dispersion of nominal wage changes.

However, the correlation between nominal wage

changes and GDP growth is falling, since the corre-

lation was 0.74 over the period 1971–80, 0.62 over

the period 1981–1990 and 0.56 over the period

1991–2002. This suggests that nominal wage changes

to a lesser extent than previously reflect differences

in business cycle developments.

Accordingly, the empirical evidence suggests that

there has been some strengthening of wage interde-

pendencies with some convergence of nominal wage

increases across European countries, but also that

wages to a lesser extent respond to domestic labour

market conditions, that is, the nominal convergence

does not necessarily reflect real convergence.

Wage formation in European
countries remains largely a
national matter. Although there
are theoretical arguments that
the incentive for unions to coop-
erate across borders increases
with further integration, no for-
mal cooperation has been seen.
However, the importance of the
“European” element in wage
formation, that is, the increased
focus on competitiveness follow-
ing from intensified integration,
is visible in all EU labour mar-
kets. In various countries a
“European norm” has played

either an explicit or an implicit role in wage forma-
tion. An interesting example is the Belgian “law on
competitiveness” of 1996 which explicitly linked
wage increases to wage increases of its main com-
petitors (Germany, the Netherlands and France).
This prompted the so-called “Doorn initiative”,
which involves unions in Germany, France, Belgium,
the Netherlands and Luxembourg. The “Doorn ini-
tiative” is not an attempt at establishing transnation-
al wage bargaining, but rather an initiative which,
through exchange of information and peer pressure,
aims at avoiding a process of “competitive” wage
cuts, or competition between different national col-
lective bargaining systems. The initiative has
launched a “wage coordination formula” which
defines the scope for nominal wage increases as the
sum of inflation and productivity growth. The inten-
tion is to have a norm “protecting” the labour share,
and to ensure a level playing field to avoid under-
cutting. In recent years the norm has also been inter-
preted more flexibly to take into account qualitative
aspects like work environment, flexible working
hours, training etc.

Thus more focus has been put on wage norms, and in
some cases there are even explicit recommendations
that wages should be set according to such norms to
protect the “wage share”. The appealing idea underly-
ing this is that there is room for wage increases equal
to the sum of productivity increases and inflation.
While this may sound appealing, there are several
caveats attached to these norms, and widespread adop-
tion of these norms may therefore be problematic.

In the first place, application of the norm is not triv-
ial.What measure of productivity or inflation to use?
Is it observed or expected values which should be
incorporated in the norm? Is it firm-specific, nation-
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al or European-wide measures which should be
applied?

The wage norm tends to have a self-fulfilling proper-
ty for a very basic reason. At any given wage, firms
will tend to adjust the workforce to match the value
of the productivity (marginal product) of labour.
Hence if wages are set at a high level, the ex-post
observed productivity would be high since firms had
to adapt to wages, and therefore the norm would
seem vindicated. The point is, of course, that it is
uninteresting whether the wage norm is met, unless
it is seen relative to the level of employment.

Widespread application of the wage norm will also
strengthen wage interdependencies in Europe in the
sense that wage formation would tend to be more
alike if the same measures of productivity and infla-
tion are applied. In particular the latter is likely to
the extent that the inflation target of the ECB is
credible. This may thus imply that it in some sense
becomes easier to attain the inflation target.
However, it is problematic since it also implies that
wage formation in local or national labour markets
comes to depend less on local conditions and more
on aggregate or currency-wide conditions. This
implies that wages would take less of a burden in
adjusting to asymmetric or country specific shocks
and therefore more of a burden would necessarily
fall on employment and output. Therefore nominal
convergence may come at the cost of increased real
divergence. This is an example of wage formation in
contrast to the usual condition for a currency union
that nominal wages should be more flexible.

There is no such thing as a common wage norm
which can be applied across European countries. To
ensure sufficient adaptability wages have to adjust to
local conditions.



ARE EUROPEAN LABOR

MARKETS AS AWFUL

AS ALL THAT?

RICHARD B. FREEMAN*

“It’s the job market, stupid.”1

Few European institutions have had the bad press
given to the labor market. The standard expla-

nation of why advanced Europe has generated less
work per adult than the United States is that some-
thing is seriously amiss with EU labor markets.
Labor institutions are inflexible. Institutional wage
interventions have reduced incentives. Social bene-
fits are too high. Employment protection legislation
is too strong. Mobility is too low. If only the EU
could magically transform its labor market into ... the
US market, it could do so much better.

Why the EU might be able to mimic the US record of
... three decades of declining real wages for average
workers ... third world levels of inequality ... a jobless
recovery in the early 2000s ... declining provision of
health insurance for workers ... short vacations and
increasing hours worked ... full-time employment by
mothers with children less than one year old ...

Yes, EU labor markets suck compared to the perfect
Invisible Hand market of economic theory. But so,
too, does the US labor market. The EU labor market
fails on the quantity side of the market in the volume
of employment created for those who seek work.
The US labor market fails on the price side of the
market in the pay for those who work and economic
security for those who do not.

Like virtually every other economic institution cre-
ated by humankind, labor markets are imperfect.

Whether labor markets are more or less imperfect

than, say financial markets, with their excessive

volatility of share prices, panics and manias etc; or

than international trade and capital markets, with

their sluggish response of prices to exchange rates,

currency crises, wild flights of private capital, etc is

debatable.

The theme of this piece is simple. Compared to an

ideal competitive market, EU labor markets fall seri-

ously short, but compared to labor markets in the

United States and to other markets in advanced cap-

italist countries, EU labor markets do not live up to

their awful press. EU labor markets can be im-

proved, but so, too, can financial markets, corporate

governance, business regulation, conditions for the

formation of new businesses and bankruptcy laws,

the efficiency of the EU Commission, and the oper-

ation of the EU Central Bank. The variety of labor

market institutions among EU countries, moreover,

reveals a much richer picture of performance and

diversity than the blanket condemnation of inflexi-

bility suggests.

I make my case in four propositions, with supporting

evidence. My comparisons are with the actual labor

market in the United States and with other real

world markets, not with the economists’ dream ideal

competitive markets. I review briefly the evidence

that labor markets in the EU have performed worse

on the quantity side of the market but better on the

price or wage side of the market than the US labor

market, then consider the extent to which differ-

ences in outcomes are attributable to differences in

the performance of labor markets .

Differing labor market outcomes

Until the 1970s, EU countries had lower unem-

ployment rates than the US and similar or higher

hours of work. Productivity growth exceeded that

in the United States as Europe recovered from

World War II. EU countries managed this perfor-

mance with a set of labor and social welfare state

institutions that included significant reliance on
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1 This paraphrases, “it’s the economy, stupid” that Clinton used to
focus his first campaign. The parallel phrase “it’s the stupid econo-
mists” is associated with the Bush administration.
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Differences in labor
utilization rates exist
among younger and
older men and
among women

collective bargaining and ad-
ministrative determination of
labor market outcomes. One of
my European friends used to
say that during this period, he
could never lecture on the
virtue of competitive labor
markets without feeling as if he
was talking theology.

In the past three decades, there
is no theology in arguing the
virtue of competitive labor mar-
kets in generating employment.
The facts are clear. Employ-
ment-population rates in the
United States, with its less regulated and institu-
tionalized labor market, rose compared to employ-
ment-population rates in the EU. The rate of unem-
ployment in the EU has exceeded the rate in the
United States for over a decade, while hours
worked in the EU fell sharply relative to US levels.
The figure below shows the rising divergence in
hours worked per adult in the United States and the
EU from 1970 to the present. In 2002, American
adults averaged 20 percent more hours worked
over the year than Europeans. About half of the
divergence comes in the form of higher employ-
ment-population rates in the United States and
about half in the form of greater hours worked per
employee, with much of that associated with the
smaller vacation time that Americans have com-
pared to Europeans.

Labor utilization differs among demographic groups.

As the table shows, there are no differences between

the EU and United States in employment rates for

men aged 25 to 54. The differences are among

younger and older men and among women. In part,

the difference among younger persons reflects the

greater tendency for US students to work part-time

or over summers compared to European students,

but in part it also reflects the lengthy time it takes to

obtain a first job in the EU. Among older persons,

the difference is associated with early retirement,

which has grown more rapidly in the EU than in the

United States. The sizable difference in employment

rates among women is mirrored by a large difference

in hours worked, as American women, including

those with young children, tend to work full time

compared to European women.

