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INTERACTIONS BETWEEN

INSTITUTIONS MATTER

MICHÈLE BELOT*

JAN C. VAN OURS**

One of the most striking labour market devel-
opments over the past decade is the huge

decline in unemployment in the Netherlands.
Whereas in the early 1980s the Dutch unemploy-
ment rate was as high as 12% and in the early
1990s it was still as high as 8%, it fell to 2% in the
early 21st century. There are several explanations
for this development. According to Van Ours
(2003), the decline in unemployment has to do with
wage moderation, restructuring of the social secu-
rity and part-time labour. So changes in labour
market institutions are responsible for the
improvement in the functioning of the Dutch
labour market. In other OECD countries unem-
ployment has gone down substantially as well. As
Table 1 shows, since the early 1980s also in
Denmark, Ireland, the UK and the US unemploy-
ment has fallen considerably. Table 1 also shows
that in Finland, France, Sweden and Switzerland
unemployment has gone up substantially over the
period 1983 to 2000.

One of the issues in the policy debate is whether
and, if so, to what extent changes in labour market

institutions are responsible for these differences in
the fluctuation of the unemployment rate across
OECD countries. As we will discuss in more detail
below, research indicates that changes in labour
market institutions can bring unemployment down.

A further issue in the policy debate is whether
countries can design a reform for these institutions.
Here, the answer is less clear. Even in a successful
country like the Netherlands it is not clear that the
policy instruments that brought the success were
based on a clever design (Visser and Hemerijck
1997). Only with hindsight was there a Dutch
model. So, countries can learn from each other, but
as Freeman (1998) stresses, countries cannot just
borrow some features from successful countries
and expect the unemployment rate to decline since
a particular institutional feature may perform dif-
ferently depending on the overall institutional
framework. In other words, the effect of a system of
institutions is different from the sum of the effects
of the individual institutions. This is indeed what
our contribution is to the literature on unemploy-
ment and labour market institutions (Belot and Van
Ours 1999; 2001). Instead of investigating the
effects of institutions individually we investigated
the effects of interactions between labour market
institutions.

Overview of the literature

Over the past decades there has been a growing
interest in the role of institutional labour market
rigidities, which were more prevalent in Europe
than in the US. The labour market institutions
that are usually considered in the literature are
regulations that influence more or less directly
the functioning of the labour market. Hence,
there has been interest in taxes levied on labour,
in labour standards and employment protection
legislation, in trade unions, in wage bargaining
systems, in minimum wage(s), in benefit systems,

LABOUR MARKET INSTITUTIONS

AND UNEMPLOYMENT
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Table 1
Changes in unemployment rates, 1983–2000

Group Unemployment Countries

1 Rise of 4% or
more

Finland, France,
Sweden, Switzerland

2 Rise of 0-4% Austria, Germany,
Italy, Japan, Norway,
New Zealand

3 Fall of 0-4% Australia, Belgium,
Canada

4 Fall of 4% or
more

Denmark, Ireland,
Netherlands, UK, US



in active labour market policies, in education poli-
cies and in barriers to geographical mobility. The
choice is of course to some extent arbitrary as
some of these institutions (such as the tax system)
concern also people who are not in the labour
force and the list can be extended to include, for
example, product market regulations.

The literature draws important lessons concerning
the role of institutional rigidities on economic per-
formance but some puzzles persist. There are
many studies concentrating on some particular
institutions but only a few studies look at a more
complete picture of the institutional framework. A
first series of studies analyse the direct effects of
institutions on indicators such as the unemploy-
ment rate, the employment rate and the growth
rate of the national product. (For an overview see
Nickell and Layard 1999.) 

At the start the analyses were based on cross-sec-
tional information showing that tax rates, replace-
ment rates, benefit duration, union density and
union coverage had a positive effect on unemploy-
ment (Layard et al. 1991). After that a number of
studies were published that extended the analysis
in various directions. Scarpetta (1996) uses yearly
data covering the period 1983 to 93. The explana-
tory variable is the structural unemployment rate1

as computed by the OECD. Scarpetta first looks
at structural determinants of the unemployment
rate and then, at the role that labour market po-
licies and institutional factors play in determin-
ing the persistence of unemployment. The conclu-
sion is that institutions matter both for the deter-
mination of the structural unemployment rate and
for the speed of labour market adjustments.
Scarpetta finds different results than previous
ones for labour taxes (no significant effect) and
employment protection legislation (significant
positive effect).

Daveri and Tabellini (1997) look at complementar-
ities between labour taxes and the structure of col-
lective bargaining systems. Their analysis is based
on data for fourteen OECD countries over the
period 1965 to 91. They find that labour taxes have
a larger negative effect on unemployment in coun-
tries with strong unions. They also show that decen-
tralised and centralised countries are performing
better, irrespective of the level of labour taxes.

Elmeskov, Martin and Scarpetta (1998) extend the
previous analysis by considering a large number of
countries, taking the recent institutional develop-
ments into account (in particular, the development
of collective bargaining structures and of employ-
ment protection legislation) and testing for the exis-
tence of interactions between policies and/or insti-
tutional factors.They conclude that the tightening of
eligibility conditions and the cut in unemployment
benefits, as well as the relaxation of the regulation
on fixed term contracts may have played a major
role in the success of some OECD countries in
reducing their unemployment rate. Furthermore,
assuming that in countries with a medium degree of
centralisation (negotiations mainly taking place at
the industry level) coordination among actors might
be particularly crucial, they upgrade countries with
a medium level of centralisation but a high degree
of coordination. They show that the tax wedge and
employment protection have a stronger effect in
countries with an intermediary level of centraliza-
tion. Also, unemployment benefits have a larger
effect in countries with relatively high levels of
expenditures on active labour market policies.

Blanchard and Wolfers (2000) use data based on
twenty OECD countries and eight five-year peri-
ods, from 1960–64 to 1995. They test for the effects
of institutions, shocks (in total factor productivity,
real interest rate and labour demand shifts) and
interactions between institutions and shocks on the
unemployment rate. They find that indeed the eco-
nomic shocks2 have a larger positive effect on
unemployment when the replacement rate is high,
the benefit duration is long, the employment pro-
tection is strict, the union density is high and the
coordination is low.

Nickell, Nunziata and Ochel (2002) show that most
of the unemployment histories can be explained by
institutional changes. Their study is based on annu-
al data for twenty OECD countries over the peri-
od 1961 to 95. Besides estimating the direct effects
of labour market institutions, they introduce inter-
action terms between institutions and economic
shocks, defined in a similar way as in Blanchard
and Wolfers. They conclude that interactions
between shocks and institutions do not add very
much to the explanation of unemployment rates.
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1 Defined as the non-accelerating inflation rate of unemployment.

2 The economic shocks enter the regression in such a way that their
expected theoretical sign on the unemployment rate is positive.
Hence, they examine a fall in the total factor productivity, a rise in
the real interest rate and a decline in the labour share.
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Recent literature suggests that institutional rigidi-
ties may even interact with the characteristics of
the population (Bertola, Blau and Kahn 2003).
Some institutions may have a larger negative effect
on some individuals than others.

Our study

Table 2 gives an overview of changes in labour
market institutions averaged over countries that
have shown a similar development of unemploy-
ment. As in Table 1 four groups of countries are
distinguished. From Table 2 it appears that the
group of countries with the largest decline in
unemployment had on average a decline in tax
rates, whereas in the countries of the other groups
tax rates increased. In the two groups with a declin-
ing unemployment rate, benefit replacement rates
did not go up or remained stable whereas in the
other countries replacement rates increased. In the
groups of countries with a major increase in the
unemployment rate, union density hardly declined
while it did decline substantially in the other coun-
tries. There does not seem to be a big difference
between the groups of countries in terms of
changes in employment protection and level of
bargaining (centralisation).

Thus, based on Table 2 it appears as if changes in
taxes, benefits and union bargaining power are the
most relevant institutional changes. However, it
may be that some combinations of institutional
changes are more relevant than others. That is
where our studies (Belot and Van Ours 1999; 2001)
come in. In stead of investigating the effects of
institutions individually we investigated interac-
tions between labour market institutions. In our
analysis we use data on seven five-year periods
(1960 to 95) and eighteen OECD countries. We
find support for the interaction hypothesis. We find

that labour market institutions have a significant
effect on unemployment rates only if interaction
variables are included. Without the presence of
interaction variables, we find that the direct effects
of labour market institutions disappear as soon as
time and country effects are included in the regres-
sion. We investigated three specific interactions:
Tax rates and replacement rates, employment pro-
tection and bargaining level, union density and
bargaining level. We find that in a lot of countries
the interaction between tax rates and replacement
rates drove the development of their unemploy-
ment rates. For other countries changes in the bar-
gaining structure have been more relevant. Hence,
employment protection has a significant negative
effect on the unemployment rate only in countries
where wage bargaining takes place at the level of
the firm. The reverse is true for union density.
Union density has a positive effect on unemploy-
ment rates only when the bargaining system is
decentralised. One explanation could be that these
institutions have a larger impact on wages in coun-
tries where bargaining is decentralised. This means
that employment protection would lead to stronger
wage moderation in decentralised countries and
unions would play a more important role in this
type of countries. Given our conclusion that inter-
actions matter, we investigated whether there was
an optimal combination of institutional reforms. We
calculated for each country what would have hap-
pened if they had implemented the institutional
reforms of other countries. We find that most of the
OECD countries would have had a better labour
market performance if they had implemented the
reforms made in the Netherlands or in the UK. (See
also Nickell and Van Ours 2000.) These successful
countries were therefore not only successful
because of a favourable combination of institutions
and reforms, but also because they implemented
institutional changes that were better, irrespective
of the initial institutional framework.

Conclusions

Cross-country studies that
relate unemployment rates to
labour market institutions have
limitations in the sense that
institutions do not change fre-
quently, and cross-sectional
variation only is insufficient to
catch the true effect of institu-
tions. Also, there are many

Table 2
Changes in labour market institutions, 1980s–1990sa)

Group Taxes
(%)

Replacement
rate
(%)

Employment
protection

(%)

Union
density

(%)

Centralisation
index
(1–3)

1 4.5 5.0 –3.8 –0.3 –0.4

2 2.2 2.5 –6.3 –6.7 0.1

3 3 0           1 –4 –0.3

4 –0.6 0.2 –5.4 –6.6 –0.2
a) Changes from early 1980s to early 1990s; unweighted averages.



country specific events that may affect unemploy-
ment but which cannot all be taken into account.
Part of this criticism also applies to our study. For
example, our study neglects the effects of German
unification, the large growth of part-time labour in
the Netherlands, the big EU subsidies for Ireland
and the loss of Eastern Europe exports for Finland.
Our main conclusion is that institutions matter and
that interactions between institutions are impor-
tant. In this respect, countries with high unemploy-
ment rates could learn from successful countries by
imitation. However, there is not just one recipe for
a successful performance of the labour markets.
Further research is needed to investigate the com-
plexity of the effects of institutional rigidities on
economic performance in more detail.
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EUROPEAN UNEMPLOYMENT,
LABOUR MARKET

INSTITUTIONS AND

ECONOMIC TURBULENCE

LARS LJUNGQVIST*

The European unemployment experience dur-
ing the last 50 years can be divided into a peri-

od with low unemployment in the 1950s until the
mid-1970s and thereafter a large increase with per-
sistently high unemployment since the 1980s. The
challenge to rationalize this experience in terms of
labour market institutions is that there were no
major changes in those institutions when high
European unemployment erupted. As Krugman
(1987, p. 68) put it:

The main difficulty with the Eurosclerosis
hypothesis is one of timing. Although details can
be debated, no strong case exists that Europe’s
welfare states were much more extensive or
intrusive in the 1970s than in the 1960s, and no
case at all exists that there was more interfer-
ence in markets in the 1980s than in the 1970s.
Why did a social system that seemed to work
extremely well in the 1960s work increasingly
badly thereafter?

This article summarizes joint research with
Professor Thomas J. Sargent at New York
University (Ljungqvist and Sargent 1998, 2002) in
which we explore the hypothesis that the outbreak
of high European unemployment is connected to
observations that the economic environment
became more turbulent around the same time. In
our analysis, we hold labour market institutions
constant and show that the changing economic
environment can indeed rationalize the European
unemployment experience.

Low European unemployment in the 1950s
and 1960s

The level of European unemployment as com-
pared to that of the United States has been the
subject of much debate for more than half a centu-
ry but for different reasons. When European unem-
ployment was discussed in the 1950s and 1960s, the
central question was why Europe enjoyed such a
persistently low level of unemployment. It was
then suggested that a possible explanation could
be differences in statistical methods and defini-
tions across countries. As a sign of the importance
attached to this issue, President John F. Kennedy in
the United States appointed a committee to con-
duct an international comparison of labour market
outcomes. The President’s Committee to Appraise
Employment and Unemployment Statistics (1962)
concluded that Europe did in fact have a much
lower unemployment rate than the United States
so the difference was not merely a statistical arte-
fact. That confirmation of lower unemployment in
Europe prompted Deputy Commissioner Robert J.
Myers (1964, pp. 172–173) at the Bureau of Labour
Statistics in the United States to write:

From 1958 to 1962, when joblessness in [France,
former West Germany, Great Britain, Italy and
Sweden] was hovering around 1, 2, or 3 per cent,
[the U.S.] rate never fell below 5 per cent and
averaged 6 per cent.

The difference between [the U.S.] unemploy-
ment rate and the average for these European
countries was only a little more than 3 percent-
age points. But, if we could wipe out that differ-
ence, it would mean 2 million more jobs, and
perhaps $ 40 to $ 50 billion in Gross National
Product. We can surely be excused for looking
enviously at our European friends to see how
they do it. We have profited much in the past
from exchange of ideas with Europe. It would
be short-sighted indeed to ignore Europe’s
recent success in holding down unemployment.

This puzzle of significantly lower European unem-
ployment during the 1950s and 1960s is often for-

* Lars Ljungqvist is Professor of Economics at the Stockholm
School of Economics.



gotten in the current debate that attempts to
address the causes to high European unemploy-
ment in the last couple of decades. Ironically
enough, the labour market institution that can
potentially explain low unemployment in the 1950s
and 1960s might very well be an institution that is
today blamed for causing high European unem-
ployment – policies of employment protection. As
we will see, the two contradictory assertions about
the effects of employment protection could both
prove to be true. In particular, how employment
protection affects an economy’s unemployment
will depend on the amount of “turbulence” in the
economic environment.

Employment protection decreases unemployment
in tranquil economic times

In theoretical analyses, employment protection has
ambiguous effects upon an economy’s unemploy-
ment level. Employment protection is here taken
to mean costs incurred by firms that lay off work-
ers, other than severance payments. On the one
hand, such costs make firms reluctant to lay off
workers and this tends to reduce unemployment.
On the other hand, in anticipation of those future
layoff costs, firms become cautious and hesitant to
hire workers in the first place, which in turn exerts
an upward pressure on unemployment. On bal-
ance, numerical simulations of the two main mod-
els of unemployment have shown that employment
protection generally reduces an economy’s unem-
ployment rate.1

The intuition for this common finding is straight-
forward. Since employment protection makes it
costly to reallocate labour across firms and indus-
tries, there will be less labour mobility in equilib-
rium. The smaller amount of labour reallocation
will then give rise to less “frictional” unemploy-
ment, which is associated precisely with workers
moving between firms and industries. Hence,
employment protection can be said to buy an
economy lower unemployment but at the cost of a
less efficient labour allocation. In other words,
employment protection locks workers into their
current employment and results in higher average

job tenures but at the cost of making the economy
less agile and responsive to changing economic
conditions.

Here one might ask what is wrong with the argu-
ment that employment protection should increase
unemployment because it becomes too costly for
firms to hire workers. The shortcoming of such an
argument is that it does not take into account how
the wage rate is affected by labour market policies.
In equilibrium the wage payments to workers must
fall in an economy with costly employment protec-
tion since firms would otherwise become unprof-
itable and go bankrupt. In this sense, there is no
free lunch for the employed workers who are
enjoying longer job tenures in an economy with
employment protection – they pay for it by having
to accept lower wages.

These conclusions that policies of employment
protection tend to reduce unemployment, but at
the cost of a less efficient labour allocation, agree
with the insight developed by Deputy
Commissioner Myers whom we quoted above.
When trying to answer his own query about what
explained the low European unemployment rate in
the 1950s and 1960s, Myers (1964, pp. 180–181)
made the following remark:

One of the differences [between the United
States and Europe] lies in our attitude toward
layoffs. The typical American employer is not
indifferent to the welfare of his work force, but
his relationship to his workers is often rather
impersonal. The interests of his own employers,
the stockholders, tend to make him extremely
sensitive to profits and to costs. When business
falls off, he soon begins to think of reduction
in force …

In many other industrial countries, specific laws,
collective agreements, or vigorous public opin-
ion protect the workers against layoffs except
under the most critical circumstances. Despite
falling demand, the employer counts on retrain-
ing his permanent employees. He is obliged to
find work for them to do …

These arrangements are certainly effective in
holding down unemployment. But they involve
a very heavy cost. They partly explain the tradi-
tionally lower productivity and lower income
levels in other countries. Here is something we
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the matching model. See Alvarez and Veracierto (2001) and
Mortensen and Pissarides (1999) for a discussion of layoff costs in
the search model and the matching model, respectively. Ljungqvist
(2002) offers a critical evaluation of layoff costs in those and other
models of the labour market.
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can learn from our neighbours, therefore, but
are we quite sure we want to learn it? Are there
not better ways to reduce unemployment?