Ronald Schettkat and I have shown that much of the

difference in women working has to do with the dif-

ferential marketization of household work in the

United States and in the EU. US families rely on the

market for the production of many traditional

household activities, such as child care, preparation

of food, and house-cleaning to a greater extent than

Europeans. European women report many more

hours of household work than American men.

German women, in particular, work almost identical

hours to American women, only they do more of

their work in the household (Freeman and Schettkat

2001 and 2004).

Would the EU be better off if it had higher market

employment? If one puts any stock in responses of

not employed persons to questions about job search,

the answer is yes.Would the EU be better off if it had

longer working hours and limited vacations? If one

Employment to Population rates, EU vs US, 2002, by education for
persons aged 25 to 34 and for persons 15 to 24 and 55 to 64

Men Women

EU US Gap EU US Gap

All, aged 15 to 64 72.9 78.0 –5.1 55.7 66.1 –10.7

43.7 57.1 –13.4 37.2 54.3 –17.1

86.7 86.6 0.1 67.3 72.3 –5.0

15 to 24

25 to 54

55 to 64 50.5 66.3 –15.8 31.0 53.2 –22.2

Aged 25 to 64

Less than

2ndary

71.0 69.8 1.2 40.5 47.1 –6.6

2ndary 81.7 82.1 –0.4 66.8 70.6 –3.8

Tertiary 88.3 89.9 –1.6 79.8 79.1 0.7

Source: OECD, Employment Outlook, 2003, tables B, C and D.



puts any stock in the responses of Europeans to
questions about time worked2, the answer is no.

On the price side, the situation looks quite different.
Real wages in the EU have risen for virtually all
workers in the past thirty years while they have stag-
nated or fallen for large numbers of American work-
ers. The particulars of change for the Americans
depends on the survey, the measure of earnings, the
quality of the price deflator used to turn nominal pay
into real earnings and the like, but there is no gain-
saying that employed Americans have not enjoyed
the fruits of economic growth to the extent that
employed Europeans have.

Equally striking, EU labor markets have produced
markedly lower dispersion of pay than the US labor
market. The lower level of dispersion cannot, more-
over, be attributed to the greater variation in skills
among Americans than Europeans. This is most
clearly seen in the 1998 International Adult Literacy
Test (IALS) that the OECD organized across major
OECD countries. The IALS gave adults in the coun-
tries the same exam in their native language.
Americans had a wider dispersion in exam scores
than did Europeans, in part because of a sizable
number of immigrants, many of whom spoke
Spanish rather than English. The surveys in some
countries, including the United States, Sweden, the
Netherlands, and Germany, also gave the earnings of
workers. Consistent with other data sets, these data
show that within narrowly defined skill groups,
Americans have a much wider dispersion of earnings
than the Europeans. Most amazing, however, is the
fact that the dispersion of earnings among Americas
with effectively the same level of measured skill
exceeded the dispersion of earnings among all work-
ers in the European countries.3

Does the lower dispersion of earnings of persons
with similar measured skills in the EU than in the
United States imply that EU labor markets have
excessively narrowed the wage distribution or is it a
sign of a failure of the “law of one price” in the US
labor market? In the United States there are large
differences in the earnings of seemingly similar
workers across firms or establishments. Workers

earn more and gain larger increases in pay in more
profitable firms or sectors. One interpretation of this
is that there are huge differences in unobserved
skills among workers that the US job market
rewards but which EU job markets suppress. The
other interpretation is that the EU job market comes
closer to the competitive ideal of a single price
whereas the US job market fails to reduce the effects
of random luck, economic rents, discrimination, etc.
to the levels of the Invisible Hand ideal. However
one comes down on this (since the issue hinges on
unobserved skills, it is difficult to get a scientific con-
sensus) you can this to the bank: the dispersion of
wages in the EU falls markedly below the dispersion
of wages in the US.

Yes, labor market institutions differ

Anyone who works or employs workers in the EU
and in the United States quickly realizes that there
are great similarities and striking differences in the
way labor market institutions operate in the two set-
tings.The similarities are that the EU and the United
States operate under the rule of law, with substantial
regulations of employers, freedom of association,
and so on. The differences are also substantial.
Union density is higher in the EU, and even more
important, collective bargaining coverage is far high-
er than density in the EU because many EU coun-
tries have mandated extension of collective con-
tracts. Over 75 percent of workers were covered by
collective contracts in EU countries compared to
14 percent in the United States.

Perhaps the greatest indication of the difference
between EU and US markets is that the phrase
“social partner”, which the EU uses to describe the
management and unions who deal regularly on eco-
nomic issues, has no counterpart in the United
States. Mention social partner to Americans and
people think of square dancing in Texas, not business
and labor.There are no regular forums in which busi-
ness and labor meet to discuss national problems.
When the two sides get together, it is more likely to
push for protectionist legislation, as in steel, than to
seek agreement about national problems.

The institutional differences between the United
States and the EU countries can be measured in var-
ious ways. The World Economic Forum’s 2002–2003

Global Competiveness Report asked business per-
sons four questions on labor practices in the US and
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Union density and
collective bargaining

coverage are major
differences in labor
market institutions

2 European Foundation for the Improvement of Living and Work
Conditions, Working Time Preferences in Sixteen European
Countries 2003,
www.eurofound.eu.int/publications/files/EF0207EN.pdf
3 The average standard deviation of log earnings of Americans who
scored within four points of each other was 0.79 compared to a
standard deviation of log earnings of 0.68 for the EU countries. See
Devroye and Freeman (2001), Figure 3.
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Institutional pay 
setting is a major
reason for lower
wage dispersion

EU countries that illustrate the differences. On the
question of whether wages in your country are set by
collective bargaining or were up to individual com-
panies, the United States scored 3rd out of 80 count-
ries in having wages set by companies compared to a
79th score for Germany, 78th for Finland, 76th for
Ireland, with other EU countries save for the UK
also scoring low on company and high on collective
bargaining. On a question about regulation of hiring
and firing, the United States scored 3rd in having
decisions determined by employers compared to
“impeded by regulations”, Germany was 79th,
France 76th and again most other EU countries save
for the UK were rated as high in regulation. There
was somewhat greater variability in responses on
relation of pay and productivity, though again the
United States was rated highly (2nd) compared to
44th for Germany. Thus, in all of these measures the
United States was closer to the free market ideal.
But many EU countries scored higher than the
United States in cooperation in labor management
relations. Here Germany was 20th in terms of coop-
erative, the United States 21st, and Denmark was
3rd, Austria 4th, Sweden 6th. Italy and France rated
very low.

At the workplace, the EU has the Social Charter,
which provides for works councils in which elected
representatives of workers confer with management
over workplace issues. This institution is largely out-
lawed in the United States as a company union. The
EU also has stronger employment protection legisla-
tion than the United States, which gives European
workers greater ownership of their jobs. In the
United States, the employer owns the job to the
extent that the employer can bring in permanent
replacements for striking employees. The one area
where US employment laws are more stringent than
EU laws is in the option for court suits, which has led
some US firms to insist that workers agree to forego
their legal rights to going to court in favor of going
to a company appointed arbitrator.

In short, the EU relies more on institutional wage
setting and employment regulations than does the
United States. Whether these institutions greatly
affect the employment and wage differences noted
above is by no means clear. Cantillon told the story
of the rooster that cries cock-a-doodle-doo every
morning before the sun rises and believes that its
crying rouses the sun. Social partners may meet and
talk and talk and meet but markets place great con-
straints on economic decisions. Much of what social

partners do may be more rooster rhetoric and show
than reality. The link between institutions and out-
comes requires empirical analysis.

So what is the effect of EU labor market 
institutions?

It may seem obvious to critics of EU job markets
that EU labor market institutions are the main cause
of employment problems. The argument has two
parts:

more institutionalized markets –> lower wage
dispersion/higher costs of employment for low-
skilled workers 
wage/cost interventions –> lower employment
rates.

The evidence that EU wage setting institutions are a
major cause of lower wage dispersion seems fairly
strong. Unions invariably seek to reduce wage dif-
ferentials among similarly situated workers (outside
of professional sports and entertainment) and
reduce managerial discretion in pay-setting. Unions
invariably seek to raise the pay of lower paid work-
ers compared to higher paid workers. No one has
come up with an alternative explanation for the
lower dispersion of pay in the EU than in the United
States.