An implication of Myers’ reasoning which is born
out by formal analyses is that an economy with
more employment protection should have a lower
inflow rate of workers into unemployment. As we
will see next, a low inflow rate into unemployment
has characterized Europe both before and after the
outbreak of high unemployment.

Outbreak of high European long-term
unemployment

European unemployment rose sharply at the end
of the 1970s and early 1980s, and has since then
remained persistently high. Meanwhile the US
unemployment rate has continued to fluctuate
around its post-World War II average. The increase
in European unemployment was not caused by a
larger fraction of workers becoming unemployed
but rather by a lengthening of the average duration
of unemployment spells. As noted by Layard,
Nickell and Jackman (1991, p. 4):

The rise in European unemployment has been
associated with a massive increase in long-term
unemployment. In most European countries the
proportion of workers entering unemployment
is quite small: it is much lower than in the USA
and has risen little. The huge difference is in the
duration of unemployment: nearly half of
Europe’s unemployed have now been out of
work for over a year.

As implied by this quote, the increase in the aver-
age duration of unemployment spells is very
unevenly distributed among the unemployed in
Europe. The group of long-term unemployed
workers with spells of 12 months or more consti-
tutes a significant share of total unemployment at
any point in time. Since the long-term unem-
ployed by definition remain unemployed for an
extended period of time, they also account for a
disproportionate share of the increase in the aver-
age length of unemployment spells. In contrast,
many of the short-term unemployed in the statis-
tics “change names” between quarters and most
workers actually experience relatively short
unemployment spells when transitioning between
jobs in Europe.

Since the European unemployment problem is
synonymous with long-term unemployment, it is
understandable that long-term unemployment and
its consequences are a major policy concern in
Europe. At the same time we know surprisingly lit-
tle about the long-term unemployed and their cir-
cumstances. Machin and Manning (1999) provide
an overview of what is known in the Handbook of
Labour Economics. The picture that emerges is that
the long-term unemployed workers in Europe
today are diverse. However, there are some dis-
cernible patterns and a lack of others when it comes
to the incidence of long-term unemployment
(LTU) in various groups of unemployed workers, as
noted by Machin and Manning (1999, p. 3093):

In all countries there is a higher incidence of
LTU among older workers and a lower rate
among young workers …

Differences in the incidence of LTU by educa-
tion are less marked. Most countries seem to
have a higher incidence among less-educated
but the differences are often small.

Another pattern during the 1980s, as observed by
the OECD (1992, p. 67), is that “former manufac-
turing workers tend to be overrepresented among
the long-term unemployed, reflecting the impact of
structural adjustment in industry”.

Today’s problem of long-term unemployment
stands in sharp contrast to the situation in the
1950s and 1960s. It is difficult to find any writings
expressing concern about long-term unemploy-
ment during that time. One exception is the work
by Adrian Sinfield (1968) who tried to bring atten-
tion to the plight of long-term unemployed work-
ers. But as Sinfield himself suggested, the lack of
interest from policy makers then was probably due
to the very small number of long-term unem-
ployed. Defining “long-term” as six months and
over, Sinfield concluded that long-term unemploy-
ment during the 1960s typically affected half a per-
cent of a country’s labour force. In countries such
as former West Germany and the Scandinavian
countries, it was less than two tenths of a percent.
However, Sinfield did document significant long-
term unemployment in the 1960s in one country –
Belgium. The problem of long-term unemployment
that arose in the wake of structural change in
Belgium now looms as an omen for what was in
store for the rest of Europe.



Increased economic turbulence starting
in the 1970s

It is a widely held notion that the economic envi-
ronment has become more turbulent in the two last
decades. The OECD Jobs Study (1994a, pp. 29-30)
sums it up as follows:

In the stable post-World War II economic envi-
ronment, standards of living in most OECD
countries grew rapidly, narrowing the gap with
the area’s highest per capita income country, the
United States. The OECD area’s terms of trade
evolved favourably; trade and payments systems
were progressively liberalised, without major
problems; GDP and international trade grew
strongly.

In the 1970s, the economic environment became
turbulent. The two oil price rises, in 1973/74 and
1979/80, imparted major terms-of-trade shocks,
each of the order of 2% of OECD-area GDP,
and each sending large relative price changes
through all OECD economies. Exchange rates
became volatile after the breakdown of the
Bretton Woods system of fixed exchange rates.
Then there came, mainly in the 1980s, waves of
financial-market liberalisation and product
market deregulation which greatly enhanced
the potential efficiency of OECD economies,
and also accelerated the pace of change. All
these developments challenged the capacity of
economies and societies to adapt. At the same
time, the need to adapt was heightened by per-
vasive technological change, especially as the
new information technologies appeared; and by
the trend towards globalisation.

Supporting the notion of a more turbulent eco-
nomic environment is the now well documented
finding of increased labour earnings instability
for individual workers in the United States. Katz
and Autor (1999, p. 1495) summarize the state
of knowledge in the Handbook of Labour
Economics:

A consistent finding across studies and data sets
is that large increases in both the permanent and
transitory components of earning variation have
contributed to the rise in cross-section earnings
inequality in the United States from the late
1970s to early 1990s. The increase in the overall
permanent component consists of both the sharp

rise in returns to education and a large increase
in the apparent returns to other persistent
(unmeasured) worker attributes. The rise in
cross-sectional residual inequality for males
(controlling for experience and education) in the
1980s seems to consist of approximately equal
increases in the permanent and transitory factors.

Another line of empirical inquiry that addresses
economic turbulence in labour markets is the
research on displaced workers, individuals with
established work histories who have involuntarily
separated from their jobs. Studies such as
Jacobson, LaLonde and Sullivan (1993) and
Schoeni and Dardia (1996) find substantial long-
run earnings losses of 17 to 25 percent for dis-
placed workers in the United States. European
studies of displaced workers have only begun to
appear. A common finding seems to be that earn-
ings losses and reemployment probabilities of dis-
placed workers are both smaller in Europe than in
the United States. For Germany, Burda and
Mertens (2001) remark:

A central finding is that German workers dis-
placed in 1986 and subsequently reemployed
experienced significantly less wage growth loss
than their counterparts in the United States.
…while wage growth for displaced workers in the
lowest quartile is marginally higher in comparison
with other low wage workers, high wage workers
in the upper three quartiles exhibit average losses
of around 17%. While the latter figure is compa-
rable to the wage losses estimated in the US, the
bulk of displacement in Germany occurs in the
lower segment of the wage distribution.

Could it really be the case that fewer are dis-
placed in Germany and have lower wage loss-
es? This apparent “win-win” impression is
deceptive, especially when one considers reem-
ployment probabilities, for those who are long-
term unemployed after displacement. As only
around 80% of all displaced workers are
observed in socially insured employment even 4
years afterwards, it seems that lower displace-
ment wage losses in Germany come at the cost
of lower reemployment probabilities, raising
the issue of the distribution of the burden of
unemployment and adjustment. In this sense,
the hypothesis put forward by Ljungqvist and
Sargent (1998) seems to receive support at the
microeconometric level.
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We now turn to our explanation of the European
unemployment experience based upon the analysis
in Ljungqvist and Sargent (1998), and its extension
in Ljungqvist and Sargent (2002).

Labour market institutions in turbulent
economic times

As discussed above Europe’s low unemployment
in the 1950s and 1960s can be attributed to various
forms of employment protection that had the
effect of lowering frictional unemployment. These
layoff costs can therefore explain why Europe had
such low unemployment in spite of its generous
unemployment benefits. It resolves the puzzle
pointed out by OECD (1994b, chapter 8) that ear-
lier empirical studies had found a negative cross-
country correlation between benefit levels and
aggregate unemployment in the 1960s and early
1970s. When including more recent data, the same
OECD study concludes that unemployment rates
do actually increase in response to higher benefits
but only after long lags, in some cases 10 to
20 years. Our analysis suggests that these lags are
purely coincidental, and that the real explanation
for persistently higher European unemployment
from the 1980s is to be found in a more turbulent
economic environment.

In our model, unemployment benefits with gener-
ous replacement rates are not much of a problem
in tranquil times when laid off workers can find
new jobs with pay comparable to previous earn-
ings. But the adverse incentive effects of the enti-
tlement program come unleashed in times of eco-
nomic turbulence when unlucky workers experi-
ence shocks that diminish their earnings potential
– old human capital becomes obsolete because of
new technologies, firm-specific and industry-spe-
cific skills are lost during restructuring in response
to increased international competition, union wage
premia fall after deregulation, etc. Displaced work-
ers in Europe who found themselves under these
circumstances will have a hard time to find new
jobs that are acceptable to them. Their earnings
potentials have fallen yet they compare any job
prospects with their lost earnings since benefits are
based upon past earnings via replacement rates.
Because of the difficulty in finding acceptable jobs,
many displaced workers in our model become dis-
couraged and they reduce their search intensities
in the job market which further exacerbate the

adverse effects of generous benefits in turbulent
economic times. In contrast, in an economy with
stingy rules for unemployment benefits such as in
the United States, our model predicts that the
unemployed workers “bite the bullet” and search
intensively for less well-paying jobs as compared to
their lost earnings.

Economic turbulence in our model has hardly any
effect on the unemployment rate in the United
States while it causes long-term unemployment to
explode in Europe. The sharp increase in European
unemployment is due to both the direct effect of
generous benefits as described and an indirect
effect from institutions that reduce the return to
work. The indirect effect works as follows.
According to our analysis, Europe has had both
frictional unemployment and a substantial amount
of structural unemployment during the last two
decades of economic turbulence. By structural
unemployment we mean to refer to those long-
term unemployed workers who have to a large
degree withdrawn from labour market participa-
tion. Employment protection or layoff costs
increase the incidence of such transitions into inac-
tivity because these costs reduce the payoff to
work and therefore make labour market participa-
tion less attractive. In turbulent times, it becomes
more important than ever to reform benefit sys-
tems and other labour market institutions so to
ensure proper incentives to work.
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LABOUR MARKET

INSTITUTIONS AND

UNEMPLOYMENT IN OECD
COUNTRIES

STEPHEN NICKELL*

The average unemployment rate in Europe in
2001 was 7.6 percent. This is higher than in any

of the developed countries of the OECD outside
Europe.1 So, in this average sense, there is a
European unemployment problem. But averaging
in this way is silly. Europe, by which we mean
Western Europe, consists of fifteen countries (we
omit Luxembourg) with fifteen more or less inde-
pendent labour markets. As we shall see, it is how
these labour markets operate which determines
unemployment over the longer term. And by 2002,
nine of these fifteen labour markets were operat-
ing well enough to produce unemployment rates
lower than in any of the non-European developed
OECD countries including the US. So why is aver-
age unemployment in Europe so high? The answer
is that unemployment is high in the four largest
economies of Continental Western Europe, namely
France, Germany, Italy and Spain, henceforward
referred to as the Big Four. Exclude these four
countries and the famous European unemploy-
ment problem more or less disappears.

In what follows, we pursue these issues. In the
next section, we discuss how we might explain
large secular shifts in unemployment and the cir-
cumstances in which changes in the operation of
the labour market would provide such an expla-
nation. In Section 2, we summarise some of the
evidence on this issue. Finally, in Section 3, we
look at what has actually happened to labour mar-
ket institutions in the last four decades in our

group of OECD countries. Then we see whether
we can explain the significant differences in unem-
ployment performance across Europe since the
early 1980s.

Explaining Secular Shifts in Unemployment

Before discussing how we might explain why
unemployment changes such a lot over time, we
start with a general picture of the period from 1960
presented in Table 1. Note that in this table, the
numbers for Germany refer to West Germany and
the numbers for Italy have been subject to some
correction described in the table. Both these
changes have been made to try and ensure some
degree of consistency over time. Looking at the
table, we see that unemployment was very low in
the 1960s with the notable exceptions of Canada,
Ireland and the United States. Today, there is only
one country with unemployment lower than in the
early 1960s, namely Ireland, although Austria,
Netherlands, Norway, Switzerland and the US have
seen very small increases over what were very low
levels in the case of the first four countries. By con-
trast, the Big Four have unemployment today far in
excess of its level in the early 1960s. Like most
countries, their unemployment rates took off in the
late 1970s and early 1980s but unusually they have
remained high ever since. These patterns are the
main focus of our interest, so how might this be
explained?

Some Basic Analysis

The level of employment, and hence unemploy-
ment, is determined by aggregate demand.2 This is
influenced by many factors, mostly outside the
direct control of policy makers. Monetary policy is,
however, directly controlled by policy makers and
has a significant impact on aggregate demand.
These days, monetary policy tends to be set in

* Stephen Nickell is a member of the Bank of England Monetary
Policy Committee and the London School of Economics.
1 Australia, Canada, Japan, New Zealand, US.

2 There is obviously some short-run slippage between aggregate
demand and employment accounted for by variation in inventories
and the intensity of work by employees. This is not germane to the
main thrust of the argument in the text.



order to stabilise inflation at relatively low levels.
Suppose, as a result of adverse shocks, aggregate
demand is low, unemployment is high and the
economy is in a recession. Then monetary policy
will be loosened, aggregate demand will recover
and unemployment will start falling. At some point
in this recovery, the economy will run into labour
shortages and inflationary pressure. In anticipation

of inflation moving above target, monetary policy
is then tightened. The key issue is how much unem-
ployment remains before labour shortages become
excessive and inflation starts to rise. This level of
unemployment may be thought of as the equilibri-
um or sustainable rate at which there is no system-
atic tendency for inflation to rise or fall, (so it is
also called the NAIRU).
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Table 1
Unemployment (Standardised Rate) %

1960–64 1965–72 1973–79 1980–87 1988–95 1996–99 2000–01 Latest data

Australia 2.5 1.9 4.6 7.7 8.7 7.8 6.5 6.5
Austria 1.6 1.4 1.4 3.1 3.6 4.3 3.7 4.1
Belgium 2.3 2.3 5.8 11.2 8.4 9.2 6.8 6.9
Canada 5.5 4.7 6.9 9.7 9.5 8.7 7.0 7.5
Denmark 2.2 1.7 4.1 7.0 8.1 5.3 4.4 4.2
Finland 1.4 2.4 4.1 5.1 9.9 12.2 9.4 8.9
France 1.5 2.3 4.3 8.9 10.5 11.9 9.0 9.2
Germany (W) 0.8 0.8 2.9 6.1 5.6 7.1 6.4 6.8
Ireland 5.1 5.3 7.3 13.8 14.7 8.9 4.0 4.4
Italy 3.5 4.2 4.5 6.7 8.1 9.9 8.4 7.6
Japan 1.4 1.3 1.8 2.5 2.5 3.9 4.9 5.4
Netherlands 0.9 1.7 4.7 10.0 7.2 4.7 2.6 2.8
Norway 2.2 1.7 1.8 2.4 5.2 3.9 3.6 3.9
New Zealand 0.0 0.3 0.7 4.7 8.1 6.8 5.7 5.3
Portugal 2.3 2.5 5.5 7.8 5.4 5.9 4.1 4.4
Spain 2.4 2.7 4.9 17.6 19.6 19.4 13.5 –
Spain* 15.8 11.0 11.2
Sweden 1.2 1.6 1.6 2.3 5.1 8.7 5.5 5.0
Switzerland 0.2 0.0 0.8 1.8 2.8 3.7 2.6 2.6
UK 2.6 3.1 4.8 10.5 8.8 6.9 5.2 5.2
US 5.5 4.3 6.4 7.6 6.1 4.8 4.4 5.7

Note: As far as possible, these numbers correspond to the OECD standardised rates and conform to the ILO
definition. The exception here is Italy where we use the US Bureau of Labor Statistics “unemployment rates on
US concepts”. In particular we use the correction to the OECD standardised rates made by the Bureau prior to
1993. This generates a rate which is 1.6 percentage points below the OECD standardised rate after 1993. The rates
referred to in Spain* refer to recently revised ILO rates. For earlier years we use the data reported in Layard et al.
(1991), Table A3. For later years we use   OECD    Employment    Outlook   (2002) and   UK    Employment Trends  ,
published by the UK Department of Education and Employment. The latest data refer to the period between
February and September 2002.

Table 2
Macroeconomic Patterns in the Eurozone, 1994-2002

94 95 96 97 98 99 00(i) 00(ii) 00(iii)

Short-term interest rate (%) 5.3 4.5 3.3 3.3 3.5 3.0 3.5 4.3 4.7
Final domestic demand contri-
bution to growth (annual %)

1.5 1.7 1.5 1.7 3.1 3.6 3.1 3.5 2.6

GDP growth (annual %) 2.4 2.2 1.4 2.3 2.9 2.8 3.8 4.2 3.2
Unemployment Rate (%) 10.9 10.6 10.9 10.9 10.3 9.3 8.7 8.5 8.3
Inflation (CPI) 2.8 2.6 2.3 1.7 1.2 1.1 2.1 2.1 2.5

00(iv) 01(i) 01(ii) 01(iii) 01(iv) 02(i) 02(ii) 02(iii) 02(iv) 03(i)

Short-term interest rate (%) 5.0 4.8 4.6 4.3 3.4 3.4 3.4 3.4 3.1 2.7
Final domestic demand contri-
bution to growth (annual %) 2.2 2.0 1.4 1.1 0.7 0.2 -0.0 0.4 0.7 1.0

GDP growth (annual %) 2.7 2.4 1.5 1.3 0.5 0.4 0.7 0.9 1.3 0.9
Unemployment Rate (%) 8.1 8.0 7.9 8.0 8.1 8.1 8.2 8.3 8.4 8.6
Inflation (CPI) 2.7 2.3 3.1 2.5 2.5 2.5 2.0 2.1 2.3 2.4

Note:  The quarterly annual growth rates are based on the current quarter relative to the same quarter one year
earlier. Final domestic demand is C+I+G in obvious notation. The data for 2003(i) is preliminary. These data are from
the Bank of England databank.
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By and large, variations in this equilibrium rate of
unemployment, through time and across countries,
will lie behind the broad patterns of unemploy-
ment we observe in Table 1. So explaining the equi-
librium rate is the key problem. Of course, aggre-
gate demand determines unemployment, so varia-
tions in aggregate demand (relative to trend) will
“explain” precisely the observed patterns of unem-
ployment. But this is more of a tautology than an
explanation. A country will suffer from persistent-
ly high unemployment, that is persistently “low”
aggregate demand, if its equilibrium level of unem-
ployment is high. Because then, any attempt to
raise aggregate demand and hence lower unem-
ployment will run into the inflation constraint.

An interesting example is the Eurozone in the late
1990s. The Eurozone is, of course, dominated in
size by the big four Continental European
economies, France, Germany, Italy and Spain. A
picture of events for 1994 to 2002 is set out in
Table 2. As a general rule of thumb, monetary pol-
icy, as captured by short-term interest rates,
impacts on demand with a lag of about a year and
on inflation in a further year. Early in the period,
monetary policy was quite tight, domestic demand
growth was relatively modest, unemployment was
nearly 11 percent and the inflation rate was falling.
Monetary policy was eased during the late 1990s,
domestic demand growth expanded and unemploy-
ment started falling. However, by early 2000, infla-
tion had started to move above the ECB target
range3 even though unemployment was still above
8 percent. As a consequence, monetary policy was
tightened throughout 2000. Despite subsequent
easing, particularly in late 2001, domestic demand
fell rapidly from the second half of 2000 and unem-
ployment started to rise from a low point of
7.9 percent in mid-2001.4 Despite this, inflation
remains above the ECB target range. The lesson
from this episode appears to be that in the
Eurozone, the reduction in unemployment generat-
ed by monetary policy easing in the late 1990s hit
the inflation constraint in 2000 and monetary poli-
cy had to be tightened to stop inflation rising fur-
ther. This prevented Eurozone unemployment

falling much below 8 percent. On the basis of this
example, it is hard to see how average equilibrium
unemployment in the Eurozone can be below 8 per-
cent, a relatively high level, particularly as unem-
ployment in most of the small Eurozone countries
has been well below this level for many years.

Can Unemployment Deviate from its Equilibrium

Level for Long Periods?

This is a typical example of how actual unemploy-
ment fluctuates around its equilibrium level. But it
is not always like this. On some occasions, countries
may suffer from high levels of unemployment for
long periods of time either because they experience
an overwhelming adverse demand shock from
which it takes a very long time to recover or because
macroeconomic policy is persistently perverse. In
the former case, we may observe unemployment
well above its equilibrium rate, although falling
back towards it. In this case inflation may not fall,
although unemployment is above its equilibrium
rate, because the very fact that unemployment is
falling will itself typically generate upward infla-
tionary pressure. This offsets the downward infla-
tionary pressure produced by the high level of
unemployment.5 In the latter case, unemployment
which is kept above its equilibrium rate will tend
simply to generate falling inflation. Good examples
of these two cases are provided by Finland and
Japan. In Finland, a combination of poor policy deci-
sions including a mishandled deregulation of the
financial sector produced a huge adverse demand
shock in the early 1990s which was reinforced by the
collapse of trade with the Soviet Union.
Consequently, as we can see in Table 3, unemploy-
ment rose from 3.2 percent to 16.4 percent in three
years. From 1994 onwards, unemployment has fallen
steadily without any serious inflationary conse-
quences. This is a good example of unemployment
being above the equilibrium rate for a decade but
steadily falling back, simply as the consequence of
an enormous adverse demand shock.

The example of Japan is different. From 1990 on,
unemployment has been rising throughout and,
with a brief hiccup, inflation has been falling, turn-
ing negative in 1999. This suggests that unemploy-
ment has been above the equilibrium rate for a
long time which equally suggests that something
has gone wrong on the macro policy front.

3 2 percent is at the top of the ECB target range.
4 Of course, the US economy turned down in 2001 and this would
have had some additional impact on the Eurozone. However, look-
ing closely at the data, we see that in 2000/2, GDP growth has
exceeded the growth of final domestic demand in every quarter,
indicating a positive contribution of net trade (plus inventories)
throughout. Furthermore, from the peak of GDP growth [2000 (ii)]
to the trough [2002 (i)], GDP growth fell by 3.8 percentage points
and the final domestic demand contribution fell by 3.3 percentage
points. So the vast majority of the fall arises domestically.

5 This is a standard consequence of hysteresis in the unemployment
process. There is a discussion on p.382 of Layard et al. (1991).



Aside from these types of exceptions, the longer-
term patterns of unemployment tend to be domi-
nated by shifts in the equilibrium rate. So what
determines this rate? There are innumerable
detailed theories of unemployment in the long run.
These may be divided into two broad groups, those
based on flow models and those based on stock
models. Pissarides (1990) and Mortensen and
Pissarides (1999) provide good surveys of the for-
mer model type. Blanchard and Katz (1999) pre-
sents a general template for the latter models.
Fundamentally, all the models have the same broad
implications. The equilibrium level of unemploy-
ment is affected first, by any variable which influ-
ences the ease with which unemployed individuals
can be matched to available job vacancies, and sec-
ond, by any variable which tends to raise wages in
a direct fashion despite excess supply in the labour
market. There may be variables common to both
sets. Most of these variables reflect labour market
institutions such as unemployment benefits or
unions. So in the next section we consider some of
the evidence in favour of this overall framework.

Labour Market Institutions and Unemployment
Patterns

The purpose of this section is to consider whether it
has proved possible to explain the unemployment
patterns shown in Table 1 by variations over time
and across countries in labour market institutions.
Cross-country variation in post-1980s unemploy-
ment is easy enough to explain by cross-country vari-
ation in labour market institutions (see, for example,
Layard et al. 1991, p. 55; Scarpetta 1996; Nickell 1997,
Elmeskov et al. 1998; Nickell and Layard 1999).
More interesting and more tricky is to explain the
time series variation from the 1960s onward.

There are several different approaches that have
been used. First there is a basic division between

studies that use econometric techniques to fit the
data and those which use calibrated models which
typically distinguish between a stylised “European”
economy and a stylised “United States” economy.
Second there is another division between those
which focus on changes in the institutions and those
which consider “shocks” or baseline factors which
shift over time and are typically interacted with
average levels of institutional factors.

Looking first at panel data econometric models
which interact stable institutions with shocks or
baseline variables, good examples include Layard
et al. (1991), Chapter 9 (pp. 430–37), Blanchard and
Wolfers (2000), Bertola et al. (2002) and Fitoussi et
al. (2000). All these focus on the time series varia-
tion in the data by including country dummies.
Layard et al. (1991) present a dynamic model of
unemployment based on annual data where the
baseline variables include wage pressure (a dummy
which takes the value one from 1970), the benefit
replacement ratio, real import price changes and
monetary shocks. Their impact on unemployment
differs across countries, since it depends on time
invariant institutions, with different sets of institu-
tions affecting the degree of unemployment persis-
tence, the impact of wage pressure variables
including the replacement rate and import prices,
and the effect of monetary shocks. The model
explains the data better than individual country
autoregressions with trends.

Blanchard and Wolfers (2000) use five year aver-
ages to concentrate on long-run effects. The shocks
or baseline variables consist of the level of TFP
growth, the real interest rate, the change in infla-
tion and labour demand shifts (essentially the log
of labour’s share purged of the impact of factor
prices). With the exception of the change in infla-
tion, these “shocks” are not mean reverting which
is why we prefer the term baseline variables. These
variables are driving unemployment, so that, for
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Table 3
Examples of Unemployment and Inflation Patterns

87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02

  Finland u 5.0 4.5 3.2 3.2 6.6 11.6 16.4 16.7 15.2 14.5 12.6 11.4 10.2 9.7 9.1 9.1

p 3.6 4.7 6.5 6.1 4.1 2.6 2.2 1.0 1.0 0.6 1.2 1.4 1.2 3.4 2.5 1.8

  Japan u 2.8 2.5 2.3 2.1 2.1 2.2 2.5 2.9 3.1 3.4 3.4 4.1 4.7 4.7 5.0 5.4
p 0.1 0.7 2.3 3.1 3.2 1.8 1.2 0.7 -0.1 0.1 1.8 0.6 –0.3 –0.7 –0.7 –0.9

u is the ILO unemployment rate.  –   p is the CPI inflation rate.
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example, the fact that annual TFP growth is con-
siderably higher in the 1960s than in the 1990s in
most countries is an important reason why unem-
ployment is typically higher in the latter period.
Quite why this should be so is not wholly clear.
Many mechanisms are discussed in Saint-Paul
(1991) but there is no evidence that they are
important or robust in Bean and Pissarides (1993)
for example. Nevertheless, interacting these
observed baseline variables with time invariant
institutional variables fits the data well. In an alter-
native investigation, Blanchard and Wolfers
replace the observed shock variables with unob-
served common shocks represented by time dum-
mies. As a consequence, the explanatory power of
the model increases substantially.

The basic Blanchard and Wolfers model is extend-
ed in Bertola et al. (2002) who include an addi-
tional baseline variable, namely the share of
young people (age 15 to 24) in the population
over 15 years old. The model explains a substan-
tial proportion of the divergence between US and
other countries unemployment rates (48 to
63 percent) over the period 1970 to 1995, although
an even higher proportion is explained when the
observed baseline variables are replaced by time
dummies.

Fitoussi et al. (2000) proceed in a slightly different
way. First they interact the baseline variables with
country dummies and then investigate the cross-
section relationship between these and labour
market institutions. The baseline variables include
non-wage support (income from private wealth
plus social spending) relative to labour productivi-
ty and the real price of oil as well as two in com-
mon with Blanchard and Wolfers (2000), namely
the real rate of interest and productivity growth. In
all these four papers, the explanation of long-run
changes in unemployment has the same structure.
The changes depend on long-run shifts in a set of
baseline variables, with the impact of these being
much bigger and longer-lasting in some countries
than others because of stable institutional differ-
ences. The persuasiveness of these explanations
depends on whether the stories associated with the
baseline variables are convincing. For example, the
notion that a fall in trend productivity growth, a
rise in the real price of oil or a downward shift in
the labour demand curve leads to a permanent rise
in equilibrium unemployment in one which many
might find unappealing.

An interesting alternative, still in the context of the
institutions/shocks framework is the calibration
analysis discussed in Ljungqvist and Sargent
(1998). The idea here is that in “Europe”, benefits
are high with a long duration of eligibility whereas
in the “United States”, benefits are modest and of
fixed duration. In a world where turbulence is low,
the probability of large skill losses among the
unemployed is low and the difference in the unem-
ployment rates in “Europe” and the “United
States” is minimal, because the chances of an
unemployed person in “Europe” finding a job with
wages exceeding the benefit level are high. In a
world where turbulence is high, the probability of
large skill losses among the unemployed is high. As
a consequence the high level of benefits relative to
past earnings and hence the high reservation wage
in “Europe” now bites and unemployment is much
higher than in the “United States”. So we have a
situation where the relevant institution, namely the
benefit system, remains stable but the conse-
quences are very different in a world of high tur-
bulence from those in a world of low turbulence.

While this model captures a particular feature of
the situation, in order for it to be a persuasive
explanation of recent history it must pass two tests.
First, we need evidence that turbulence has indeed
increased and second it must explain why many
countries in Europe now have relatively low unem-
ployment. Indeed the variation in unemployment
(and employment) rates across European coun-
tries is far larger than the difference between
Europe and the United States. To justify the
assumption of increasing turbulence, Ljungqvist
and Sargent point to the increasing variance of
transitory earnings in the United States reported
by Gottschalk and Moffitt (1994). There has also
been a rise in the transitory variance in the UK,
noted by Dickens (2000). However these facts
hardly add up to a full empirical test of the theory.
For example, in Europe, TFP growth has been
much lower since 1976 than it was in the earlier
period and we might expect TFP growth to be pos-
itively associated with turbulence. Indeed, the fall

in TFP growth is one of the main factors generat-
ing a rise in unemployment in Blanchard and
Wolfers (2000). Furthermore, there is no evidence
of any significant changes in the rates of job cre-
ation and job destruction over the relevant period
(see Davis and Haltiwanger 1999). Finally, no evi-
dence is presented which explains why the various
European countries have such widely differing



unemployment patterns. So while the Lungqvist/
Sargent model may capture an element of the
story, it hardly comes close to a full explanation.

Turning now to studies which simply rely on chang-
ing institutions to explain unemployment patterns,
notable examples include Belot and Van Ours
(2000, 2001) and Nickell et al. (2002). The former
papers provide a good explanation of changes in
unemployment in eighteen OECD countries,
although in order to do so they make extensive use
of interactions between institutions, something
which has a sound theoretical foundation (see Coe
and Snower 1997, for example). Their model is, how-
ever, static like that of Blanchard and Wolfers. The
model developed by Nickell et al. (2002) uses annu-
al data and since they explain actual unemployment,
they include in their model those factors which
might explain the short-run deviations of unemploy-
ment from its equilibrium level. Following the dis-
cussion in Hoon and Phelps (1992) or Phelps (1994)
these factors include aggregate demand shocks, pro-
ductivity shocks and wage shocks. More specifically,
they include the following:

i money supply shocks, specifically changes in the
rate of growth of the nominal money stock (i.e.
the second difference of the log money supply);

ii productivity shocks, measured by changes in
TFP growth or deviations of TFP growth from
trend;

iii labour demand shocks, measured by the residu-
als from a simple labour demand model;

iv real import price shocks, measured by propor-
tional changes in real import prices weighted by
the trade share;

v the (ex-post) real interest rate.

With the exception of the real interest rate, these
variables are genuine “shocks” in the sense that
they are typically stationary and tend to revert to
their mean quite rapidly. This distinguishes them
from the “baseline variables” used in Blanchard
and Wolfers (2000), for example. On top of these
variables, Nickell et al. (2002) then use such time
series of the institutional variables as are available
including employment protection, the benefit
replacement rate, benefit duration, union density,
co-ordination and employment taxes. These vari-
ables are there to explain equilibrium unemploy-
ment. Using a dynamic panel data model, the time
series patterns of unemployment are well ex-
plained. Based on dynamic simulations keeping

institutions fixed at their 1960s values, it is found that
the institutional variables which are included explain
about 55 percent of the individual country changes
in unemployment from the 1960s to the early 1990s.
This is reasonable, particularly as the early 1990s was
a period of deep recession in much of Europe.

Overall, therefore, there is some evidence that the
sort of labour market institutions discussed in the
previous section made a significant contribution to
explaining the patterns of unemployment reported
in Table 1. So, as a final step, let us see how these
institutional variables have changed over time and
what these changes can tell us about why the
European Big Four countries have performed less
well than most other countries on the unemploy-
ment front in the 1990s.

Changes in Labour Market Institutions and
their Impact

In this section we look at changes in benefit sys-
tems, wage determination, employment protection
and labour taxes in the last decades of the 20th
Century and see what they can tell us.

The Unemployment Benefit System

There are four aspects of the unemployment bene-
fit system for which there are good theoretical and
empirical reasons to believe that they will influ-
ence equilibrium unemployment. These are, in
turn, the level of benefits6, the duration of entitle-
ment7, the coverage of the system8 and the strict-
ness with which the system is operated.9 Of these,
only the first two are available as time series for
the OECD countries. The OECD has collected sys-
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6 A good general reference is Holmlund (1998). A useful survey of
micro studies can be found in OECD (1994), Chapter 8. Micro evi-
dence from policy changes is contained in Carling et al. (1999),
Hunt (1995) and Harkman (1997). Cross-country macro evidence is
available in Nickell and Layard (1999), Scarpetta (1996) and
Elmeskov et al. (1998). The average of their results indicates a 1.11
percentage point rise in equilibrium unemployment for every 10
percentage point rise in the benefit replacement ratio.
7 There is fairly clear micro evidence that shorter benefit entitle-
ment leads to shorter unemployment duration (see Ham and Rea
(1987), Katz and Meyer (1990) and Carling et al. (1996)).
8 Variations in the coverage of unemployment benefits are large
(see OECD 1994, Table 8.4) and there is a strong positive correla-
tion between coverage and the level of benefit (OECD 1994,
p.190). Bover et al. (1998) present strong evidence for Spain and
Portugal that covered workers exit unemployment more slowly
than uncovered workers.
9 There is strong evidence that the strictness with which the benefit
system is operated, at given levels of benefit, is a very important
determinant of unemployment duration. Micro evidence for the
Netherlands may be found in Abbring et al. (1999) and van Den
Berg et al. (1999). Cross country evidence is available in the Danish
Ministry of Finance (1999), Chapter 2 and in OECD (2000),
Chapter 4.
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tematic data on the unemployment benefit replace-
ment ratio for three different family types (single,
with dependent spouse, with spouse at work) in
three different duration categories (1st year, 2nd and
3rd years, 4th and 5th years) from 1961 to 1999 (every
other year). (See OECD 1994, Table 8.1 for the 1991
data.) From this we derive a measure of the benefit
replacement ratio, equal to the average over family

types in the 1st year duration cat-
egory and a measure of benefit
duration equal to [0.6 (2nd and
3rd year replacement ratio) + 0.4
(4th and 5th year replacement
ratio)] ÷ (1st year replacement
ratio). So our measure of benefit
duration is the level of benefit in
the later years of the spell nor-
malised on the benefit in the first
year of the spell. A summary of
these data is presented in Tables 4
and 5.