It is less clear that EU institutions raise the cost of
hiring workers relative to the cost in the United
States, though this is certainly plausible. On the one
side, because the United States lacks national health
insurance, employers pay health insurance for per-
manent workers, which creates an incentive to out-
source work or favor additional hours to additional
workers. By contrast, health costs are covered by
national taxes in EU countries. But EU employment
protection legislation increases the cost of hiring
workers by raising the cost of firing. It is more expen-
sive to hire and to fire, with uncertain effects on over-
all employment, though with a definite impact on the
distribution of employment between those initially
holding jobs (the 25 to 54 year old men in the table
above) versus other groups. On net, the effect on
employment may be negative, but neither the eco-
nomic arguments nor the evidence are definitive.

The argument that has not fared well is that lower
wage dispersion/higher costs of employment of low-
skilled workers leads to lower employment rates.



The 1994 OECD Jobs Study made an evidentiary
case that wage interventions and inflexible institu-
tions were at the heart of EU employment problems.
The evidence on which the OECD relied was large-
ly time series or cross country comparisons based on
limited observations and imperfect measures. In
ensuing years the evidence has proven to be non-
robust. Add a few years, change the definition or
model specification modestly and poof! it vanishes in
a cloud of a large standard error.4

If you have strong priors, you can still hold to the
Jobs Study view of the world, but your belief is just
that – a belief based on priors rather than evidence.
American economists, aware that growth of employ-
ment and hours in the United States has been con-
centrated among highly educated workers and
among women workers, whose wages rose relative to
others, have always found it hard to believe that
wage compression at the bottom of the income dis-
tribution lay at the heart of EU jobs problems. The
barely discernible impact that US minimum wages
has had on employment reinforces this suspicion.

When the United States produced relatively more
college graduates per young person than EU coun-
tries, it was plausible to argue that the EU labor mar-
ket was not giving young people enough inentive to
invest in higher education, with adverse effects on
human capital investment. This in turn could have
contributed to the lower employment rate in the EU
due to the historically higher rates of employment
among the more educated. But without US levels of
earnings dispersion and college/high school wage
differentials, EU countries have greatly increased
the proportion of young persons going to university.
Perhaps most important as an indicator of the future,
in 1999 the EU produced more PhDs in science and
engineering that did the United States – for the first
time since before World War II.

If a badly functioning EU labor market is not the
prime cause of the EU-US employment gap, what is?
If I knew for certain I would rush to Frankfurt or
Brussels or Berlin or Paris, or wherever the key deci-
sions are made and shout the answer at officialdom
until they cured matters. My surmise is that a series
of major institutional changes and policy errors –
ranging from the unification of Germany at econom-
ically indefensible wage and currency valuations, to

the currency union without accompanying institu-

tional changes to conservative monetary policy lies

at the heart of the problem. Imagine if the United

States and the EU had traded central bankers and

central banking policies over the past decade or so.

Whose employment record would have looked bet-

ter, at least over the 1990s? 

EU institutions and outcomes can be improved 

The claim that EU labor institutions are not as awful

as many critics of EU-style institutional arrange-

ments make them out to be does not of course mean

that the instititutions and outcomes cannot be

improved. They can. On the one side, policies that

make it easier for women, particularly those with

considerable education, to work full- time will go a

long way to increasing the EU employment rate for

a group with a very large gap compared to the

United States. These policies may include greater

social support of child care, stronger equal opportu-

nity laws, changes in school leaving hours, as well as

changes in taxes, and in immigration laws. Given its

aging population and the improved health of the

elderly, Europe needs to change pension policies and

to consider new policies on immigration. Perhaps

more EU countries should adopt policies to encour-

age more child-bearing, as some countries such as

France and Sweden have done. Experiments with

unemployment insurance countries suggest that

greater pressure/assistance to the unemployed to

find jobs can reduce the length of time people spend

unemployed. The Nordic policy of tying social bene-

fits to work has clear advantages over forms of social

welfare that make non-work more attractive.

There is one area in which the EU job market per-

forms so differently than the US job market as to

seem from another world. Americans think nothing

of moving from Atlanta to San Francisco, or from St.

Louis to Boston for a job. Despite the absence of any

institutional rigidities, Europeans tend to cluster in

their own countries, in some cases in their native

cities, for work. Greater geographic mobility would

ease European employment problems, particularly

among countries with the common currency.

Politicians who lose jobs in London, Paris, Berlin,

seem to find full employment by migrating to

Brussels. Workers could surely reduce spells of

unemployment if they showed similar mobility. But

low mobility cannot be readily blamed on labor insti-
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There is no good
evidence that wage

interventions and
inflexible institutions

cause the EU em-
ployment problems

4 Howell (2004) provides the most recent evidence, but the OECD
Employment Outlooks in ensuing years told a more complex story
than the Jobs Study as well.
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tutions, which have become increasingly friendly to
migration within the EU.
In sum, EU labor markets are imperfect institutions.
They are imperfect in different ways than US labor
markets and are imperfect in different ways than
other economic institutions. But they are not the
monster at the end of the book, the villain in the
movie, the prime cause of EU employment prob-
lems. Not as awful as all that.
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SAVINGS IN GERMANY AND

THE UNITED STATES

HUBERTUS BARDT AND

MICHAEL GROEMLING*

Not only did private households in the United States.
save less than German households in the 1990s, their
savings rate also decreased faster. If, however, public
and business savings are taken into account, the dif-
ference between both countries’ savings rates seems
less significant. Furthermore, the US overall savings
rate rose for several years while Germany’s declined
constantly. Interest rate developments are partly
responsible for the diminishing propensity to save of
private households in both countries.A better labour
market performance, higher and rising wealth, and
success in balancing the public budget weakened the
savings efforts in the United States. A rising old-age
dependency ratio in Germany reduced the savings of
private households. Since the United States are high-
ly attractive for international investors, investment
there was financed more easily by foreign capital.

While the United States have been very successful in
increasing economic growth, fighting unemployment
and reducing public deficits during the 1990s,
Germany still has to solve fundamental problems
regarding all these indicators. At the same time, a
brief comparison of both economies shows signifi-
cantly lower savings in America. Macroeconomic
theory offers two perspectives on the impact of sav-
ings on economic growth:

• According to Keynesian theory, current savings
slow down economic growth. Savings are equated
to a lack of consumption and therefore a trouble-
some lack of demand.

• For neo-classical economists, savings are funda-
mental to investment. Higher investment boosts
growth – in the short run as a part of total
demand, in the long term by raising the stock of
capital. The new growth theory stresses technical
progress initiated by savings.

This survey first focuses on savings and consumption
of private households as well as on business invest-
ment in Germany and the United States between
1991 and 2002.This will be followed by an analysis of

differences in measurement methods and a discus-
sion of potential explanations for differences in both
countries’ savings behaviour.

Savings, consumption and investment

Most studies on savings behaviour focus on the sav-
ings of private households. The savings rate of pri-
vate households – nominal savings as a percentage
of nominal personal disposable income – was sig-
nificantly higher in Germany between 1991 and
2002 than in the United States (Figure 1a). The dif-
ference between both countries’ savings rates was
4.7 percentage points in 1991, rose to 7.8 percentage
points in 2001 before slightly declining to 6.7 points
in 2002.

This difference in levels has to be separated from the
diverging development over the period analysed. In
Germany, the savings rate was quite stable.
Influenced by the tax cuts in 1986, 1988 and 1990 it
reached 13 percent at the beginning of the 1990s
(Deutsche Bundesbank, 1999) before declining to
9.8 percent in 1999 and 2000. An increase in the sav-
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Figure 1

* Institut der deutschen Wirtschaft, Köln.
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ings rate to 10.4 percent in 2002 could be observed
recently. The situation in the United States was com-
pletely different. The savings rate dropped much
faster from an already lower level of 8.3 percent in
1991 to its minimum of only 2.3 percent in 2001. A
slight recovery took place in 2002, when savings
reached 3.7 percent of nominal personal disposable
income. As a first result, savings by private house-
holds in the United States were lower than those in
Germany and there was a stronger reduction of pri-
vate savings in the United States in the 1990s.

From a Keynesian point of view, the different devel-
opments in both countries’ private consumption are
the expected counterpart of their declining savings
(Figure 1b). Nominal consumption expanded much
faster between 1991 and 2002 in the United States
(84 percent) than in Germany (46 percent). Higher
nominal savings in Germany seem to go along with
less dynamic nominal consumption compared with
the United States. A comparison in real terms shows
a huge gap as well: While real consumption rose by
47 percent in America, the increase turned out to be
only one third of this in Germany.