The key feature of these data is
that in nearly all countries, bene-
fit replacement ratios have tend-
ed to become more generous
from the 1960s to the late 1970s,
the exceptions being Germany,
Japan and New Zealand. Italy
had no effective benefit system
over this period for the vast
majority of the unemployed.
After the late 1970s, count-

ries moved in different direc-tions. Italy introduced
a benefit system and those in Finland, Portugal and
Switzerland became markedly more generous. By
contrast, benefit replacement ratios in Belgium,
Ireland the UK have fallen steadily since the late
1970s or early 1980s.

It is unfortunate that we have no comprehensive
time series data on the coverage of the system or

on the strictness with which it is
administered. This is particularly
true in the case of the latter
because the evidence we possess
appears to indicate that this is of
crucial importance in determin-
ing the extent to which a gener-
ous level of benefit will actually
influence unemployment. For
example, Denmark, which has
very generous unemployment
benefits (see Tables 4, 5), totally
reformed the operation of its
benefit system through the 1990s
with a view to tightening the cri-
teria for benefit receipt and the
enforcement of these criteria via
a comprehensive system of sanc-
tions. The Danish Ministry of
Labour is convinced that this
process has played a major role

Table 4
Unemployment Benefit Replacement Ratios, 1960-95

1960–64 1965–72 1973–79 1980–87 1988–95 1999

Australia 0.18 0.15 0.23 0.23 0.26 0.25
Austria 0.15 0.17 0.30 0.34 0.34 0.42
Belgium 0.37 0.40 0.55 0.50 0.48 0.46
Canada 0.39 0.43 0.59 0.57 0.58 0.49
Denmark 0.25 0.35 0.55 0.67 0.64 0.66
Finland 0.13 0.18 0.29 0.38 0.53 0.54
France 0.48 0.51 0.56 0.61 0.58 0.59
Germany (W) 0.43 0.41 0.39 0.38 0.37 0.37
Ireland 0.21 0.24 0.44 0.50 0.40 0.35
Italy 0.09 0.06 0.04 0.02 0.26 0.60*
Japan 0.36 0.38 0.31 0.29 0.30 0.37
Netherlands 0.39 0.64 0.65 0.67 0.70 0.70
Norway 0.12 0.13 0.28 0.56 0.62 0.62
New Zealand 0.37 0.30 0.27 0.30 0.29 0.30
Portugal – – 0.17 0.44 0.65 0.65
Spain 0.35 0.48 0.62 0.75 0.68 0.63
Sweden 0.11 0.16 0.57 0.70 0.72 0.74
Switzerland 0.04 0.02 0.21 0.48 0.61 0.74
UK 0.27 0.36 0.34 0.26 0.22 0.17
US 0.22 0.23 0.28 0.30 0.26 0.29

* This number refers to the »mobility« benefit, paid to those who become
unemployed as a result of a collective layoff. Most Italian unemployed do
not fall under this category.

Source: OECD. Based on the replacement ratio in the first year of an
unemployment spell averaged over three family types. See OECD (1994),
Table 8.1 for an example.

Table 5
Unemployment Benefit Duration Index, 1960-95

1960–64 1965–72 1973–79 1980–87 1988–95 1999

Australia 1.02 1.02 1.02 1.02 1.02 1.00
Austria 0 0 0.69 0.75 0.74 0.68
Belgium 1.0 0.96 0.78 0.79 0.77 0.78
Canada 0.33 0.31 0.20 0.25 0.22 0.42
Denmark 0.63 0.66 0.66 0.62 0.84 1.00
Finland 0 0.14 0.72 0.61 0.53 0.63
France 0.28 0.23 0.19 0.37 0.49 0.47
Germany 0.57 0.57 0.61 0.61 0.61 0.75
Ireland 0.68 0.78 0.39 0.40 0.39 0.77
Italy 0 0 0 0 0.13 0
Japan 0 0 0 0 0 0
Netherlands 0.12 0.35 0.53 0.66 0.57 0.64
Norway 0 0.07 0.45 0.49 0.50 0.60
New Zealand 1.02 1.02 1.02 1.04 1.04 1.00
Portugal – – 0 0.11 0.35 0.58
Spain 0 0 0.01 0.21 0.27 0.29
Sweden 0 0 0.04 0.05 0.04 0.02
Switzerland 0 0 0 0 0.18 0.31
UK 0.87 0.59 0.54 0.71 0.70 0.96
US 0.12 0.17 0.19 0.17 0.18 0.22

Source: OECD. Based on [0.06 (replacement ratio in 2nd and 3rd years of a
spell) + 0.04 (replacement ratio in 4th and 5th year of a spell)] ÷ (replacement
ratio in 1st year of a spell).



in allowing Danish unemployment to fall dramati-
cally since the early 1990s without generating infla-
tionary pressure (see Danish Ministry of Finance
1999, Chapter 2). Just to see some of the ways in
which systems of administration vary across coun-
tries, in Table 6 we present indices of the strictness of
the work availability conditions in various countries.
These are based on eight sub-indicators referring to
the rules relating to the types of jobs that unem-
ployed individuals must accept or incur some finan-
cial or other penalty. We can see that countries with
notable lax systems in the mid-1990s include Austria,
Finland, France, Germany, Ireland and the UK,
although Ireland and the UK have significantly
tightened their benefit operations since that time.

A further aspect of the structure of the benefit sys-
tem for which we do not have detailed data back to
the 1960s are those policies grouped under the
heading of active labour market policies (ALMP).
We do, however, have data from 1985 which we
present in Table 7. The purpose of these is to pro-
vide active assistance to the unemployed which
will improve their chances of obtaining work.
Multi-country studies basically using cross section
information indicate that ALMPs do have a negative
impact on unemployment (e.g. Scarpetta 1996;
Nickell 1997; Elmeskov et al. 1998).This broad brush
evidence is backed up by numbers of microecono-
metric studies (see Katz 1998, Martin 2000 or Martin
and Grubb 2001 for useful surveys) which show that
under some circumstances, active labour market
policies are effective. In particular, job search assis-
tance tends to have consistently positive outcomes
but other types of measure such as employment sub-
sidies and labour market training must be well
designed if they are to have a significant impact (see
Martin 2000, for a detailed analysis).

Turning to the numbers, we see that, by and large, the
countries of Northern Europe and Scandinavia
devote most resources to ALMPs. It might be hypoth-
esised that they do this because high expenditure on
ALMPs is required to offset their rather generous
unemployment benefit systems and to push unem-
ployed individuals into work. Such additional pres-
sure on the unemployed is not required if benefits
are very low relative to potential earnings in work.
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Table 6
Index of the Strictness of Work Availability Conditions,

Mid-1990s

Australia 3.6 Japan –
Austria 2.3 Netherlands 3.7
Belgium 3.1 Norway 3.3
Canada 2.8 New Zealand 2.7
Denmarka 3.0 Portugal 2.8
Finland 2.7 Spain -
France 2.7 Sweden 3.7
Germany 2.6 Switzerland –
Ireland 1.7 UK 2.6
Italy – US 3.3
a This refers to 1998. In the early 1990s, the cor-
responding number was 2.3.

Source: Danish Ministry of Finance (1999), The Danish
Economy Medium Term Economic Survey, Figure 2.4 d.

Table 7
Expenditure on Active Labour Market Policies (%GDP)

1985 1989 1993 1998

Australia 0.42  (0.051) 0.24 (0.039) 0.71 (0.065) 0.42 (0.053)
Austria 0.27  (0.075) 0.27  (0.084) 0.32 (0.080) 0.44 (0.098)
Belgium 1.31  (0.12) 1.26 (0.16) 1.24  (0.14) 1.42 (0.15)
Canada 0.64 (0.062) 0.51  (0.068) 0.66  (0.058) 0.50 (0.052)
Denmark 1.14  (0.13) 1.13 (0.12) 1.74  (0.17) 1.66 (0.32)
Finland 0.90  (0.18) 0.97 (0.26) 1.69 (0.10) 1.40 (0.12)
France 0.66 (0.065) 0.73 (0.078) 1.25 (0.11) 1.30 (0.11)
Germany 0.80  (0.11) 1.03 (0.18) 1.53 (0.19) 1.26 (0.14)
Ireland 1.52 (0.087) 1.41  (0.096) 1.54 (0.099) 1.54 (0.21)
Italy – – – – 1.36 (0.13) 1.12 (0.095)
Japan 0.17 (0.065) 0.16  (0.070) 0.09 (0.036) 0.09 (0.022)
Netherlands 1.16  (0.11) 1.25 (0.15) 1.59 (0.24) 1.74 (0.42)
Norway 0.61  (0.23) 0.81  (0.17) 1.15 (0.19) 0.90 (0.27)
New Zealand 0.90  (0.25) 0.93  (0.13) 0.79 (0.083) 0.63 (0.084)
Portugal 0.33 0.48 0.84 (0.15)  0.78 (0.15)
Spain 0.33  (0.015) 0.85  (0.050) 0.50 (0.022) 0.70 (0.037)
Sweden 2.10  (0.88) 1.54 (1.10) 2.97 (0.34) 1.97 (0.24)
Switzerland 0.19 (0.079) 0.21 (0.12) 0.38 (0.095) 0.77 (0.22)
UK 0.75  (0.067) 0.67 (0.093) 0.57 (0.054) 0.34 (0.054)
US 0.25 (0.035) 0.23 (0.044) 0.21 (0.030) 0.17 (0.038)

(In brackets, we present the figure normalised on the percent unemployment rate)

Source: OECD Employment Outlook, 2001, Table 1.5.
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Systems of Wage Determination

In most countries in the OECD, the majority of
workers have their wages set by collective bargain-
ing between employers and
trade unions at the plant,
firm, industry or aggregate
level. This is important for
our purposes because there
is some evidence that trade
union power in wage setting
has a significant impact on
unemployment.10 Unfortun-
ately, we do not have com-
plete data on collective bar-
gaining coverage (the pro-
portion of employees cov-
ered by collective agree-
ments) but the data present-
ed in Table 8 give a reason-
able picture. Across most of
Continental Europe, includ-
ing Scandinavia but exclud-
ing Switzerland, coverage is
both high and stable. As we
shall see, this is either
because most people belong
to trade unions or because

union agreements are extended
by law to cover non-members in
the same sector. In Switzerland
and in the OECD countries out-
side Continental Europe and
Scandinavia, coverage is generally
much lower with the exception of
Australia. In the UK, the US and
New Zealand, coverage has dec-
lined with the fall in union densi-
ty, there being no extension laws.

In Table 9, we present the per-
centage of employees who are
union members. Across most of
Scandinavia, membership tends
to be high. By contrast, in much
of Continental Europe and in
Australia, union density tends to
be less than 50 percent and is
gradually declining. In these

countries there is, consequently, a wide and widen-
ing gap between density and coverage which it is
the job of the extension laws to fill. This situation is
at its most stark in France, which has the lowest

Table 8
Collective bargaining coverage (%)

1960 1965 1970 1975 1980 1985 1990 1994

Austria n.a. n.a. n.a. n.a. n.a. n.a. 99 99
Australia 85 85 85 85 85 85 80 80
Belgium 80 80 80 85 90 90 90 90
Canada 35 33 36 39 40 39 38 36
Denmark 67 68 68 70 72 74 69 69
Finland 95 95 95 95 95 95 95 95
France n.a. n.a. n.a. n.a. 85 n.a. 92 95
Germany (W) 90 90 90 90 91 90 90 92
Ireland n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Italy 91 90 88 85 85 85 83 82
Japan n.a. n.a. n.a. n.a. 28 n.a. 23 21
Netherlands 100 n.a. n.a. n.a. 76 80 n.a. 85
New Zealand n.a. n.a. n.a. n.a. n.a. n.a. 67 31
Norway 65 65 65 65 70 70 70 70
Portugal n.a. n.a. n.a. n.a. 70 n.a. 79 71
Spain n.a. n.a. n.a. n.a. 68 70 76 78
Sweden n.a. n.a. n.a. n.a. n.a. n.a. 86 89
Switzerland n.a. n.a. n.a. n.a. n.a. n.a. 53 53
UK 67 67 68 72 70 64 54 40
US 29 27 27 24 21 21 18 17

These data were collected by Wolfgang Ochel. Further details may be found
in Ochel (2001).

Table 9
Union Density (%)

1960–64 1965–72 1973–79 1980–87 1988–95 1996–
98

Extension
laws in

place (a)

Australia 48 45 49 49 43 35 !
Austria 59 57 52 51 45 39 !
Belgium 40 42 52 52 52 - !
Canada 27 29 35 37 36 36 X
Denmark 60 61 71 79 76 76 X
Finland 35 47 66 69 76 80 !
France 20 21 21 16 10 10 !
Germany (W) 34 32 35 34 31 27 !
Ireland 47 51 56 56 51 43 X
Italy 25 32 48 45 40 37 !
Japan 33 33 30 27 24 22 X
Netherlands 41 38 37 30 24 24 !
Norway 52 51 52 55 56 55 X
New Zealand 36 35 38 37 35 21 X
Portugal 61 61 61 57 34 25 !
Spain 9 9 9 11 16 18 !
Sweden 64 66 76 83 84 87 X
Switzerland 35 32 32 29 25 23 ! (b)
UK 44 47 55 53 42 35 X
US 27 26 25 20 16 14 X

Notes:
(i) Union density = union members as a percentage of employees. In both Spain

and Portugal, union membership in the 1960s and 1970s does not have the
same implications as elsewhere because there was pervasive government
intervention in wage determination during most of this period.

(ii) (a) Effectively, bargained wages extended to non-union firms typically at
the behest of one party to the bargain.

(b) Extension only at the behest of both parties to a bargain. For details,
see OECD (1994), Table 5.11.

Source: Ebbinghaus and Visser (2000).

10 See the discussion in Nickell and
Layard (1999), Section 8 and Booth et
al. (2000) (particularly around Table
6.2) for positive evidence.



union density in the OECD at around 10 percent,
but one of the highest levels of coverage (around
95 percent). Outside these regions, both density
and coverage tend to be relatively low and both are
declining at greater or lesser rates.

The other aspect of wage bargaining which
appears to have a significant impact on wages and
unemployment is the extent to which bargaining is
co-ordinated.11,12 Roughly speaking, the evidence
suggests that if bargaining is highly co-ordinated,
this will completely offset the adverse effects of
unionism on employment (see Nickell and Layard
1999, for example). Co-ordination refers to mech-
anisms whereby the aggregate employment impli-
cations of wage determination are taken into
account when wage bargains are struck. This may
be achieved if wage bargaining is highly cen-
tralised, as in Austria, or if there are institutions,
such as employers’ federations, which can assist
bargainers to act in concert even when bargaining

itself ostensibly occurs at the level of the firm or
industry, as in Germany or Japan (see Soskice
1991). It is worth noting that co-ordination is not,
therefore, the same as centralisation which refers
simply to the level at which bargaining takes place
(plant, firm, industry or economy-wide). In Table
10, we present co-ordination indices for the
OECD from the 1960s. The first index (co-ord 1)
basically ignores transient changes whereas the
second (co-ord 2) tries to capture the various
detailed nuances of the variations in the institu-
tional structure. Notable changes are the increases
in co-ordination in Ireland and the Netherlands
towards the end of the period and the declines in
co-ordination in Australia, New Zealand and
Sweden. Co-ordination also declines in the UK
over the same period but this simply reflects the
sharp decline of unionism overall.

Employment Protection

Employment protection laws are thought by many
to be a key factor in generating labour market
inflexibility. Despite this, evidence that they have a
decisive impact on overall rates of unemployment
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Table 10
Co-ordination Indices (Range 1-3)

1960–64 1965–72 1973–79 1980–87 1988–95 1995–99

1 2 1 2 1 2 1 2 1 2 2

Australia 2.25 2 2.25 2 2.25 2.36 2.25 2.31 1.92 1.63 1.5
Austria 3 2.5 3 2.5 3 2.5 3 2.5 3 2.42 2
Belgium 2 2 2 2 2 2.1 2 2.55 2 2 2
Canada 1 1 1 1 1 1.63 1 1.08 1 1 1
Denmark 2.5 3 2.5 3 2.5 2.96 2.4 2.54 2.26 2.42 2
Finland 2.25 1.5 2.25 1.69 2.25 2 2.25 2 2.25 2.38 2.5
France 1.75 2 1.75 2 1.75 2 1.84 2 1.98 1.92 1.5
Germany (W) 3 2.5 3 2.5 3 2.5 3 2.5 3 2.5 2.5
Ireland 2 2 2 2.38 2 2.91 2 2.08 3 2.75 3
Italy 1.5 1.94 1.5 1.73 1.5 2 1.5 1.81 1.4 1.95 2.5
Japan 3 2.5 3 2.5 3 2.5 3 2.5 3 2.5 2.5
Netherlands 2 3 2 2.56 2 2 2 2.38 2 3 3
Norway 2.5 3 2.5 3 2.5 2.96 2.5 2.72 2.5 2.84 2
New Zealand 1.5 2.5 1.5 2.5 1.5 2.5 1.32 2.32 1 1.25 1
Portugal 1.75 3 1.75 3 1.75 2.56 1.84 1.58 2 1.88 2
Spain 2 3 2 3 2 2.64 2 2.3 2 2 2
Sweden 2.5 3 2.5 3 2.5 3 2.41 2.53 2.15 1.94 2
Switzerland 2.25 2 2.25 2 2.25 2 2.25 2 2.25 1.63 1.5
UK 1.5 1.56 1.5 1.77 1.5 1.77 1.41 1.08 1.15 1 1
US 1 1 1 1 1 1 1 1 1 1 1

Note: The first series (1) only moves in response to major changes, the second series (2) attempts to capture all the
nuances. Co-ordination 1 was provided by Michèle Belot to whom much thanks (see Belot and van Ours 2000, for
details). Co-ordination 2 is the work of Wolfgang Ochel, to whom we are most grateful (see Ochel 2000). Co-
ordination 1 appears in all the subsequent regressions.