According to neoclassical theory, the sharper decline
of private savings in the United States should have
led to a corresponding low level of capital formation.
However, empirical findings show a different picture
for the period 1991/2002 (Figure 1c):

• Nominal net investment in the United States rose
by almost 90 percent, although the year 2000 was
a turning point. While private investment was fos-
tered by rising stock prices during the New
Economy era, the fall of stock prices since spring
2000 and the fading information technology
boom led to reduced investment.

• In the United States, the decline of nominal fixed
capital formation since 2000 (by 37 percent) hap-
pened to be less severe than in Germany (by
49 percent). In Germany, investment more or less
stagnated from the early 1990s until 2000. After
its sharp fall in 2001 and 2002, nominal net invest-
ment in fixed capital was not more than half of its
1991 level.

The focus of this analysis is on nominal net invest-
ment. There are two reasons for this perspective.
First: Saving rates are calculated in nominal terms.
Second: Net savings are by definition savings less
depreciation. To guarantee comparable results, it
is necessary to consider net investment (gross

investment less depreciation). By the way, the
development of real gross capital formation shows
similar results: While it increased by almost 80
percent in the United States between 1991 and
2002, it stagnated in Germany. The decline of real
investment since 2002 has been sharper in
Germany (by 11.6 percent) than in the United
States (by 4.4 percent).

A positive nexus between capital formation and
the savings of private households cannot be
deduced from these empirical findings. Rising
investment is combined with lower and shrinking
savings rates in the United States, while Germany
had to face a sharp drop in net investment despite
higher and less declining savings efforts. Obviously,
high savings of private households do not seem to
be a prerequisite for higher investment. Never-
theless, this does neither prove the irrelevance of
the neoclassical view on savings and investment
nor does it validate the Keynesian connection of
savings and consumption. However, two questions
emerge:

1. What kinds of methodical empirical problems
may be overlooked in a comparison of German
and US savings rates? 

2. Which macroeconomic determinants can explain
the different savings behaviour in Germany and
the United States?

Savings rates – a variety of definitions

As a result of various differences in national data,
international comparisons are difficult. Data on sav-
ings used in this survey are taken from the OECD
national accounts. The table gives an overview over
commonly used definitions of savings rates. It is
remarkable how big the differences are between the
various rates for the year 2002. These differences
result from gross and net values, different base val-
ues and different sectors.

Net savings rates are commonly used in Germany
while some other countries prefer gross values.
Unfortunately, the OECD mixes savings rates based
on net and gross values in an important overview
table (OECD, 2003a). The difference between the
two concepts is depreciation. Gross savings contain
net savings and depreciation and therefore have a
systematically higher value than net savings.. We will
focus on net savings, because funds that must be



spent for imputed capital consumption during the
current production process cannot be interpreted as
savings in the conventional sense. Furthermore, the
base chosen to calculate the rates is important as
well. Macroeconomic savings of all sectors can be
related to GDP (OECD, 2003a) or to the disposable
income of all sectors which is on a significantly lower
level. This explains a discrepancy of 4 percentage
points in the case of Germany in 2002.

An enormous difference exists between gross and
net savings rates of all sectors related to the dispos-
able income of the whole economy.The gross savings
rate amounted to 16.6 percent in the United States
and to 24.5 percent in Germany in 2002. At the same
time, the net savings rate was only 1.9 percent in the
United States and 6.4 percent in Germany. The main
reason is the diverging dynamics of capital consump-
tion (depreciation). Besides different methods of
calculating capital consumption, growing net invest-
ment and a rising capital stock result in higher
depreciation in the United States.

Sectoral savings

To analyse the sources of the divergence in the sav-
ings behaviour between Germany and the United
States it is helpful to consider savings rates of the
various sectors of an economy – private households,
business and the government. This shows the distrib-
ution of the macroeconomic net savings among these
sectors.

A look at the German and US sectoral savings rates
and the resulting macroeconomic net savings rate
over the period 1991/2002 shows significant differ-
ences in level, already documented in Table 1, but

also differing sectoral profiles during that period.
The dominance of consumer savings in Germany is
striking. Savings of private households ranged
between 7.6 and 10 percent from 1991 until 2002 and
represented the bulk of macroeconomic savings,
although a moderate downward trend can be noticed
(Figure 2). As savings are related to disposable
income of all sectors and not to disposable income of
households only, the savings rates of private house-
holds in Figure 2 differ from those in Figure 1.

The savings rate of the business sector turns out to
be less stable than that of the private households.
Between 1991 and 2002, it ranged from – 0.6 to
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Gross and net savings ratios 2002
– in percent –

Gross/net Sector Base Germany USA
gross savings ratio all sectors gross domestic product 20.5 14.5

gross savings ratio all sectors disposable income1) 24.5 16.6

net savings ratio all sectors disposable income1) 6.4 1.9

net savings ratio government disposable income1) –2.9 –2.5

net savings ratio business enterprises disposable income1) 1.2 1.5

net savings ratio private households disposable income1) 8.2 3.0

net savings ratio private households disposable income2) 10.4 3.7

Gross savings = net savings + depreciation. 1) Disposable income of all sectors. 2) Personal disposable income.

Source: OECD, 2003c; Institut der Deutschen Wirtschaft Köln.

Figure 2
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2.2 percent of all sectors’ disposable income. Current
business savings equal the undistributed profits of
incorporated firms, not withdrawn profits of unin-
corporated firms and net current transfers. One
reason for the dominance of private households in
macroeconomic savings is the development of
government savings, which mostly offset corporate
savings throughout the period. Government savings
equal the disposable income less consumption
expenditures of the public sector. In the best case,
government reduced the macroeconomic savings
rate by 0.2 percentage points only.

The situation is fundamentally different in the
United States (Figure 2). Over time, the macroeco-
nomic savings rate is lower than in Germany but the
composition of savings is quite different. Private
households did not stabilise total savings as they did
in Germany. In fact, their savings rate declined from
7.1 percent in 1991 to a minimum of 1.9 percent in
2001 before increasing again to 3.0 percent in 2002.
In contrast, business savings grew remarkably more
than in Germany.With savings rates between 1.2 and
3.4 percent there was no single year over the busi-
ness cycle in which business dissaved in contrast to
Germany in 2000 and in 2001.

This development was dominated by heavily fluctu-
ating government savings which determined overall
macroeconomic savings in the United States. Public
saving turned from a negative 5.3 percent in 1992 to
positive savings rates at the end of the 1990s, peaking
at 2.9 percent in 2000. Rising government spending,
large tax cuts and the economic slowdown following
the New Economy boom led to a drop of the public
savings ratio to a negative 2.5 percent in 2002.

A comparison of German and
US savings rates on the macro-
economic level provides a sharp-
er picture than an analysis on
the basis of private households
alone. However, both perspec-
tives show smaller saving efforts
in the United States than in
Germany. The difference in the
levels of the net savings rate of
all sectors between Germany
and the United States averages
2.7 percentage points from 1992
to 2002. Savings rates of private
households as a percentage of
personal disposable income dif-
fer by 6 percentage points. The

macroeconomic savings rate in Germany declined
slowly but constantly. In the United States, the over-
all savings rate increased until the end of the 1990s,
but tumbled sharply in 2001 and 2002.

Determinants of savings behaviour

Differences in level, development and composition
of the German and US savings rates should be
explained by various determinants of savings behav-
iour. Therefore, six categories will be examined to
find some of the reasons for the specific savings
efforts in both countries.

Interest rates

Inflation adjusted interest rates are relevant for
intertemporal consumption decisions. High real
interest rates raise the price of present consumption
and foster savings. Furthermore, interest rates have
an impact on capital income and therefore on the
ability to save. A number of studies covering several
(Hussain/Brookins, 2001) or single countries such as
Germany (Deutsche Bundesbank, 1996; 1999) or the
United States (Kauffmann, 1988; Sherman, 1999;
Milleker, 2002) confirm a connection between inter-
est rate developments and savings behaviour:

• In the second half of the 1990s, the level of Ger-
man real interest rates was slightly higher than in
the early 1990s, which were characterised by
major fluctuations. But a look at the average
hides that real interest rates declined from 5 per-
cent in 1995 to less than 3 percent in 2001.
Between 1995 and 2000, US interest rates were on

Figure 3



average 0.4 percentage points
lower than during the five
preceding years. In both
countries, savings of private
households followed the
development of real interest
rates. Diminishing inflation
and rising real interest rates
in the last few years also coin-
cide with growing savings
rates of private households.

• But the constantly growing
gap between German and US
savings rates of private
households cannot be ex-
plained by a permanently
growing interest rate differ-
ential (Figure 3). Between 1995 and 2002, average
interest rates after adjustment for inflation were
only 0.1 percentage point higher in Germany than
in the the United States.

Growth and unemployment

The economic situation may also affect savings
behaviour (Ohmayer, 1997). While some economists
postulate a positive correlation between income
growth and savings, others predict higher savings of
private households in times of high unemployment.
Although the growing number of unemployed may
save less than before, the larger group of the
employed may increase their savings efforts to have
a nest egg in case of unemployment:

• Economic growth in the United States was sub-
stantially higher than in Germany – on average by
about 2 percentage points in the period
1992/2000. The shrinking differential between the
macroeconomic savings rates – it was only
0.2 percentage points in 1999 – reflects the deteri-
orating relative growth position of Germany.

• Unemployment dynamics are one of the most
striking differences between the two economies
(Figure 4). The United States managed to create
new jobs and to halve the unemployment rate to
a minimum of 4 percent in 2002, while Germany
had to face an increase of its unemployment rate
to 9.7 percent in 1997 before it slightly decreased
to 7.8 percent in 2001. However, cyclical weakness
of economic activity since 2001 has led to a signif-
icant increase in US unemployment.

Lower and decreasing savings efforts of private
households in the United States can be explained by

the lower risk of losing one’s job and income due to

a more favourable development of the labour mark-

et. Additionally, more flexible labour markets pro-

vide better chances of finding a new job in the

United States, which leads to diminished savings

efforts as well.

Wealth

An increase in assets can have two causes: Savings

out of current income build up wealth, and rising

prices of existing assets (e.g. property, stocks) result

in a higher value of assets. In the latter case, it can be

possible to achieve a certain wealth level without

saving more out of current income. Therefore, a

higher share of current income could be used for

consumption which is equivalent to a decreasing sav-

ings rate. A boost to wealth caused by sustainable

asset price increases can be interpreted as a substi-

tute for savings out of current income (Davis/

Palumbo, 2001; Sherman, 1999).

Capital gains are neither calculated as income or

savings in the German nor the US national accounts

(Deutsche Bundesbank, 1999; Perozek/Reinsdorf,

2002). In periods of rising capital gains, national

accounts calculations come to lower figures for

income and savings than if capital gains were consid-

ered (Peach/Steindel, 2000; Milleker, 2002). Accord-

ing to OECD data (OECD, 2003b), stock prices rose

much faster in the United States (212 percent)

between 1991 and 2000 than in Germany (196 per-

cent). However, from 1995 to 2000, German stocks

gained about 160 percent while US stocks lagged

behind with an increase of 121 percent. But the

decline after the peak in 2000 was stronger in
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Germany: by 42 percent compared to 18 percent in

the United States.

From 1991 to 2002, total financial assets of private

households – bank deposits, insurance contracts,

securities and company pension reserves less liabil-

ities – rose by 77.5 percent in Germany to q2,195

billion or 159 percent of the annual disposable

income of private households. Asset growth was

slightly weaker in the United States (73 percent).

Despite the massive reduction since its peak in

1999, the wealth ratio (net financial assets in per-

cent of disposable income) was still significantly

higher in the United States (276 percent) than in

Germany (Figure 5). Although the stock markets

were more stable in the United States, the higher

commitment to stocks and strongly rising liabilities

led to a pronounced reduction of net financial

assets there.

Summing up, different levels of German and US

wealth ratios can be part of an explanation of the dif-

ferent levels of savings rates. Higher wealth ratios

are supposed to reduce savings rates (Milleker,

2002). The relatively strong increase in the US

wealth ratio between 1995 and 1999 corresponds to a

marked decrease of the savings ratio of private

households. Both countries have faced a shrinking

wealth ratio since 1999 combined with rising savings

rates.

Government

The fundamental influence of government savings

on the macroeconomic savings ratio was already

shown (Figure 1). Between 1991 and 2002, the aver-

age public deficit in the United
States was only 0.2 percentage
points lower than in Germany.
But a closer look at the public
deficits shows a more significant
difference. Although the US
deficit has grown rapidly recent-
ly, a more successful balancing of
the government budget was
achieved during the 1990s com-
pared with Germany’s weak
consolidation efforts. Moreover,
in the years from 1998 to 2000
the United States realised a bud-
get surplus. This happened only
once in Germany: One-time
receipts of the G3-auctions led

to the reduction of the total public debt in 2000. As
higher deficits today may mean higher taxes tomor-
row, private households build up reserves for these
expected payments (Hussain/Brookins, 2001).
Accordingly, the more comfortable state of public
budgets in the United States made a reduction of
savings efforts plausible.

The conditions for economic activity are very differ-
ent in the United States and Germany (Kauffmann,
1988). The lower US tax burden allows a freer dispo-
sition of personal income and provides better oppor-
tunities for higher savings. Nevertheless, private sav-
ings in the United States were on a much lower level
than in Germany. Yet, changes of the savings rate
between 1991 and 2000 show the expected connec-
tion. The faster increase of the tax burden in the
United States (2.8 percentage points) relative to
Germany (1.1 percentage points) reflects a corre-
sponding decrease of the differential in the savings
rates of private households.

Demography

According to the life-cycle hypothesis of savings, the
creation of financial reserves is expected to take
place during one’s working life. These reserves can
be used for consumptive purposes in old age. This
combination of saving and dissaving should stabilise
personal consumption over the expected lifetime
(Doshi, 1994). Therefore, an ageing society is sup-
posed to accumulate more reserves in order to
finance a longer period of retirement.

One demographic feature that may partly explain
differences in savings between Germany and the
United States is the financial burden on employees

Figure 5



caused by a growing proportion of older people.
Between 1991 and 2002, the total population grew by
3.0 percent in Germany and by 13.5 percent in the
United States. In Germany, the population of work-
ing age (15 to 64 years) rose by 1.1 percent only, the
number of people above 64 years of age grew by
19.0 percent. In the United States, the fraction of
people between 15 and 64 years of age rose by
15.1 percent while the number of people older than
64 years increased by 11.8 percent only. America is
much less affected by the ageing of its population
than Germany.

An analysis of both countries’ old age dependency
ratios comes to the same results. From 1991 to 2002
the population above 64 years of age as a percentage
of the population between 15 and 64 increased from
21.8 percent to 25.6 percent in Germany. In the
United States, this ratio even shrank from 19.1 per-
cent to 18.6 percent. The difference between the two
countries’ old age dependency ratios almost tripled
from 2.6 to 7.1 percentage points, paralleling the dif-
ference between the corresponding savings rates of
private households (Figure 6).

According to the life-cycle concept, a growing share
of older people should have led to a reduced sav-
ings rate. A stronger decline of private savings
would have been expected in faster ageing
Germany (Deutsche Bundesbank, 1999). Ins-
titutional factors seem to be a decisive explanation
of the differences between the two countries. As a
result of the great weight of the statutory pay-as-
you-go pension system in Germany, the liquidation
of private reserves is less important in one’s old age.
Therefore, the ageing population had a smaller neg-

ative influence on the total sav-
ings of private households.

International capital flows

In an open economy, the volume
of investment and savings during
a certain time period need not be
equal. International capital flows
can settle the balance. If the for-
eign exchange account is bal-
anced, a capital account surplus
corresponds to a savings gap.
Insufficient domestic savings can-
not finance all of domestic invest-
ment. In other words: The option
to use internationally mobile cap-

ital for domestic investment can have a negative effect
on domestic savings efforts (Hussain/Brookins, 2001).

The experience of the United States in the 1990s
does not contradict the results of Feldstein and
Horioka (1980).According to them, a significant cor-
relation between domestic savings and investment
existed in the past. In fact, the savings rate of private
households declined, which ran counter to the
investment boom during that time (see Figure 1).
Nevertheless, Figure 2 showed an increase in macro-
economic savings for several years. Furthermore, the
United States realised a powerful capital account
surplus. Capital imports exceeded capital exports by
far, making it possible to finance the investment
boom despite the shrinking savings rate of the pri-
vate households. High growth rates and good domes-
tic business conditions made the United States an
attractive location for international investors. On the
other hand, despite high German savings rates,
investment in Germany remained static because of
unsolved structural problems.