11 See the discussion in Nickell and Layard (1999), Section 8, Booth
et al. (2000) (particularly around Table 6.1) and OECD (1997),
Chapter 3.
12 One aspect of wage determination which we do not analyse in
this paper is minimum wages. This is for two reasons. First, the bal-
ance of the evidence suggests that minimum wages are generally
low enough not to have much of an impact on employment except
for young people. Second, only around half the OECD countries
had statutory minimum wages over the period 1960 to 95. Of
course, trade unions may enforce “minimum wages” but this is only
a minor part of their activities.And these are already accounted for
in our analysis of density, coverage and co-ordination.

13 The results presented by Lazear (1990), Addison and Grosso
(1996), Bentolila and Bertola (1990), Elmeskov et al. (1998),
Nickell and Layard (1999) do not add up to anything very decisive
although there is a clear positive relationship between employment
protection and long-term unemployment.



CESifo DICE Report 2/200323

Forum

is mixed, at best.13 In Table 11, we present details of
an employment protection index for the OECD
countries. Features to note are the wide variation
in the index across countries and the fact that, in
some countries, the basic legislation was not intro-
duced until the 1970s.

Labour Taxes

The important taxes here are
those that form part of the
wedge between the real product
wage (labour costs per employee
normalised on the output price)
and the real consumption wage
(after tax pay normalised on the
consumer price index). These are
payroll taxes, income taxes and
consumption taxes. Their com-
bined impact on unemployment
remains a subject of some
debate despite the large number
of empirical investigations.
Indeed some studies indicate

that employment taxes have no
long run impact on unemploy-
ment whatever whereas others
present results which imply that
they can explain more or less all
the rise in unemployment in
most countries during the 1960
to 1985 period.14 In Table 12 we
present the total tax rate on
labour for the OECD countries.
All countries exhibit a substan-
tial increase over the period
from the 1960s to the 1990s
although there are wide varia-
tions across countries. These
mainly reflect the extent to
which health, higher education
and pensions are publicly pro-
vided along with the all-round
generosity of the social security
system. Some countries have
made significant attempts to
reduce labour taxes in recent
years, notably the Netherlands
and the UK.

Labour Market Institutions and the Successes and

Failures of the 1990s

Having looked at some of the key factors which the
evidence suggests have some impact on equilibri-

Table 11
Employment Protection (Index, 0-2)

1960–64 1965–72 1973–79 1980–87 1988–95 1998

Australia 0.50 0.50 0.50 0.50 0.50 0.50
Austria 0.65 0.65 0.84 1.27 1.30 1.10
Belgium 0.72 1.24 1.55 1.55 1.35 1.00
Canada 0.30 0.30 0.30 0.30 0.30 0.30
Denmark 0.90 0.98 1.10 1.10 0.90 0.70
Finland 1.20 1.20 1.20 1.20 1.13 1.00
France 0.37 0.68 1.21 1.30 1.41 1.40
Germany (W) 0.45 1.05 1.65 1.65 1.52 1.30
Ireland 0.02 0.19 0.45 0.50 0.52 0.50
Italy 1.92 1.99 2.00 2.00 1.89 1.50
Japan 1.40 1.40 1.40 1.40 1.40 1.40
Netherlands 1.35 1.35 1.35 1.35 1.28 1.10
Norway 1.55 1.55 1.55 1.55 1.46 1.30
New Zealand 0.80 0.80 0.80 0.80 0.80 0.80
Portugal 0.00 0.43 1.59 1.94 1.93 1.70
Spain 2.00 2.00 1.99 1.91 1.74 1.40
Sweden 0.00 0.23 1.46 1.80 1.53 1.10
Switzerland 0.55 0.55 0.55 0.55 0.55 0.55
UK 0.16 0.21 0.33 0.35 0.35 0.35
US 0.10 0.10 0.10 0.10 0.10 0.10

Note: These data are based on an interpolation of the variable used by
Blanchard and Wolfers (2000), to whom we are most grateful. This variable
is based on the series used by Lazear (1990) and that provided by the
OECD for the late 1980s and 1990s. Since the Lazear index and the OECD
index are not strictly comparable, the overall series is not completely
reliable. The 1998 number is taken from Nicoletti et al. (2000), Table A3.11
(1st col. rescaled).

Table 12
Total Taxes on Labour

Payroll Tax Rate plus Income Tax Rate plus Consumption Tax Rate
Total Tax Rate (%)

1960–64 1965–72 1973–79 1980-87 1988-95 1996–2000

Australia 28 31 36 39 – –
Austria 47 52 55 58 59 66
Belgium 38 43 44 46 49 51
Canada 31 39 41 42 50 53
Denmark 32 46 53 59 60 61
Finland 38 46 55 58 64 62
France 55 57 60 65 67 68
Germany (W) 43 44 48 50 52 50
Ireland 23 30 30 37 41 33
Italy 57 56 54 56 67 64
Japan 25 25 26 33 33 37
Netherlands 45 54 57 55 47 43
Norway – 52 61 65 61 60
New Zealand – – 29 30 – –
Portugal 20 25 26 33 41 39
Spain 19 23 29 40 46 45
Sweden 41 54 68 77 78 77
Switzerland 30 31 35 36 36 36
UK 34 43 45 51 47 44
US 34 37 42 44 45 45

Note: These data are based on the London School of Economics, Centre for
Economic Performance OECD dataset.

14 A good example of a study in this latter
group is Daveri and Tabellini (2000)
whereas one in the former group is OECD
(1990,Annex 6). Extensive discussions may
be found in Nickell and Layard (1999),
Section 6, Disney (2000) and Pissarides
(1998).
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Table 13

From the Early 1980s to the Late 1990s
“Policy” Changes

Replacement
Rate

Benefit
Duration

Benefit
Strictness

ALMP Union
Coverage

Union
Density

Co–
ordination

Europe
Austria X – – – – √ X
Belgium √ – – – – – X
Denmark – X √ √√ – – X
Finland X – – – – X √
France – X – √ X – X
Germany – X – √ – – –
Ireland √ X – – ? √ √
Italy X – – – – – √
Netherlands – – √ √ – – √
Norway X X √ √ – – X
Portugal X X – √ – √√ –
Spain √ – – – X – –
Sweden X – – – – – X
Switzerland XX X – √ – – X
UK √ X √ X √√ √ –

Non–Europe
Australia – – √ √ – √ X
Canada √ X – – – – –
Japan X – – – – – –
New Zealand – – – X √√ √ XX
US – – √ – – – –

Total UnemploymentEmployment
Protection Labor Taxes

√ X 1980–87 2000–01

Unemploy–
ment Change

Europe
Austria – X 1 3 3.1 3.7 0.6
Belgium √ – 2 1 11.2 6.8 –4.4
Denmark √ – 4 2 7.0 4.4 –2.6
Finland √ – 2 2 5.1 9.4 4.3
France X – 1 4 8.9 9.0 0.1
Germany √ – 2 1 6.1 6.4 0.3
Ireland – √ 4 1 13.8 4.0 –9.8
Italy √ X 2 2 6.7 8.4 1.7
Netherlands √ √ 5 0 10.0 2.6 –7.4
Norway √ – 3 3 2.4 3.6 1.2
Portugal √ – 4 2 7.8 4.1 –3.7
Spain √ – 2 1 17.6 13.5 –4.1
Sweden √ – 1 2 2.3 5.5 3.2
Switzerland – – 1 4 1.8 2.6 0.8
UK – √ 6 2 10.5 5.2 –5.3

Non–Europe
Australia – ? 3 1 7.7 6.5 –1.2
Canada – X 1 2 9.7 7.0 –2.7
Japan – – 0 1 2.5 4.9 2.4
New Zealand – ? 3 3 4.7 5.7 1.0
US – – 1 0 7.6 4.4 –3.2

Notes:
(i) √ implies “good” shift, X implies “bad” shift.
(ii) See Table 4. Replacement rate change (1980–87 to 1999) greater than 0.04 implies X, less than –0.04 implies √.

Double X or √ for changes in excess of 0.25. The latter does not apply to Italy because the figure in the 1999
column refers to so few people. 

(iii) See Table 5. Duration index change (1980–87 to 1999) greater than 0.1 implies X, less than  –0.1 implies √.
Double X or √ for changes in excess of 0.5.

(iv) See Table 6 and the discussion in OECD (2000), Chapter 4. Author’s judgment based on this information.
(v) See Table 7. Change (1985/9 to 1993/8) greater than 0.2 implies √, less than –0.2 implies X. Double √ or X for

changes in excess of 0.5. Bracketed amount must move in the same direction by 0.05.
(vi) See Table 8. Coverage change (1980 to 1994) greater than 0.1 implies X, less than –0.1 implies √. Double X or √

for changes in excess of 0.3.
(vii) See Table 9. Density change (1980–87 to 1996–8) greater than 0.1 implies X, less than –0.1 implies √. Double X

or √ for changes in excess of 0.3.
(viii) See Table 10. Co-ordination (Type 2) change (1980–87 to 1995–99) greater than 0.5 implies √, less than –0.5

implies X. Double X or √ for changes in excess of 1.0.
(ix) See Table 11. Employment protection change (1980–87 to 1998) greater than 0.2 implies √, less than –0.1

implies X.
(x) See Table 12. Taxes and change (1980–87 or 1988–95 to 1996–2000) greater than 0.07 implies X, less than –0.07

implies √.
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um unemployment, let us see how changes in these
variables over the last two decades can contribute
to our understanding of unemployment changes
over the same period. In Table 13, we provide a pic-
ture of changes in the relevant variables with a tick
referring to a significant move which will tend to
reduce unemployment and a cross for the reverse.
Double ticks and crosses reflect really big moves. A
dash implies no significant change. Of course, this
is a pretty crude business and a proper panel data
analysis is arguably preferable. However, here we
are able to take account of variables where we are
unable to obtain long time series. Readers who
prefer panel data analysis can consult the papers
discussed in the second section.

So we can ask the question, do the ticks and cross-
es bear any relationship to the unemployment
changes reported in the final columns of the
table 1. If we regress the unemployment change
from 1980/81 to 2000/01 on the number of ticks and
crosses we obtain:

or, in restricted form,

The restriction is easily accepted. So the number of
ticks and crosses explains about half the cross-
country variation in unemployment changes from
the early 80s to the present day. We may reason-
ably conclude that the countries which had very
high unemployment in the early 1980s and still
have high unemployment today simply have too
few ticks and/or too many crosses.

Summary and Conclusions

Average unemployment in Europe today is rela-
tively high compared with OECD countries out-
side Europe. The majority of countries in Europe
today have lower unemployment than any OECD
country outside Europe, including the US. These
two facts are consistent because the four largest
countries in Continental Western Europe namely,
France, Germany, Italy, Spain, (the Big Four),
have very high unemployment and most of the
rest have comparatively low unemployment. This
variability is highly informative because the fif-
teen European countries which we consider have
more or less independent labour markets in prac-

tice, despite “free” movement of labour. Using
this information we see how changes in the struc-
ture of the various labour markets explain a sub-
stantial proportion of the secular fluctuations in
unemployment in the various countries. In partic-
ular, we pin down some of the particular factors
which enable us to understand why some
European countries have been able fully to recov-
er from the unemployment disasters of the early
1980s whereas some have not.
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INSTITUTIONS IN THE

ECONOMIC FITNESS

LANDSCAPE

WHAT IMPACT DO WELFARE

STATE INSTITUTIONS HAVE

ON ECONOMIC

PERFORMANCE?1

RONALD SCHETTKAT*

There are many potential reasons for unem-
ployment, and the observation of unemploy-

ment is surely not sufficient in itself to justify the
conclusion that labour markets are malfunctioning.
But the most widely accepted explanation for high
European unemployment is that European-type
welfare state institutions are an impediment to
economic development because they create fric-
tions leading to sclerosis. If Europe wants to main-
tain its position in the world economy, it is argued,
it needs to change its institutions. The typical line
of reasoning proceeds as follows:

Firstly, it is argued on a theoretical basis that
European welfare state institutions shift the econ-
omy away from Pareto efficiency.

Secondly, it is claimed that US institutions come
closest to the “perfect market model” or “best
practice” and that the economic success of the US
shows the superiority of the Anglo-Saxon model.

Thirdly, it is argued that strong coalitions prevent
the implementation of the “necessary” reforms. It
is claimed that, although theoretical analysis shows
what the necessary reforms are, political interests

(rent-seeking coalitions) prevent societies from
adopting these recipes.

Fourthly, it is claimed that a delay in the “neces-
sary” reforms will reduce international competi-
tiveness. Globalised capitalism forces countries to
bring their institutions into line with “best prac-
tice”. Just as it was once thought that competition
between firms would only allow companies con-
forming to “best practice” to survive in the market,
so globalisation will only allow the most efficient
institutional arrangements to survive.

This reasoning depends on many assumptions,
however. Basically, it holds for a perfect market
world but not at all necessarily for the real world,
with all its deviations from the perfect model. It
has been shown that even small deviations from
perfect market assumptions (Akerlof/Yellen 1985)
can create outcomes very different from the per-
fect market equilibrium. Furthermore, market
processes can create sub-optimal outcomes and
macro results which do not fit the preferences of
any (!) individual (Schelling 1978). In this situa-
tion, institutions are necessary in order to achieve
the social and individual optimum. Regulations
clearly limit ceteris paribus the scope for discre-
tionary decisions, but only in the perfect market
model are they simply restrictions and distortions;
in a less perfect environment they may well create
opportunities. For example, works councils may
not only constrain managerial decisions but also
give workers a “voice” and thus improve decision-
making (Hirschman 1970, Freeman/Medoff 1984,
Wolf/Zwick 2002).

Nevertheless, the perfect market model is still the
point of reference in economic policy, and many
“political economy” papers (see e.g. Saint-Paul
1996) likewise base their proposals on this model,
albeit appending explanations of the non-imple-
mentation of the “perfect market solution”, usual-
ly based on the interest of “rent-seeking” coalitions
(usually employed insiders or unions) in using
their power to prevent the implementation of per-
fect market solutions and so to protect their rents.

* Ronald Schettkat is Professor of Economics at the Utrecht
University.
1 This contribution is an extract from: Schettkat, R. (2002).



One Best-Practice Institutional Arrangement? 

Under the conditions of globalised capitalism the
perfect market model predicts that only one “best
practice” can survive. There is such a thing as THE
optimum national institutional arrangement and
ultimately all countries must adopt it. Although
there are no markets for institutions, the selection
process in the stylized economy will only allow
“best practice” to survive. Just as firms with sub-
optimal organizational structures will not survive in
conditions of perfect market competition, so will
international competition in conditions of glob-
alised capitalism require countries with sub-opti-
mal national institutional arrangements to conform
to “best practice”. International competition in a
globalised capitalist economy is thought to impose
the optimum national institutional arrangement on
countries, just as competition within markets
imposes the optimum organizational structure on
firms. In a diagram showing institutional arrange-
ments, ranging from “deregulated” to “regulated”
on the horizontal and economic fitness on the ver-
tical axis, there would be only one peak represent-
ing the “best practice” institutional arrangement
(left-hand diagram in Figure 1).2

The single-peak world is intellectually attractive and
deeply ingrained in economics, perhaps because it
allows for clear and precise policy prescriptions.
Changing institutions in the direction of the “best
practice” institutional arrangement will always
improve economic fitness. All that is necessary is to
identify the leader in terms of economic fitness,
investigate the institutional differences and elimi-
nate them. Policy advice is a risk-free business in the

single-peak world. Once the institutional differences
are identified, the policy prescription is simple: “fol-
low the leader and you improve economic fitness”.

However, there may be more than one peak in the
economic fitness landscape (right-hand panel of
Figure 1). After all, different institutional arrange-
ments may best serve economies specialising in
different kinds of production. Countries may spe-
cialise according to their natural and historical
(path-dependent) advantages. For example, one
country may specialise in medium-tech industries
using a roughly homogeneous labour force with
medium skills, while another country may spe-
cialise in high-tech industries, probably in combi-
nation with a large part of the economy in low-
tech industries. This is roughly the difference
between the German and the US economy, with
the former relying on a “medium-skilled” labour
force and the latter depending on a combination
of low-skilled and high-skilled workers in almost
every industry (Freeman/Schettkat 1999).
International trade may allow the two economies
to achieve a similar level of economic fitness, so
that the fitness landscape will have two peaks
coinciding with different institutional arrange-
ments. In this example, the difference in the insti-
tutional arrangements allows the economies to
achieve similar fitness. Moving one country
towards the institutional arrangement of the other
country would reduce economic fitness, since each
country already has the institutional arrangement
best fitting its structure and resources.

Learning from other countries in a multi-peak eco-
nomic fitness landscape is difficult and policy

advice is hard to give. This world
also requires a very different
approach to international compara-
tive research. It is no longer suffi-
cient to identify the leader and then
mimic the institutional arrangement
of that country. Instead, the rela-
tionship between institutional
arrangements and economic perfor-
mance has to be carefully investigat-
ed to reach an understanding of why
institutions differ and to decide
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Figure 1

2 The metaphor of a “fitness landscape” was
first developed in biology to describe the abili-
ty to survive as a function of genetic code (Bak
1997: 118/119) and was to my knowledge first
introduced into economics by Richard
Freeman (2000).
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whether they are ideally suited to the structure of
the economy. To identify the impact of institutions
on economic fitness, it is necessary at least to inves-
tigate whether changes in institutions lead to the
assumed effect on economic fitness. Whereas it is
sufficient in a single-peak world to conduct a cross-
country study, the multi-peak world requires at
least the investigation of initial differences and
ideally a “difference in the difference” analysis.