In the course of weak world-wide economic growth in
recent years, the focus turned back on possible risks
of the huge US capital account surplus.A reduction of
the corresponding large current account deficit may
well trigger declining investment as long as the sav-
ings rate stays low. Surveys of the last four decades
have come to the result that US capital and current
accounts have always been balanced by an adjust-
ment of investment (Olivei, 2000). In this case, the low
savings rate limits long-term investment possibilities
and therefore potential growth. In Germany, high sav-
ings rates should permit a strong increase of domestic
investment, if the general business framework can be
improved by fundamental reforms.
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OECD: DESPITE JOB

GROWTH, MOST LABOUR

MARKETS REMAINED SLACK

From 1979 to 2002 average employment in twelve
OECD countries examined rose by 23 percent,
which means that  a considerable number of addi-
tional jobs were created during this period. Job
growth varied greatly from country to country, how-
ever, being highest in the United States and the
Netherlands and lowest in Finland, Sweden and
western Germany.

Looking only at the rise in the number of people
employed is not the entire story, however. How much
additional work was done? Reductions in weekly
working hours or an increase in part-time employment

may offset some of the increase in the number of peo-
ple employed. By multiplying the latter by the number
of hours worked yields the total number of hours
worked in the economy. Even taking into considera-
tion that, with the exception of Sweden, average annu-
al working hours declined, the twelve countries
showed an increase in the total number of hours
worked. Between 1979 and 2002, this number
increased by 14 percent on the average of the twelve
countries observed. This is a remarkable performance,
especially of the United States and the Netherlands
that again came out on top (see Figure 1).

The increase in the number of people employed and
in the number of man-hours worked does not in itself
indicate whether there is an associated improvement
in the employment situation as the working-age pop-
ulation increases. In order to take population growth
into account, the total number of hours worked must

be divided by the working-age
population or – better - by the
potential number of working
hours that the population could
work if it worked full out. This
entails calculating the “utilisation
rate” of the factor labour.

As a rule, the potential number
of working hours is assumed to
amount to 2.080 hours per year.
The calculations yield the result
that, as the working-age popula-
tion grew, the per capita hours
worked rose little on the average
of the countries examined. As
Figure 2 shows, a marked
increase in the utilisation rate of
the factor labour occurred only in
the United States and the
Netherlands, while Spain experi-
enced just a small increase. The
other countries registered a
decline, however, that was most
pronounced in Japan, France and
western Germany. Countries
whose institutional regulations
and economic policies are
designed to boost employment
did well, whereas those, which
failed to introduce labour market
reforms, suffered considerable
slack in their labour markets.

W.O.
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YOUTH UNEMPLOYMENT

IN THE OECD: IMMENSE

VARIATION

In most OECD countries, the youth unemployment
rate has remained twice or more the adult rate,
despite the fact that the share of young people in the
total OECD population of working age fell by a
quarter between the 1970s and 2002, and in some
countries large and further falls are projected over
the next two decades. Peak years for the youth pop-
ulation (15 to 24 years) relative to the prime age
population (25 to 54 years old) occurred in the 1960s
for Japan, the Czech Republic, Denmark, Finland,
the Netherlands and Sweden, in the 1970s for the
United States, Mexico, Turkey, France and many
smaller countries and in the 1980s for Austria, Ger-
many, Greece, Italy, Spain and the United Kingdom.
Falls since the peak have exceeded 40% in Canada,
Japan, Korea and a few European countries.

There are various summary indicators for the scale
of youth labour market problems besides the con-
ventional measure shown in the table below. The fig-
ure above shows that conventionally measured
youth unemployment rates, very high in some coun-
tries, can become much lower when youth unem-
ployment is expressed as a percentage of the youth

population. Furthermore, in some countries there
are large overlaps between participation in educa-
tion and the labour market – for example, in some
countries many unemployed youths are also stu-
dents. When attention is restricted to non-students,

the unemployment rate is in-
creased in some countries (e.g.
France and Germany) and low-
ered in others (e.g. Netherlands
and Norway). Youth unemploy-
ment rates also increase sharply
when non-employment (i.e.
labour force inactivity as well as
unemployment) is used as an
indicator. Finally, when the focus
is only on males, because female
labour force inactivity does not
necessarily indicate labour mar-
ket distress, youth unemploy-
ment/population ratios are high-
er, but non-employment/popula-
tion ratios are lower.

H.C.S.

Youth vs. prime age unemployment

 1983 1990 2002

 15–24 25–54 15–24 25–54 15–24 25–54

Belgium 23.9 9.5 14.5 6.5 15.7 6.2

Canada 19.7 9.8 12.4 7.3 13.7 6.6

Denmark 18.9 8.0 11.5 7.9 7.1 3.7

Finland 10.5 4.3 8.9 2.1 20.7 7.3

France 19.7 5.7 19.1 8.0 20.7 9.2

Germany 11.0 6.9 4.6 4.7 9.7 8.2

Greece 23.1 6.1 23.3 5.1 25.7 8.6

Ireland 20.1 12.5 17.6 12.4 7.7 3.7

Italy 28.9 4.4 28.9 6.6 26.3 7.5

Japan 4.5 2.2 4.3 1.6 10.0 4.9

Netherlands 21.1 9.8 11.1 6.7 5.9 2.6

Norway 8.9 2.7 11.8 4.2 11.5 11.5

Portugal 17.9 5.2 10.4 3.7 11.5 4.5

Spain 37.6 11.5 30.1 13.1 22.2 10.2

Sweden 8.0 2.4 4.5 1.3 12.8 4.2

United Kingdom 19.7 9.5 10.1 5.8 11.0 4.1

United States 17.2 8.0 11.2 4.6 12.0 4.8

Sources: OECD Employment Outlook 1997 and 2003.



GERMAN WOMEN

EARN 30 PERCENT

LESS THAN MEN

According to the German Statis-
tical Office, female full-time
salaried employees in manufac-
turing, commerce, the banking
and insurance industry earned
an average of r2,602 per month
in 2003. This corresponded, as in
2002, to about 30 percent less
than their male colleagues. Full-
time female wage earners in the
non-farming sector achieved
average monthly gross pay of r1,885 or 26 percent
less than male workers (r2,549).

In eastern Germany, the earnings differential
between men and women was markedly smaller than
in western Germany. Salaried women earned 23 per-
cent less and wage earners 22 percent less than their
male colleagues.

In large part, the earnings differential is due to dif-
ferent activities – in terms of their placement in per-
formance groups. The highest salaries are earned in
performance group I which comprises the manage-
ment employees. It includes four times as many men
as women (8.0 percent vs. 2.0 percent). In perfor-
mance group II, which requires responsible activities
and special experience, men also dominate. In 2003,
group II contained 40 percent of the male salary
earners compared to only 15 percent of the women.
There are still considerable gender specific earnings
differentials within both performance groups.
Women earned 24 percent less in performance
group I and 17 percent less in performance group II.

More than half of the women and 45 percent of the
men are assigned to performance group III. Women
dominate even more in groups IV and V. They more
frequently hold jobs with lower qualifications.

Salaries may also be compared by job classification
rather than performance group. Some jobs may be
called typical women’s jobs. Thus, in office jobs, the
share of women is around 60 percent. In sales, about
60 percent of sales personnel and 80 percent of
cashiers are women. In most of these jobs women as
well as men earned below average salaries.

The highest paid jobs were those of director and
branch manager. Here, too, the women earned
32 percent less than the men. Women earned the
highest salaries as business consultants and organiz-
ers; again, their salaries were 18 percent lower than
those of their male counterparts.

As a rule, for the five occupations most favoured by
men and women, the differences in wages between
male and female workers are less pronounced than
those of salary earners. Gender specific earnings dif-
ferentials are normally also a bit smaller.

H.C.S.
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WES

WORLD ECONOMIC CLIMATE

CLOSE TO PREVIOUS PEAK

In the January 2004 survey the World Economic
Climate continued on the upward trend that had
started in 2003 (see Figure 1). After the third
improvement in succession, the overall climate
indicator stood at 111.0 (1995=100), way above its
long-term average (1990 – 2003: 92.97) and is now
approaching its all-time high reached in early 2000
(117.2 in January and April 2000). The improve-
ment resulted once again from both more favoura-
ble assessments of the current economic situation
and highly positive expectations for the coming six
months.

World economy: Expectations of a pronounced
upswing 

The continued improvement of the overall climate
indicator (see Figure 1) is based mainly on econo-
mic expectations for the coming six months. At 7.3
on the WES grading scale from 1 to 9, they reached
the highest level since 1985, pointing to a pronounc-
ed upswing of the world economy. The assessments
of the present economic situation also improved,
surpassing the “satisfactory” level. Although the cli-
mate indicator is approaching
the peak reached in 2000,
appraisals of the current state
of the economy are signifi-
cantly less positive than at that
time. Nevertheless, the climate
indicator points to an econo-
mic upswing in all surveyed
regions of the world. In most
countries, the recovery of
investment is expected to be
more pronounced than that of
private consumption.

United States: North America: Growth will 
continue

According to the WES experts polled, the US eco-
nomy showed a strong performance in January. The
high assessment of consumption and capital expen-
ditures at present and during the next six months
bodes well for a continuation of lively economic
activity, at least in the first half of the year. Output is
still below potential, however, while domestic spen-
ding and borrowing are well above the levels sustain-
able in the longer term. Exports are expected to
grow faster than imports in the coming six months.
Given the huge gap between the levels of exports
and imports, this will only have a limited impact on
the reduction of the merchandise trade deficit. The
expected continuation of dollar depreciation will
help to shrink the deficit.

European Union: Optimistic expectations

According to the panel of experts, there is increasing
confidence in an economic recovery of the European
Union (see Figure 3).Though the current state of the
economy is not yet seen to be satisfactory, the panel’s
assessments have been on an upward trend since
July 2003. An improvement of the current economic
situation was reported from all EU countries, except

* The survey is jointly conducted by the
Ifo Institute and the Paris-based
International Chamber of Commerce
(ICC).

WORLD ECONOMIC SURVEY* 
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Denmark, where it remained unchanged at a highly
satisfactory level, and Portugal, where assessments
deteriorated even more from an already unsatisfac-
tory level. Economic expectations have been upgra-
ded significantly in all EU countries and are the
most optimistic among all WES regions. Investment
and consumption growth are expected to support the
economic recovery during the year. In the United

Kingdom, growth of private consumption – after
strong performance in the recent past – is expected
to slow down somewhat in the course of the next six
months. Owing to the region’s economic recovery,
imports are expected to rise faster again. As exports
should recover as well, the trade balance will remain
mostly unchanged in all countries of the region,
except in Greece and the United Kingdom, where
WES experts expect an increasing trade deficit.

In the euro area, Austria, Belgium, Finland, Greece,

Ireland and Spain appear to be faring significantly
better economically than the other countries, in par-
ticular France, Germany, Italy, the Netherlands and
Portugal, where the present economic situation is
still assessed to be below the satisfactory level.

Eastern Europe: Stabilizing markets

Since the beginning of 2000, the economies of
Eastern Europe have been on a stabilizing course
(see Figure 2). Economic sentiments in the region
were almost untouched by the world-wide economic
slowdown of recent years and demonstrated remark-
able robustness against external shocks. Never-
theless, diverging economic trends were observed in
the Eastern European countries polled by WES.

On average, assessments of the present economic
situation in the ten EU accession countries – Czech

Republic, Cyprus, Estonia, Hungary, Latvia, Lithua-

nia, Poland, Slovenia and Slovakia – were above the
satisfactory level in January. Forecasts for the
coming six months point to further economic impro-
vement in all new EU member states, except for
Hungary, where the present economic situation was
also rated to be below the satisfactory level. The
Baltic States (Estonia, Latvia and Lithuania)

remained the strongest economies of the region,
according to WES participants. However, since 2000
Slovakia, too, has been steadily moving toward a
high level of assessments. In all ten countries, experts
expect marked increases in business investment
during the first half of 2004.

In the other Eastern European countries, economic
trends observed in January differ widely. In Bosnia

Herzegovina and Serbia-Montenegro the overall eco-
nomic climate is still signaling recession, and near-
term prospects remain cloudy. In contrast, in Albania

and Bulgaria the economic climate points to reco-
very. In Croatia and Romania the present economic
performance was rated below “satisfactory”, but
expectations for the next six months signal an eco-
nomic recovery.

The export sector is expected to stimulate economic
growth in all Eastern European countries, and
imports will also continue to grow strongly. Private
consumption, which markedly increased in the
recent past, will expand somewhat less dynamically
in coming months, particularly in the Czech Republic

and Hungary, and to a lesser degree also in Albania

and Croatia. On the other hand, growth of capital
expenditures is generally expected to pick up in the
next six months, laying the groundwork for more
growth in the future.

Latin America: Continuing recovery

The latest survey results confirm the economic reco-
very in Latin America. Both, assessments of the cur-
rent economic situation and economic expectations
have been upgraded, though to a slightly lesser
degree than in other WES regions.

Increasing optimism was reported by Brazilian

experts. The assessments of the present economic
situation are above satisfactory, and the prospects
for the next six months point to further economic
growth. WES experts expect increasing business
investment as economic policy is succeeding in resto-
ring investors’ confidence. An even brighter econo-
mic climate was reported for Chile. The economic
performance in the country is remarkably strong
since all demand aggregates are performing satisfac-
torily and are expected to gather further speed in the
first half of this year. Colombia and Costa Rica are
also among the group of buoyant economies. Their
present economic performance is already considered
satisfactory and is expected to remain on the upward
trend.

Although there was no further improvement in the
economic climate of El Salvador, the experts polled
basically confirmed the favorable results of the
October survey. No marked improvement of the less
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favourable economic conditions has been reported
by experts in Mexico. Their economic expectations
have been slightly upgraded, however, projecting an
increase in business investment during the coming
months.

In Argentina, assessments of the current economic
situation and expectations of future activity have
been upgraded, but the economic recovery remains
sluggish, indicating that the economy is not yet out of
the woods. Private consumption and business invest-
ment are still weak, although some strengthening is
expected during coming months.

The economic situation slightly deteriorated in Peru,
but is likely to recover in the foreseeable future, with
exports being the driving factor. In Venezuela,

Paraguay and Uruguay the assessments of the cur-
rent economic situation have also deteriorated or
remained very poor.The projections are largely opti-
mistic, however. Only in Bolivia, Panama and
Ecuador do panel members still not see clear signs of
a marked economic upturn in the near future.

Asia: Economic expansion continues

According to the January survey, economic expansi-
on in Asia is likely to achieve an all-time high in the
near future (see Figure 2). Average economic clima-
te improved due to a higher assessment of the cur-
rent economic situation. Expectations concerning
the economic situation during the coming six months
remained very optimistic. Domestic demand is fore-
cast to strengthen in almost all countries. Thus, the
improved global and regional environment is expec-
ted to have further positive effects on exports of all
Asian countries. Although bird flu has devastated
the region’s poultry industry, the overall economy
appears not to have been affected seriously.

In Japan, the economic climate index showed a sharp
upturn. Assessments of the current state of the eco-
nomy remain rather cautious, while expectations for
the next six months are very optimistic, relying on
growth in investment and exports. While India

received the highest marks for the present state of
the economy and also high marks for economic
expectations, China is expected to face a moderate
economic slowdown in the next six months.

Hong Kong has obviously recovered from the severe
crisis of 2003. Assessments of the present economic

situation climbed above the satisfactory level. The
panel is also fairly confident with regard to future
economic developments. The economic situation in
South Korea remained unstable, but WES experts
forecast improvement resulting mainly from a revi-
val of investment and private consumption in the
coming months. Exports are expected to remain an
engine of growth. The bird flu crisis has damaged
Thailand’s poultry exports and has had some negati-
ve impact on the tourism industry. However, accor-
ding to the January survey, which preceded the worst
of the impact, WES experts see no risk to the entire
economy. The present economic situation was asses-
sed as highly positive, and prospects for the near
future also look good.

The other Asean economies – Singapore, Taiwan,

Malaysia and the Philippines – continued to demons-
trate fundamental health. Economically, these count-
ries belong to the midfield of the region. The present
economic state is already considered more than satis-
factory and is expected to improve further. Only
experts in Indonesia have become somewhat skepti-
cal concerning the near-term economic outlook.

Inflation: Only moderate increase in consumer
prices

An average 2.7 percent increase in consumer prices
is expected for the world economy in 2004, which is
lower than the 2003 estimates. In the euro area, infla-
tion is seen to remain close to the 2 percent mark
(1.9 percent). The range of inflation estimates in the
euro area is expected to narrow: in Ireland, where
inflation was highest in 2003 (3.6 percent), a rate of
2.6 is expected for 2004.The lowest inflation rate will
still prevail in Germany, at an expected rate of
1.3 percent after 1.1 percent in 2003.