Another complication is the multi-dimensionality
of institutional arrangements, which make them
difficult to identify, and the fact that indicators
intended to summarise institutional arrangements
are always debatable. Furthermore, economic fit-
ness is likewise multi-dimensional and to some
extent debatable. Even though the consensus may
be greater in this respect than with regard to insti-
tutions, it will still be necessary to discuss which
economic aspects are to be included in an eco-
nomic fitness measure, whether they are compa-
tible or competitive (for example, unemploy-
ment and inflation), and how different variables
should be weighted when summarised in a single
indicator. The single-peak vision requires that a
single institutional arrangement be deemed to
be “best practice” in relation to various dimen-
sions of “economic fitness” and different periods
of time.

Many economists may agree to describing econom-
ic fitness in terms of: (1) growth of per capita
income (GDP per capita), (2) productivity growth,
(3) low unemployment, (4) price stability, (5) exter-
nal trade balance and (6) inequality. Leaving the
more controversial inequality aside, Figure 2 shows
“radar diagrams” for the ranking of six big OECD
countries (Germany, France, Italy, UK, US and
Japan) with respect to these economic dimensions
for the averages of the 1960s, the 1970s, the 1980s
and 1990s. The single-peak vision requires that the
“best practice” country ranks number one in all
dimensions and in all four periods, provided that
there was no very great change in the institutions.
In other words, the best practice country should be
in the centre and country-lines should not cross
each other in the radar diagrams. However,
Figure 2 shows that the country-specific lines do
cross, demonstrating that no country has been the
top performer in all dimensions and over all peri-
ods. The single-peak vision certainly does not hold
when all five dimensions of economic fitness are
included in the analysis.

Japan came closest to being the “single-peak coun-
try” in the 1980s. In that period Japan ranked num-
ber one in 4 of the five dimensions (ranking after
Germany only in export surplus), whereas US per-
formance was average or worse in 4 dimensions of
economic fitness. This explains the popularity of
the Japanese model at that time. Weighting all five
dimensions of economic fitness equally and taking
the mean, Germany ranked number one in the
1960s and remained well ahead of the US up to the
1980s. Only in the 1990s did the US rank number
one on average, and then only in one dimension:
growth of per capita GDP. Apart from this, the US
ranked number one only in terms of low inflation
and that only in the 1960s.

Wage Bargaining: Institutionally Compressed
Wage Distribution? 

“Equal pay for equal work” is the perfect-market
outcome. That means that, controlled for individual
productivity differences and working conditions,
wages are equal across firms and industries.
Allowing for some time to adjust to demand
shocks, such differences may also cause some wage
differences but these should be temporary.
Traditionally, economists have favoured decen-
tralised bargaining because it is closest to the “per-
fect market” model, in which neither the supply
side nor the demand side have any market power
and both are price-takers. Therefore, distortions in
labour markets have usually been identified as the
misuse of market power by unions, classified as
monopolies, pushing up wages and compressing
the wage structure (e.g., Monopolkommission
1994). In addition, high reservation wages (Sinn
1998) or minimum wages can compress the wage
distribution at the low-skill end. Indeed, in a cross-
country comparison, wage differentials decline in
direct linear relation to increasing union density
and other indicators characterizing the bargaining
system such as the degree of centralisation of wage
bargaining institutions. In Table 1 countries are
ranked from left to right according to the degree of
centralisation of wage bargaining confirming that
pattern (panel 1, for a more comprehensive analy-
sis Schettkat 2002).

However, these are raw wage differentials and
wage distributions between countries vary for
many reasons. A narrow wage distribution may
indicate institutional wage compression but may



also be caused by a narrow skill distribution.
Countries with a wide dispersion of skills are
expected to have a wide dispersion of wages and if
countries with decentralised wage bargaining sys-
tems also have wide distributions of skills, conclu-
sions on the impact of institutions on wage disper-

sion drawn from the “raw” wage differentials will
suffer from a spurious correlation.

Panels 2 to 5 display skill ratios derived from the
OECD’s International Adult Literacy Survey
(IALS), the first international comparative skill

CESifo DICE Report 2/2003 30

Forum

Figure 2



CESifo DICE Report 2/200331

Forum

survey among the adult population (see OECD
1997). The survey provides skill data based on stan-
dardised literacy scores ranging from 0 to a maxi-
mum of 500. The median skill scores in the IALS
survey for the population in working age (panel 2
in Table 1) do not differ very much between the
US, the UK, Germany and the Netherlands but are
higher for Sweden. The upper end of the skill dis-
tribution also seems to be roughly similar (not dis-
played in Table 1), while the skill distributions at
the lower end of the labour market are clearly dif-
ferent between the US and the continental
European countries, but for the employed the dif-
ference is not so dramatic.

However, according to the hypothesis of institu-
tional wage compression in Europe, the wage com-
pression hypothesis, unions raised wages above the
productivity of the low-skilled workers, which then
caused unemployment among low-skilled workers.
Continental European wage bargaining systems
are alleged to “crowd out” the least skilled work-
ers. Under the “wage compression hypothesis”, one
would therefore expect that the skill score of the
unemployed to be roughly equal to the skill score
of the employed in the US, where the flexible wage
system is claimed to allow low-skilled workers to
price themselves into employment via wage con-
cessions.3 In continental European countries, on
the other hand, the “wage compression hypothe-
sis” would predict a huge gap between the skill
scores of the employed and the unemployed,
because unemployment should be more concen-

trated among the least skilled workers, who are

allegedly pushed out of employment by excessive

minimum wages. The empirical facts are exactly the

reverse of what the wage compression hypothesis

predicts: the median skills of the unemployed are

substantially lower than that of the employed in

the US (88 percent, see panel 4) whereas the medi-

an skills of unemployed in Continental Europe

reaches 95 percent or more of the skills of the

employed.

Because the employed are on average better

skilled than the unemployed (Bell/Nickell 1996,

Freeman/Schettkat 2001) the lower half of the

labour market may be described by the median

skill score of the employed (D5employed) at the

upper bound and the first decile skill score of the

unemployed (D1unemployed) at the lower bound. It

emerges (in line 5 of Table 1) that the median score

for the employed is 2.5 times that of the first decile

of the unemployed in the US, but only about 1.3 to

1.5 times in Germany, Sweden and the Netherlands

(and 1.7 in the UK). These values are much closer

to the D5/D1 ratios for the employed in continen-

tal Europe than they are in the US.

Apparently the wage distribution in the US is also

(but not only, see Schettkat 2002) wider because

the US skill distribution is wider than those in the

continental European countries. Furthermore, the

integrative effect of flexible US wages cannot be

found in the data. The skill differential between the

employed and unemployed is high in the US but

comparatively low in Europe. This is in total con-

trast with the “wage compression hypothesis”,

Table 1
Skills and wages

US UK Germany Netherlands Sweden
1995 1995 1993 1994 1993

1. Wages
D9 / D1 4.39 3.38 2.32 2.59 2.13
D9 / D5 2.10 1.87 1.61 1.66 1.59
D5 / D1 2.09 1.81 1.44 1.56 1.34

Skill (literacy scores)
2.  Population 15-64 years old
     (median)

285 276 285 292 310

3. Employed (median) 292 289 291 300 311
D5 / D1 1.41 1.36 1.22 1.24 1.22

4. Unemployed (median) 257 256 276 289 302
unemployed in % of employed 88 89 95 96 97
D5 / D1 2.14 1.52 1.32 1.44 1.30

5. D5employed / D1unemployed 2.48 1.72 1.39 1.49 1.34

Source: Computations are based on OECD Employment Outlook 1996, p. 62, for wage deciles and IALS for skill
deciles.

3 For an analysis of why “pricing-in” does not occur even in the US,
see Bewley 1995.



which alleges that European-type welfare state
institutions exclude low-skilled workers from
employment (see Freeman/Schettkat 2001).

Conclusions

Many welfare state institutions are blamed for
causing labour market inefficiencies and conse-
quently high unemployment in Europe. Closer
inspection reveals, however, that the impact of wel-
fare state institutions on economic performance
and employment is not as clear-cut as some ana-
lysts suggest. At both the theoretical and the
empirical level, the picture is ambiguous, and this
study must conclude that the empirical evidence in
support of the idea that European unemployment
is caused by European welfare state mechanisms is
extremely weak.4 Ranking 20 OECD countries in
terms of the “usual suspects” (i.e. redistribution,
the level of minimum wages, employment protec-
tion, disposable minimum-wage income relative to
net transfers, and net unemployment replacement
rates, for details see Schettkat 2002) and correlat-
ing them with the ranks of the unemployment rates
suggests a very diverse picture (Table 2) more in
line with multi-peak than with the one-peak eco-
nomic fitness landscape.

There are only two significant (at the 10 percent
level) rank correlations in the table. One is
between inequality of market incomes and the
unemployment rate in 1999. Here, however, the
coefficient has a positive sign, meaning that higher
unemployment goes together with higher inequali-
ty. The situation is similar for wage differentials
(D9/D1): again higher wage differentials correlate

positively with unemployment rates in 1980 but not
in other periods. In short, the rank correlations
between institutional variables, which may be
taken to represent the “usual suspects”, do not
show the expected impact on unemployment rates.
For itself, of course, these correlations would be at
best a hint that the deregulationists’ claim of the
negative labour market effects of welfare state
institutions may not hold. However, given the the-
oretical ambiguity and the undetermined empirical
evidence, the correlations in Table 2 may rather be
taken as a summary of the argument: The relation
between welfare state institutions and labour mar-
ket performance is highly complex and deducing
its impact from the perfect market model may be
very misleading.

However, there may be many reasons why the
alleged negative effects of welfare state institutions
are not confirmed in the analysis. First of all, the
indicators used for institutional arrangements are
at best approximations, and it may well be that the
concerted action of institutions creates effects
undiscovered in the analysis of individual institu-
tions (system effects). In general the information
on institutions is weak and for inter-temporal
analysis hardly available. Furthermore, little is
known about the complex interaction of institu-
tions and economic variables, which may in fact
depend on the macroeconomic situation (see
Blanchard/Wolfers 2000). In many analyses this
problem is circumvented by referring to the per-
fect market model. Compared to the perfect mar-
ket situation, any deviation from “perfect market”
institutions is deemed to be a rigidity and the typi-
cal analysis following this approach creates a long
list of such deviations. The message then is to shape
the world according to the perfect market model,
usually ignoring “natural imperfections”. The
deregulationists’ view gains its strength from the
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Table 2
Correlation coefficients for country rankings, unemployment rates

and for major institutional variables, 20 OECD countries

Unem-
ployment

rate

Inequality
market
incomes

Redistri-
bution

Employment
protection

Wage
differentials

(D9 / D1)

Minimum
wage/

average
wage*

Disposable
minimum wage-

income/net
transfers*

Net
replacement

rate*

1980 0 0 0 + 0 0 0
1990 0 0 0 0 0 0 0
1999 + 0 0 0 0 0 0

* = for a single.

Source: Computations based on OECD countries listed in Schettkat 2002.

4 This result is in line with previous studies, see Schettkat 2002 for
references.
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theoretical comparison of real world institutions
with the perfect market model, supported by
sketchy empirical examples. If the perfect model
were correct, globalised capitalism would indeed
select the most efficient institutions and countries
would have nothing to choose from. The national
institutions would converge to the one optimal
arrangement. However, real markets suffer from
natural imperfections and many institutions may
have been introduced to compensate for these
imperfections, which also provide freedom for dif-
ferent national institutional arrangements.

It can be concluded that knowledge of the impact
of institutional arrangements on economic vari-
ables needs to be improved and presented in
detailed bi-country studies (e.g. Freeman/Schettkat
2002). There is also a need for a better understand-
ing of “how markets really work” (Gordon 1990) as
it is expressed in the program of many microeco-
nomic studies. However, institutions will always
have many “side-effects” – both positive and nega-
tive – which will be hard to identify and even hard-
er to quantify.
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THE CONTINGENCY

THESIS OF COLLECTIVE

BARGAINING

INSTITUTIONS

FRANZ TRAXLER*

Employment-enhancing policies are a collec-
tive good. Hence, they are burdened with a

collective action problem. While there is general
interest in a high level of employment, any single
actor in the labour market may be tempted to take
a free ride, thus externalising the costs of employ-
ment policies to the “others”. The possibility of
overcoming this collective action problem depends
on whether institutions exist that set an incentive
for the actors to co-operate for the sake of employ-
ment (that is to internalise the costs of their self-
interested strategies).

In this respect, the institutions devised to regulate
bargaining over employment terms have attracted
attention, since labour costs are commonly
assumed to affect (un)employment. From a cross-
nationally comparative perspective, the bargaining
institutions are all the more interesting, since their
structures vary widely throughout the OECD
countries. To the extent to which these institution-
al differences translate into differences in labour
cost growth, they are also expected to bring about
differing employment effects according to neo-
classical reasoning.

The complexity of bargaining and its institutional
implications

To study the comparative impact of (national) dif-
ferences in the bargaining institutions on unem-
ployment, one has to clarify the dimensionality of

the collective action problem of bargaining. In

principle, co-operation on behalf of employment

(that is internalising the negative externalities of

distributional conflicts) involves three types of

interaction: (a) the interaction between the mani-

fold bargaining units; (b) the interaction between

these bargaining units and political and monetary

authorities; and (c) the interaction between the

representatives of each bargaining unit and their

rank-and-file.

Mainstream reasoning on the socio-economic

effects of the bargaining institutions has focused

on the interaction of type (a) and (b). In the case of

type (a) the debate has concentrated on centralisa-

tion as the decisive institutional property of bar-

gaining (Cameron 1984, Calmfors and Driffill

1988). Other accounts have argued that coordina-

tion of the distinct bargaining units matters more

than centralisation, when it comes to internalising

negative externalities (Soskice 1990). From this

perspective, cross-sectoral centralisation (under-

stood as the level at which the collective agree-

ment is formally concluded) is just one special

form of macroeconomic coordination among

other, more decentralised forms of coordination.

Other contributions have emphasised that the

effectiveness of macroeconomic coordination is

contingent on the sectoral structure of the econo-

my, i.e. the relative strength of the internationally

exposed sector and the sheltered sector (Garrett

and Way 1995). Research on the interactions of

type (b) has focused on how alternative bargaining

institutions relate to alternative political regimes,

mainly operationalised as party composition of

governments (Lange and Garrett 1985) and to

alternative monetary regimes, generally opera-

tionalised as the degree of central bank indepen-

dence (Hall and Franzese 1998).

The studies of both interaction type (a) and type

(b) centre on how the elites (that is the represen-

tatives) of the employees, the employers and other

actors interact with one another. Therefore they

refer to what one may call the horizontal dimen-

sion of the collective action problem of bargaining.
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In comparison to this, type (c) represents the verti-
cal dimension of the problem: the interaction
between the representatives of the employees and
employers and their rank-and-file. Effective co-
operation requires resolving the horizontal as well
as the vertical co-operation problem. Coordination
efforts launched by the elites of the two sides of
industry cannot work without the support from
their rank-and-file. The economic incentives for co-
operation set by the government and the central
bank , as described in studies dealing with interac-
tion (b), can hardly stimulate such support, since
they merely address the representatives of organ-
ised business and labour. The vertical problem of
collective action remains thus endemic: any indi-
vidual contract or any local collective agreement
may bypass higher-level agreements on co-opera-
tion. Empirical evidence suggests that the vertical
problem is even more severe than the horizontal
problem. When experiments with income policy
and “pacts” on wage moderation and employment
fail, they usually do so due to insurmountable
problems of vertical co-operation manifest in
excessive wage drift, wildcat strikes and other
forms of non-compliance.

This means that the vertical problem deserves no
less attention than the horizontal problem, which
has been so hotly debated in the literature.
However, one might question this point by arguing
that it is precisely the centralisation of bargaining
at the cross-sectoral level that resolves both prob-
lems at once. Such reasoning overestimates the
governance capacity of hierarchy, as formalised in
centralised structures, in a context of voluntary
institutions: the central-level parties to collective
bargaining (i.e. the peak associations of the unions
and employer organisations) are usually voluntary
associations which can hardly bind their members
simply by fiat (Crouch 1993). Moreover, the impact
of centralisation on coordination is contradictory.
On the one hand, centralisation fosters attempts at
horizontal coordination, since central-level actors
tend to internalise externalities due to their
encompassing domain (Olson 1982); on the other,
growing centralisation can even exacerbate the
problems of vertical coordination for a variety of
reasons. The opportunity of the rank- and-file to
participate in the association’s decision-making
process decreases with growing centralisation. As a
consequence, the propensity of the rank- and-file
to comply with decisions (i.e. central-level collec-
tive agreements) will decline. Furthermore, cen-

tralisation tends to politicise bargaining, since the
influence of organisational politics and ideology on
the demands and bargaining outcomes grows,
while market forces will become less influential in
determining the bargaining process. Centralisation
also renders the distributional outcome of a certain
agreement more transparent (Rueda and
Pontusson 1997). All this fuels distributional con-
flicts among the distinct groups covered by the
central agreement and thus threatens to under-
mine the agreement’s effectiveness.

The contingency hypothesis on the performance
of bargaining

The upshot of the above reasoning is that the hor-
izontal collective action problem of bargaining and
the vertical problem must be treated as two dimen-
sions which are independent of each other because
they each impose a conflicting logic of collective
action on the bargaining units. While centralisation
facilitates horizontal coordination, it makes any
vertical coordination more difficult. This brings us
to four hypotheses on the performance of bargain-
ing, i.e. the ability of bargaining to internalise
externalities.