At 2.2 percent, inflation in the United States is
expected to remain unchanged from 2003 and thus
clearly below the 2.5 percent mark that the Fed
would still consider acceptable. Of all surveyed
country blocs,Asia again displays the highest degree
of price stability. Compared to last year, however, a
somewhat higher inflation rate is expected now
(1.6 percent instead of 1.3 percent). This slight
increase of the Asian average is broadly based.
Japan is gradually leaving the deflationary phase
with an expected decline of consumer prices of only
0.2 percent after 0.4 percent in 2003 and 0.8 percent
in 2002.
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Inflation in Central and Eastern Europe is expected
to increase from 4.2 percent in 2003 to 4.9 percent in
2004. According to the WES experts, the likely
pickup of prices is particularly strong in Hungary,
with a presumable rate of 6.9 percent in 2004 after
5.3 percent in 2003. On the other hand, a slowdown
of the relatively high inflation rate appears likely in
Romania (from 13.8 percent in 2003 to 10.8 percent
in 2004) and in Serbia-Montenegro (from 9.0 per-
cent to 5.8 percent in 2004).

In Latin America inflation is likely to slow down fur-
ther, with an average of 6.6 percent in 2004 after 7.8
percent in 2003. The highest inflation rate persists in
Venezuela, at an expected 29.4 percent in 2004.

Interest rates: A reversal expected

Short-term interest rates are expected to start rising in
the course of the next six months with an increase in
central-bank interest-rates considered more likely in
the United States than in the euro area. In Western
Europe outside the euro area, the course of monetary
tightening is expected to continue in the United

Kingdom, and rising interest rates are also expected in
Denmark and Switzerland. In contrast, WES partici-
pants continue to assume that interest rates will fall
slightly in Sweden and Norway. In Eastern Europe cuts
in short-term rates are expected in Slovenia, Slovakia,
Hungary and also Bulgaria, whereas rising rates appe-
ar more likely in the Czech Republic, Estonia, Croatia,
Poland, Lithuania and Latvia. In Latin America decli-
ning short-term rates are expected only in Brazil, whe-
reas stable central-bank interest rates are projected
for most other countries of this region. Only in
Venezuela, Peru and also Mexico are rising rates on
the horizon. In most Asian countries – after an exten-
ded period of falling and then stable interest rates – a
switch to monetary tightening appears likely.

Parallel to the expected increase of short-term inte-
rest rates, a rise in long-term interest rates is also
considered likely. The only exceptions are Latin
America (here particularly Brazil), and some
Eastern European countries, particularly Slovenia,
Slovakia, Hungary and Bulgaria, where a further
drop in long-term rates is expected.

Currencies: Growing overvaluation of the euro

The euro was considered overvalued on the average
of all 92 countries covered. To a lesser degree this

judgement holds true for the British pound sterling.

As a mirror image, the US dollar was seen as under-
valued by even more WES experts than in the pre-
vious two surveys. A similar result was last observed
at the end of 1996. The Japanese yen is considered to
be close to its fair value. This overall pattern of cur-
rency assessments also characterises Western
Europe. It was remarkable, however, that the US

dollar and the yen were seen more often as underva-
lued by Western European experts than on the world
average. Not surprisingly, in the United States the
exchange rates of the euro, the British pound and
also the yen are seen as overvalued.

According to the responses to the supplementary
survey question on the likely change in the exchange
rates, the US dollar is expected to slip further vis-à-
vis most currencies in the course of the next six
months.

To our readers
This is the last report on the World Economic Survey
in the CESifo Forum. Those interested in the survey
results are kindly asked to consult the separate pub-
lication “CESifo World Economic Survey”.That pub-
lication reports on many more countries and appears
in February, May, August, and November, i.e. right
after the survey results become available.
For subscriptions please contact 
Ms. Anna Stangl, e-mail: stangl@ifo.de.
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FINANCIAL CONDITIONS

IN THE EURO AREA

In the absence of any ECB interest rate cuts, short-term interest rates
have remained flat, declining only marginally in January and February
2004 to average 2.07 in the latter month. Long-term rates, which peaked
at 4.4% in November, declined to 4.2% in February. Accordingly, the
yield spread narrowed from 2.3% to 2.1% over the same period.

Stock prices continued their upward trend through February 2004, but
sharply declined in March. On March 27, the Euro STOXX closed at
2763, the DAX at 3822 and the Dow Jones Industrial at 10212.

The annual rate of growth of M3 declined to 6.3% in February 2004,
from 6.5% in January, thereby continuing the downward trend that
began in the summer months of 2003. The three-month average of the
annual growth rates of M3 over the period December 2003 to February
2004 decreased to 6.6% from 7% in the period November 2003 to
January 2004. The ECB suspects that euro area investors are gradually
shifting their portfolios toward longer-term and riskier financial assets
outside M3.

This indicator of monetary conditions in the euro area (3-month moving
average) continued to decline in January, albeit less than before. It thus
reflected slightly less monetary easing. Both underlying statistics, the
real short-term interest rate and the real effective exchange rate of the
euro rose during the three-month period under consideration.



According to first estimates for the fourth quarter of 2003, euro-zone
GDP grew by 0.3% and EU15 GDP grew by 0.4% compared to the pre-
vious quarter. Compared to the fourth quarter of 2002, GDP grew by
0.6% in the euro-zone and by 0.9% in EU15, after 0.3% and 0.6% res-
pectively in the previous quarter. Investment rose faster than private con-
sumption and imports faster than exports.

Following its nearly continuous increase since summer 2003, the
Economic Sentiment Indicator in the EU stabilised in February at a
level of 96.7. A small decrease in confidence in the construction sector
was offset by an equally small increase in consumer confidence. The
biggest improvement, by 0.6 percentage points, was registered by
Denmark, the biggest deterioration, by 0.5 points, by Ireland.Among the
larger Member States, economic sentiment saw an improvement in
Germany and Spain, whereas in France and Italy the indicator wors-
ened. It remained unchanged in the UK.

* The industrial confidence indicator is an average of responses (balances) to the
questions on production expectations, order-books and stocks (the latter with
inverted sign).
** New consumer confidence indicators, calculated as an arithmetic average of the
following questions: financial and general economic situation (over the next
12 months), unemployment expectations (over the next 12 months) and savings
(over the next 12 months). Seasonally adjusted data.

The industrial confidence indicator moved sideways at -6, a value repre-
senting a three year high. Among the components, production expecta-
tions remained unchanged, whereas order books and the stock of finished
products worsened slightly compared to January. The consumer confi-
dence indicator continued its upward trend that started a year ago,
increasing by one point. The indicator improved by 7 points in the
Netherlands and by 3 points in Germany.

As mentioned, EU order books declined against the previous month.The
deterioration was most pronounced for France, Ireland and Austria.
Denmark, Italy, Finland and the UK showed an improvement. Capacity
utilisation fell again, to 80.6 in the first quarter of 2004 from 80.8 in the
previous quarter.

EU SURVEY RESULTS
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The euro continued to appreciate against the dollar in February, averag-
ing $1.2646. It declined, however, during the month of March, approach-
ing its level of December 2003.

In Jnauary, the quarterly Ifo indicator for the economic climate in the
euro area rose for the fifth time in succession. The assessments of the cur-
rent economic situation improved even more than the already quite opti-
mistic expectations for the next six months. In spite of the more
favourable appraisals, the current economic situation is still far away from
a satisfactory level. Within the euro area, the economic climate was con-
sidered most favourable in Finland, Ireland, Belgium, Spain, Greece, and
Austria. In the Netherlands, Portugal, Italy, Germany, and France, the cli-
mate index lay below the euro-area average.

In January, the euro-area (seasonally adjusted) unemployment rate stood
at 8.8%, unchanged from December 2003. It had been 8.7% in January
2003. The lowest rates were registered in Luxembourg (3.9%), the
Netherlands (4.3% in December 2003), Austria (4.5%) and Ireland
(4.6%). Spain’s rate, at 11.2%, remained the highest, topping Finland’s
(9.0%), Germany’s (9.2%), and France’s (9.5%).

Euro-area annual inflation fell from 1.9% in January to 1.6% in February
2004. It had stood at 2.4% a year earlier. Compared with January 2004,
annual inflation fell in twelve Member States and rose in three (Italy,
Luxembourg and Austria). Core inflation (adjusted for unprocessed
foods and energy) rose from 1.9% in January to 2.1% in February.

EURO AREA INDICATORS
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