– The performance of any kind of horizontal coor-
dination efforts is contingent on whether the
vertical problem of coordination can be
resolved.

– The economic performance of horizontally
coordinated, centralised bargaining systems will
be superior only, when effective means of verti-
cal coordination are given. If they are lacking,
then the performance of such systems will be
worse than any alternative setting.

– Due to their conflicting logic, resolving the ver-
tical problem of coordination requires special
mechanisms which are distinct from those
designed to cope with horizontal coordination.

– For the above reasons, voluntary institutions
such as unions and employer associations are
hardly able to assure effective vertical coordina-
tion. Hence, they need external support which
no other actor than the state can provide. This
need increases with growing degrees of central-
isation. Therefore the performance of horizon-
tally coordinated, centralised bargaining is con-
tingent on state provisions for ensuring vertical
coordination (i.e. compliance of lower-level
actors).



Comparative empirical research based on an elab-
orate data base ( covering 20 OECD countries for
the period from 1970 to 1996) (Traxler 2002;
Traxler 2003; Traxler, Blaschke and Kittel 2001)
strongly supports the contingency thesis with
regard to both types of horizontal interaction.
When summarising these findings in the following
paragraphs, we cannot go into details of either
operationalisation or econometric model specifica-
tions for the sake of brevity. Most importantly, the
capacity for vertical coordination is opera-
tionalised as “statutory bargaining governability”.
This is based on Traxler and Kittel (2000), who
have shown that statutory provisions for legal
enforceability of collective agreements and for the
peace obligation during the agreements’ validity sig-
nificantly improve the capacity for vertical coordina-
tion (i.e. bargaining governability). The measure of
bargaining centralisation is taken from Traxler,
Blaschke and Kittel (2001). According to an assess-
ment of alternative centralization measures this is
one of the two best measures available (Kenworthy
2001). Performance is measured in terms of growth
of unit labour costs, inflation and unemployment.
Since the results for these performance indicators, as
found by the above studies of the contingency thesis,
point to the same direction, they can be discussed
altogether. It should be noted, however, that the
explanatory power of the models is lower (but still
statistically significant) in the case of unemploy-
ment, as compared to labour costs and inflation. This
indicates that bargaining has primarily nominal
effects, whereas unemployment is
also strongly affected by other fac-
tors such as macroeconomic
demand (Soskice 2000).

As already mentioned, there is a
debate on whether centralisation
or coordination actually matters,
as far as type (a) of the horizontal
interaction process is concerned.
Hence, it is reasonable to apply
the contingency hypothesis to
centralisation as well as coordina-
tion of bargaining. The results for
centralisation are documented in
Figure 1. Most essentially, bar-
gaining centralisation brings
about its widely presumed benefi-
cial effects only when backed by
high bargaining governability (i.e.
effective vertical coordination).
Yet in industrial relations systems

burdened with low governability, performance sig-
nificantly declines with growing bargaining centrali-
sation, such that centralised bargaining is indeed the
worst case in these circumstances. Overall, the con-
tingency effect of bargaining centralisation is evident
in the fact that centralisation buttressed by effective
vertical coordination and centralisation plagued by
ineffective vertical coordination cause contrasting
performance outcomes (Traxler 2003). As an impli-
cation, the performance of effective and ineffective
vertical coordination progressively diverges, when
bargaining becomes more centralised.

Turning from centralisation to horizontal coordi-
nation in the broad sense, one has to specify its
possible manifestations. As the cross-national com-
parison of bargaining systems suggests, one should
differentiate between four main categories
(Traxler, Blaschke and Kittel 2001):

– The first category is peak-level coordination in
the course of which the peak associations of the
unions and employer associations have the lead-
ing role in the coordination process. Depending
on the number of actors involved, peak-level
coordination may be bipartite (which corre-
sponds with centralised bargaining), tripartite
(if the state joins the bargaining process as a
third party) or unilateral (when only one peak
of the two sides of industry is engaged in coor-
dination by means of internally synchronising
the bargaining policies of its affiliates).
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a) Macroeconomic performance measured in terms of growth of unit labour costs, inflation and unem-
ployment.
All figures are heuristic functions of the hypothesised relationship, since the degree of observed bar-
gaining centralisation relative to the theoretical zero and full centralisation is not known.

Source: Traxler (2003, p. 16).

Figure 1
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– There is also the possibility of coordination by
pattern bargaining, resting on the leading role of
a certain bargaining unit or a cartel of contigu-
ous bargaining units below peak level. In most
countries where pattern bargaining takes place,
the bargaining units representing the metal
industry set the pattern for bargaining in the
other sectors of the economy.

– Third, horizontal coordination may authorita-
tively be imposed by the state within a statutory
framework of compulsory income policies.
State-imposed coordination thus contrasts with
the above forms of voluntary coordination.

– Finally, collective bargaining may remain unco-
ordinated.

Figure 2 shows the performance of these four cate-
gories of bargaining, as found by cross-nationally
comparative analysis (Traxler, Blaschke and Kittel
2001, Traxler and Kittel 2000). In a way analogous
to bargaining centralisation, there is a contrasting
performance effect of peak-level coordination,
depending on whether bargaining governability is
high or low. This is because all forms of peak-level
coordination are comparatively centralised set-
tings. As regards the other categories, bargaining
governability is insignificant. In the case of pattern
bargaining this follows from its rather decen-
tralised coordination mode, such that it needs less
vertical coordination than its peak-level counter-
part. There is no significant interaction of bargain-
ing governability with state-imposed coordination,
since both horizontal and vertical compliance is

authoritatively enforced under these circum-
stances. Last but not least, any provision for verti-
cal coordination is pointless in a context of unco-
ordinated bargaining. This means that the contin-
gency effect is present only as far as peak-level
coordination is concerned. The findings also indi-
cate that there is no “one best way” of bargaining.
Peak-level coordination backed by high govern-
ability as well as pattern bargaining show above-
average performance. However, peak-level coordi-
nation performs worst, if governability is low. In
comparison to these settings, uncoordinated bar-
gaining and state-imposed coordination record an
average performance.

The findings on centralisation (Figure 1) comple-
ment the findings on horizontal coordination
(Figure 2). This is because the scale of the contin-
gency effect of vertical coordination increases with
centralisation. As the detailed quantitative analysis
reveals (Traxler 2003): distinct degrees of centrali-
sation do not differ significantly in performance,
when bargaining governability is high; likewise,
rather decentralised forms of bargaining do not
show significant differences in performance,
regardless of whether bargaining governability is
high or low. This confirms the proposition that
there are functionally equivalent settings.
Depending on the given configuration of bargain-
ing governability, the performance of decentralised
bargaining may be similar to more centralised set-
tings.Therefore, centralisation (in combination with
high governability) is just one specific form of
effective coordination along with other, more
decentralised modes of coordination.

Empirical research in the contin-
gency hypothesis has also
addressed type (b) of the hori-
zontal interaction process. In this
respect, the focus is on the inter-
action between bargaining coor-
dination and the monetary
regime (Traxler, Blaschke and
Kittel 2001, Traxler 2002). Put
more specifically, the question is
whether alternative bargaining
settings differ in their respon-
siveness to monetary signals, that
is, in their ability to internalise
the economic effects of a given
monetary regime. The finding
(which is common to differing
model specifications of this ques-

Figure 2



tion) is that the main divide is between horizontal-
ly coordinated and uncoordinated bargaining sys-
tems. While uncoordinated bargaining is not
responsive to the monetary regime, any category of
coordinated bargaining is responsive in the way one
would expect: a shift to a more restrictive monetary
regime significantly dampens labour costs and
inflation. The explanation for this divide is that a
strategic interaction between the bargainers and
the central bank is possible only in a situation of
coordinated bargaining. Given uncoordinated bar-
gaining, it is not rational for any single bargaining
unit to internalise monetary policy effects because
none of the numerous units is so encompassing that
its bargaining policy has a noticeable macroeco-
nomic effect. Conversely, the monetary authorities
cannot deliberately target the bargainers due to the
fragmentation of the bargaining system. In contrast
to this, the macroeconomic relevance of coordinat-
ed bargaining sets an incentive for the bargainers to
respond to the monetary regime. Likewise, the
monetary authorities can strategically target the
bargainers. It is worth mentioning that the distinct
categories of voluntary coordination differ in what
kind of monetary parameter they are responsive to.
Whereas peak-level coordination with high govern-
ability and pattern bargaining significantly interact
with the degree of central bank independence, peak-
level coordination with low governability responds
far more to actual monetary policy (Traxler 2002).
This difference reflects the differing capacities for
internalising externalities, as summarised in Figure 2:
Due to their high capacity for wage moderation,
peak-level coordination with high governability and
pattern bargaining are best prepared to anticipate
the consequences of monetary conservatism, as insti-
tutionalised in an independent central bank. Peak-
level coordination characterised by low governabili-
ty is less able to do so because of poor capacity for
vertical coordination. Hence, an actual shift to
restrictive monetary policy is needed to moderate
wage demands in this case. In other words, monetary
contraction may compensate for a lack of high bar-
gaining governability, insofar as this enables peak-
level coordination to internalise externalities even
when bargaining governability is low.

Turning from the nominal to the real effects, one
finds a result analogous to that for interaction (a) of
the bargaining process: the effect on unemploy-
ment of the interaction between bargaining and the
monetary regime is less clear than in the case of
labour costs and inflation. What can be said, how-

ever, is that a conservative (that is stability-orient-
ed) monetary regime is most likely to cause signifi-
cant real costs (in terms of growing unemployment)
in a situation of uncoordinated bargaining. This is
because any possibility of strategic interaction is
absent. Hence, the monetary authorities can disci-
pline uncoordinated bargaining only ex post by
means of monetary contraction bringing about an
increase in unemployment which in turn signifi-
cantly restricts the scope for further wage increases.

Conclusions

There are two main conclusions that can be
derived from the above findings. In scholarly
respects, they explain why recent elaborate studies
which have focused on the horizontal interaction
of the bargaining process have not found any sys-
tematic effect of bargaining on performance
(OECD 1994, 1997, Traxler and Kittel 2000,
Traxler, Blaschke and Kittel 2001). This is because
centralisation as well as coordination of bargaining
produce contrasting performance effects, contin-
gent on their capacity for vertical coordination.
This underscores the need to combine studies in
the performance of bargaining with a systematic
analysis of the problem of vertical coordination in
general and rank-and-file compliance in particular.

As regards policy implications, the conclusion is
that debates on the reform of bargaining cannot
simply centre on the degree of centralisation or
coordination. Given the contingency of bargain-
ing effects, the outcome of a certain change in the
bargaining system may significantly vary with the
context (i.e. the existing statutory framework for
bargaining governability and the monetary
regime). For instance, the decentralisation of bar-
gaining, which has become so popular as a means
of improving performance, may even deteriorate
the macroeconomic performance of a bargaining
system under certain circumstances. In particular,
this holds true for decentralisation causing a shift
from coordinated to uncoordinated bargaining in
the case of systems capable of effective vertical
coordination. Moreover, the above findings indi-
cate that institutional differences in the bargain-
ing systems translate into nominal rather than
real performance effects. This suggests that the
reform of bargaining can hardly be seen as the
focal policy area, when it comes to stimulating
employment.
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EVASION OF VALUE-ADDED

TAXES IN EUROPE:
IFO APPROACH TO

ESTIMATING THE EVASION

OF VALUE-ADDED TAXES ON

THE BASIS OF NATIONAL

ACCOUNTS DATA (NAD)

ANDREA GEBAUER*

RÜDIGER PARSCHE**

Value-added tax is among the most remunerative
of taxes and thus plays a leading part in many tax
systems. Consequently, small increases or even
reductions in revenues, the latter almost certainly
due primarily to tax evasion in the VAT sector and
especially to carousel fraud1, create considerable
commotion. However, almost no official figures are
available for estimating the extent of VAT evasion.
Some time ago, therefore, the Ifo Institute devel-
oped a new approach to calculate the loss in tax
revenues in the VAT sector via a macroeconomic
estimate of theoretical tax revenues on the basis of
the NAD, and quantified tax evasion rates for
selected EU countries (Nam et al. 2001;
Dziadkowski et al. 2002). In measuring the theo-
retical revenues from VAT, the macroeconomic
basis for VAT assessment was initially derived
from national accounts data, input-output tables
and special statistics. This allowed a relatively pre-
cise calculation of the weighty blocks of the theo-
retical assessment basis, i.e. purchases by private
households as well as intermediate input and
investments by the state, credit institutions and
insurance companies not eligible to input-tax
deduction.

The next step was to split the principal components
of national accounts data (private consumption,
intermediate input and investments by the state,
credit institutions and insurance companies, pri-
vate non-profit organizations as well as the other

sectors not eligible to input-tax deduction2) up into

tax-liable and tax-exempt items. The theoretical

VAT revenues could then be derived by assigning

the corresponding (normal or reduced) tax rates to

the tax-liable components. If an item cannot be

unequivocally assigned to a single tax rate, but con-

sists of various sub-items subject to different tax

rates, then a weighted VAT rate must be applied.

The weighting is either determined from more

detailed statistical sources or is estimated.

After a flat-rate adjustment of the revenue differ-

ences due to the gaps between the original and

cash-point values of the VAT as well as to payment

periods, their overruns, extensions or temporary

tax waivers (especially due to insolvencies), an ex

post facto estimate of the hypothetical VAT rev-

enues in selected EU countries was obtained and

presented in Table 1.

The collection rate could then be determined by

comparing the collected revenue (on the basis of the

rate-setting country) with the estimated revenue:

Collection rate = Collected VAT revenue � Hypothetical VAT revenue

Because this collection rate will always be less than

100 percent, the difference is obtained as the tax

evasion rate:

Tax evasion rate = 100 – Collection rate (%).

The VAT evasion rates determined in this way for

selected European countries during the period 1994

to 1996 (1991 to 1993) are also shown in Table 1.

A closer examination of these results reveals that

very different levels of VAT evasion can be

observed in the various European countries. Thus

the evasion rates recorded during the investigated

period extend over a large range from 0.4 percent

(cf. Great Britain 1991) to 35.5 percent (cf. Italy

1992). It is also remarkable that the country-specif-

ic evasion rates remained relatively stable during

this period. Thus the Netherlands, Denmark and

France show very low evasion rates throughout

this period, whereas Italy, Spain and Belgium are

uncontested front-runners with particularly high

evasion rates. Moreover, a certain south-north gra-

dient can be observed with regard to VAT evasion,

so that evasion rates tend to decline the further

north the country lies. Only Belgium, whose eva-

sion rate rose from 18.0 to 20.1 percent during the

investigated period, is a clear exception to this pat-
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tern with an evasion rate significantly higher than
its immediate neighbours.

In general, however, increasing rates of tax evasion
can be noted in some countries during the period
examined. Thus the German rate rose from 1.6 per-
cent in 1994 to 7.5 percent in 1996. Only in the
Netherlands did the VAT evasion rate drop signifi-
cantly during the examined period from 3.8 percent
(1994) to 1.6 percent (1996).A slight decline was also
observed in the case of Denmark, where the rate
dropped from 4.5 percent to 3.8 percent. In addition,
small reductions could be observed between 1995
and 1996 in the cases of Greece and Spain, although
these are hardly significant in view of the very high
evasion rates existing in these countries.The assump-
tion of a generally increasing rate of VAT evasion in
the single market (Europäische Kommission 2001) is
also supported by new results from Germany. They
show an increase of the evasion rate from 7 percent
to 9.5 percent in the period from 1997 to 2001 (cf.
Table 2), although it should be noted that there is
only a limited degree of direct comparability with
earlier results due to the change in the macroeco-

nomic accounting system which had taken place in

the intervening period.

A closer look at the year-by-year development of the

German tax-evasion rate reveals a certain slowdown

in the increase in VAT evasion in the period from

1997 to 2000, or at least no further sign of the signif-

icant rise observed for the earlier period. A tempo-

rary significant decline of this rate can even be seen

in 1999. However, it must be noted that this result

was affected by changes in taxation law relating to

the tax-assessment basis which yielded additional

revenues (cf. Tax Relief Law 1999/2000/2002). As the

estimate of the hypothetical revenues included the

assumed additional VAT revenues produced by the

changes in this law, the decline in evasion rate may

be due to a certain underestimation of these rev-

enues. Since the year 2000, however, a significant rise

again occurred, and the evasion rate even reached a

record level of 9.5 percent in the year 2001.

Explaining the diverse rates of VAT evasion in an
international comparison 

The fact that a certain north-south gradient can be

observed in VAT evasion rates is not surprising. Thus

Italy and Greece are characterized by a relatively low

tax morale of their citizens, complicated legislation

and an inefficient tax administration as well as high

inflation coupled with automatic wage adjustments.

These factors are the principal reasons for the high

and repeatedly censured tax evasion rates in these

countries (Spanakakis and Martelli 1981). Italy in

Table 1
Comparison of hypothetical VAT revenue with collected revenue for 1994-96 (in billions of the national currency)

1994 (1991) 1995 (1992) 1996 (1993)

Hypothe-
tical

revenue

Collected
revenue

Evasion
rate
(%)

Hypothe-
tical

revenue

Collected
revenue

Evasion
rate
(%)

Hypothe-
tical

revenue

Collected
revenue

Evasion
rate
(%)

Belgium (BEF)
Denmark (DKR)
France (FF)*
Germany (DM)
Great Britain (GBP)*
Greece (DRS)
Italy (ITL)*
Netherlands (HFL)
Portugal (ESC)
Spain (PTS)

667.3
95.7

560.3
239.6
38.7

2,160.0
121,448.8

42.7
1,259.1
4,482.2

547.3
91.4

514.8
235.7
38.5

1,735.5
81,112.0

41.1
1,084.5
3,569.0

18.0
4.5
8.1
1.6
0.4

19.8
33.2

3.8
13.9
19.2

686.4
99.6

569.1
247.3
41.1

2,438.8
130,373.7

44.3
1,408.6
5,127.8

549.8
95.4

520.9
234.6
39.3

1,939.6
84,062.0

43.6
1,225.6
3,791.0

19.9
4.3
8.5
5.2
4.4

20.5
35.5

1.7
13.0
24.6

720.3
105.1
571.1
256.3
43.5

2,712.1
133,594.1

47.3
1,509.0
5,404.8

575.8
101.2
515.1
237.1
40.7

2,160.5
86,947.0

46.5
1,273.8
4,080.0

20.1
3.8
9.8
7.5
6.5

20.3
34.9

1.6
15.6
24.0

*Values for 1991–93.

Source: Nam, Parsche and Schaden (2001), Measurement of Value Added Tax Evasion in Selected EU Countries on
the Basis of National Accounts Data, ifo studies 47 (2), p. 135.

Table 2
   VAT evasion in Germany in the years 1997 to 2001

Tax evasion rates (%)

1997 1998 1999 2000 2001

Tax evasion
rate 7.0 7.0 5.9 7.4 9.5

Source: Calculations of the Ifo Institute.



particular has repeatedly made headlines in the
past by attempting to clean up its national budget
by means of tax amnesties. As such amnesties tend
to reward dishonesty because they offer no incen-
tives to return to an honest payment of taxes. They
can undermine the entire tax system and in the
long term even lead to lower tax revenues or force
the state to impose excessive tax rates. All this
leads in the extreme case to a situation in which
ever more people become tax evaders, in particular
because they do not see why they should compen-
sate the evasions of others and can also be rela-
tively sure that the next amnesty will soon be
forthcoming. In fact, the Italian attempts to deal
with the problem are blatantly unsuccessful: they
merely represent a source of funds for the short-
term improvement of the domestic budget. This is
evident from the fact that the rate of tax evasion
rose significantly after the last major amnesty of
1991, which allowed the evaders to escape the con-
sequences of their tax crimes without having to
declare their real income or assets situation.

Another major reason for the different trends in
the various countries could lie in the varied densi-
ty of monitoring. Thus Germany experiences prob-
lems in this regard due to its federal structure and
the associated separation of monitoring responsi-
bilities. These problems are in many cases exacer-
bated still further by insufficient staffing of the
responsible authorities, obsolete technical equip-

ment and incompatible computer systems. In con-
trast, Scandinavian countries such as Denmark
apply a very rigid state monitoring system which
makes fiscal fraud significantly harder. France too
appears to possess advantages in this sector thanks
to its highly centralized administration.

As against this, the differences in VAT rates appear
to be of secondary importance in explaining the
different evasion rates (cf. Table 3). Although both
Belgium and Italy have very high VAT rates, pre-
cisely a country such as Denmark, which has no
reduced rate and also has the highest normal rate
by a wide margin, namely 25 percent, has one of
the lowest tax evasion rates. The relatively high
evasion rates in Spain and Portugal cannot be
explained by particularly high VAT rates either. In
fact, their VAT rates are among the lowest in
Europe, at 16 percent and 18 percent respectively.

“Long frontiers” cannot be used as an argument
for differences in evasion rates either, for then
countries such as Germany and France would have
an equally poor showing as Italy and Spain, and
Belgium would do significantly better. However,
no such picture emerges from the results obtained.

All in all, these differences really do seem to result
mainly from the differing attitudes of the popula-
tion to paying taxes as well as from differences in
monitoring density.
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Table 3
VAT rates in selected European countries (July 1, 2002)

Tax rates  in %
Country Local name for VAT

Normal rate Reduced ratesa) Zero rateb)

Belgium Taxe sur la valeur ajoutée (TVA) or Belasting
over de toegevoegde waarde (BTW) 21 1 ; 6 ; 12 Yesc)

Denmark Omsaetningsavgift (MOMS) 25 - Yesc)

France Taxe sur la valeur ajoutée (TVA) 19.6 2,1 ; 5,5 –

Germany Umsatzsteuer 16 7 –

Great Britain Value added tax (VAT) 17.5 5 Yes

Greece Foros prostithemenis axias (FPA) 18 4 ; 8 Yes

Italy Imposta sul valore aggiunto (IVA) 20 4 ; 10 Yesd)

Netherlands Omzetbelasting (OB) or Belasting over de
toegevoegde waarde (BTW)

19
6 –

Portugal Imposto sobre o valor acrescentado (IVA) 19 5 ; 12 –

Spain Impuesto sobre el valor añadido (IVA) 16 4 ; 7
a) Especially for certain groups of essential goods and for certain social and cultural services. – b) Zero rate = Tax
exemption with input tax deduction. This is mentioned here only where it applies not only to export rates but also to
certain domestic rates. – c) For newspapers. – d) For construction land, raw gold, metal waste.

Source: Federal Ministry of Finance (2002), Fachblick Finanz- & Wirtschaftspolitik: Die wichtigsten Steuern im
internationalen Vergleich, p. 34.
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Assessment of the Ifo approach to estimate
VAT evasion

A major problem in estimating VAT evasion by
national accounts is naturally the availability of the
necessary data. Within the scope of the calculations
presented here, the VAT revenues were estimated
exclusively on the basis of official statistics. There
are naturally certain limits to such an approach, as
these statistics are as a rule highly aggregated and
the fine points relevant to taxation (tax-free vs.
tax-liable supplies, normal vs. reduced rates) are
not always evident from the publications. In such
cases, estimates must be made. In addition, a series
of individual regulations relevant to VAT were not
quantified within the scope of this calculation.

Beyond this, the macroeconomic accounting proce-
dures applied in the various European countries do
not have a standardized structure but are character-
ized by national peculiarities which must be consid-
ered in the estimate but are often not recognizable
at first sight. In addition, the quality of the estimate
naturally depends on the available data.

A comparison of the results obtained by the Ifo
Institute with those of Schneider and Enste (2000),
who used a currency-demand approach to calcu-
late the GNP share of the total shadow economy,
reveals great similarities. Naturally these results
are not comparable in an absolute sense, for the
Schneider-Enste approach ultimately covers a
much broader area, although VAT evasion almost

certainly comprises a considerable part of it.
However, if the selected European countries are
ranked in ascending sequence according to the
rates determined by both methods, i.e. the country
with the highest rate is assigned the lowest num-
ber, significant parallels become evident even if
100 percent agreement is not obtained (cf.
Table 4). Both approaches show that Italy, Greece
and Spain take up the first three positions, fol-
lowed by Belgium and Portugal, although the
sequence is slightly changed around and France is
located in the midfield area in both methods. The
Ifo approach shows that particularly low evasion
rates are found in the Netherlands, preceding
Great Britain and Denmark, whereas the
Schneider-Enste approach shows Great Britain
followed by Germany and the Netherlands. Great
Britain at least has a very good showing in both
cases.

The comparison of tax evasion rates together with
other calculations on the general shadow economy
allows the conclusion to be drawn, despite the dif-
ferences in the survey methods and approaches
applied, that the tax evasion rates estimated by the
Ifo Institute are relatively well founded.

As the various tax evasion rates not only give rise
to national problems but also affect the other EU
countries via the calculation of the EU’s capital
resources, all EU member states would be well
advised to initiate a joint initiative against tax eva-
sion in general and VAT evasion in particular.3

Although relevant impulses have repeatedly come
from the European Commission, among others, it
would seem that insufficient (international) coop-

Table 4
Estimated VAT evasion and shadow economies in selected EU countries (1994–96)

Belgium Den-
mark France Germany Great

Britain Greece Italy Nether-
lands Portugal Spain

VAT evasion rate
in %: mean values
for 1994–96

19.3
(4)

4.2
(8)

8.8*
(6)

4.8
(7)

3.8*
(9)

20.2
(3)

34.5*
(1)

2.4
(10)

14.2
(5)

22.6
(2)

Share of the shadow
economy as a % of
GNP: mean values
for 1994–95 deter-
mined by the curren-
cy-demand approach

21.5
(5)

17.8
(6)

14.5
(7)

13.5
(9)

12.5
(10)

29.6
(1)

26.0
(2)

13.7
(8)

22.1
(4)

22.4
(3)

* Mean values for 1991–93; ranking in brackets.

Source: Nam, Parsche and Schaden (2001), Measurement of Value Added Tax Evasion in Selected EU Countries on
the Basis of National Accounts Data, ifo studies 47 (2); Schneider and Enste (2000), Shadow Economies: Size,
Causes and Consequences, Journal of Economic Literature 38   (1), p. 135.

3 Another reason for urgency is that enormous VAT revenues have
already been lost for a number of years due to inter-community tax
evasion models (especially carousel fraud).



eration continues to dominate the scenario at the
expense of joint efforts.
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TAXES AS A DETERMINANT

FOR FOREIGN DIRECT

INVESTMENT IN EUROPE

ANDREAS HAUFLER* AND

SVEN STÖWHASE** 

Introduction 

Not even ten years ago, James Markusen’s well-
known survey on the motives for multinational
firms to invest abroad concluded that “(t)here is
little support for the idea that risk diversification
or tax avoidance are important motives for direct
foreign investment” (Markusen 1995, p. 171).
Meanwhile, the evaluation of the importance of
taxes as a determinant for foreign direct invest-
ment (FDI) has changed markedly. Following
extensive theoretical research on tax competition
for internationally mobile capital1 a substantial
body of empirical work has appeared in recent
years which almost unanimously concludes that
high taxes have a significantly negative effect on
the likelihood of a country to attract FDI. Many of
the empirical contributions have explored the
determinants of US outward and inward foreign
direct investment (see Hines 1999 for an
overview), but recently there have also been sever-
al studies that analyze the location decisions of
EU-based multinationals within Europe (De
Mooij and Ederveen 2001).

The increasing policy interest in the link between
taxes and FDI results from high unemployment in
Europe, which governments hope to alleviate by
attracting sufficiently large FDI inflows. Moreover,
it is widely believed that FDI inflows into a coun-
try have positive productivity spillovers on domes-
tic firms, and this proposition is generally support-
ed by the existing econometric evidence (Görg and
Strobl 2001). Taken together these presumably
positive effects of FDI are able to explain the
increasing willingness of potential host countries to
grant tax breaks or outright subsidies to multina-
tional firms that open up a new plant in their juris-

diction. At the same time, however, there is
increasing concern both among academics and pol-
icymakers that multinational firms avoid taxes
unduly through strategic tax planning and profit
shifting to low-tax countries.2

In this research report we argue that the complex
links between FDI and the tax systems of alterna-
tive host countries require a disaggregated empiri-
cal analysis that carefully distinguishes between
different sectors in which FDI takes place, and
between different motives for undertaking the
investment. The results that have so far been
obtained in the research project3 indicate that
investments undertaken in different sectors of the
economy respond with very different elasticities to
tax incentives (Stöwhase 2003). Moreover, an FDI
activity undertaken for the purpose of production
responds to a broad range of tax incentives where-
as an FDI activity whose primary purpose is to sup-
ply internal services to the multinational enterprise
(MNE) responds primarily to the statutory tax rate
(Stöwhase 2002). This last finding is consistent with
international profit shifting and it also demon-
strates the need to distinguish between different
measures of the tax burden in a given host country.

Alternative tax rate measures 

The natural starting point for a discussion of mea-
sures of corporate taxation is the statutory tax rate
on corporate profits, summed over different levels
of government in a given country. A major advan-
tage of statutory tax rates is that data are readily
available, both over time and across countries.
However, statutory tax rates include neither differ-
ent depreciation allowances nor any other specifics
of the national tax codes and are therefore only a
very incomplete measure of the tax incentives
faced by multinational firms.4

More encompassing tax measures are so-called
effective tax rates. Broadly speaking, effective tax
rates take into account the differences between the
theoretical concept of pure economic profits and

* Andreas Haufler is Professor for Economic Policy, University of
Munich.
** Sven Stöwhase is researcher at the Department of Economics,
University of Munich.
1 For recent overviews, see Wilson (1999) and Haufler (2001).

2 See Hines (1999) for empirical evidence on profit shifting of US
multinationals.
3 The research is part of a project on “Fiscal federalism”, which
aims to devise fiscal rules for the EU taking account of both wel-
fare-theoretic and political-economic arguments.The project is car-
ried out jointly with Heinrich Ursprung (University of Konstanz)
and is financed by the German Research Foundation (DFG).
4 However, differences in statutory tax rates may be crucial when
FDI is primarily driven by incentives for strategic profit shifting.
This will be further discussed below.



the taxable income on which firms are actually

charged under the tax code of a given country. In

the presence of special tax breaks, accelerated

depreciation schemes and similar tax incentives,

taxable profits may be substantially lower than

pure economic profits, leading to diverging mea-

sures for statutory tax rates on the one hand and

effective tax rates on the other.

Effective tax rates can be divided into two cate-

gories, backward and forward looking tax mea-

sures. Backward looking tax measures use histori-

cal information about past profits and paid taxes to

compute effective tax rates. Mendoza et al. (1994)

divide total tax revenue from corporate income by

the reported surplus of the economy in any given

year to estimate a macroeconomic effective aver-

age tax rate, which is also referred to as an implic-

it tax rate. Analogously, it is possible to derive

microeconomic tax rates for individual firms using

actual tax payments and accounting data. These

firm-level data can then be aggregated to obtain

microeconomic effective average tax rates for one

or several industries.

Forward-looking measures of effective tax burdens

consider expected tax payments associated with

particular decisions made by the firm. King and

Fullerton (1984) were the first who computed

effective marginal tax rates (EMTR) with an

approach based on neo-classical investment theo-

ry. Given the tax code of a country and the interest

rate, they calculate the pre-tax rate of return of a

(hypothetical) marginal investment project that is
required to earn an after-tax return equal to the
interest rate. The EMTR is then defined as the dif-
ference between the required pre-tax rate of
return and the interest rate (the so-called “tax
wedge”), divided by the pre-tax rate of return.

By construction, the EMTR is especially relevant
when analysing the effects of taxes on incremental
investment decisions, for example plant expan-
sions. It fails, however, to capture the effects of
intra-marginal investments like the location deci-
sion of a multinational corporation. Devereux and
Griffith (1998a, 1998b) have therefore extended
the King-Fullerton methodology to account for
discrete investment choices. This results in effec-
tive average tax rates (EATR), which can be
roughly described as a weighted average of the
EMTR on the one hand and the statutory tax rate
on the other. A final, and methodologically differ-
ent, instrument to calculate forward-looking tax
measures is the European Tax Analyzer (ETA; see
Jacobs and Spengel 1999). The ETA computes the
tax burden of a model firm by simultaneously sim-
ulating all decisions of the firm, including produc-
tion and financial planning, and is therefore some-
what closer to industrial management.

Table 1 shows the ranking of nine EU countries
under different measures of corporate taxation.5
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Table 1
Country ranking by tax rate

Backward-looking Forward-looking

Average tax rates

[1]
Macroa)

(1991–97)

[2]
Microb)

(1998)

[3]
EATRc)

(2001)

[4]
ETAd)

(2001)
EMTRc)

(2001)

Statutory
(2001 tax rate

in
parentheses)

Minimum of
[1] – [4] (%)

Maximum of
[1] – [4] (%)

Austria 2 1 3 3 3 3 (34 %) 10.3 (micro) 27.9 (ETA)
Belgium 7 2 9 7 7 8 (40.2 %) 20.6 (micro) 34.5 (ETA)
France 5 7 5 8 5 6 (36.4 %) 23.6 (macro) 34.7 (ETA)
Germany 3 8 8 9 8 7 (38.3 %) 19.9 (macro) 34.9 (ETA)
Ireland 1 3 1 1 1 1 (28/10* %) 8.0 (EATR) 23.5 (micro)
Italy 8 9 4 2 2 9  (40.3 %) 27.6 (ETA) 43.9 (micro)
Netherlands 6 6 6 5 6 4 (35 %) 24.7 (macro) 31.0 (ETA)
Spain 4 4 7 5 9 4 (35 %) 20.6 (macro) 32.5 (EATR)
UK 9 5 2 3 4 2 (30 %) 25.7 (EATR) 38.4 (macro)

* Split tax rate
a) = Macroeconomic tax rates based on a modified version of Mendoza et al. (1994) methodology. Source: OECD
(2000, p. 31). – b) = Microeconomic tax rates based on firm level data. Source: CPB – Netherlands' Bureau for
Economic Policy Analysis, The Hague. – c) = Effective average and effective marginal tax rates – base case. Source:
Institute for Fiscal Studies, London. – d) = Effective average tax rates computed by the European Tax Analyzer.
Source: Commission of the European Communities (2001, p. 202).

5 The development of (different measures of) corporate taxation in
the period 1982-2001 is summarized and discussed in Devereux,
Griffith and Klemm (2002).
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Rank one is given to the country with the lowest
tax rate in the sample while rank nine labels the
country with the highest tax rate. As can be seen,
tax rates and the ranking of countries differ
markedly with the underlying tax measure. One
obvious case is Germany where the average tax
rate based on the backward-looking macroeco-
nomic approach is about 20 per cent, whereas the
effective average tax burden calculated from the
European Tax Analyzer is 15 percentage points
higher (34.9 percent). These differences are the
basis for the controversial discussion of whether
Germany is a high-tax country for corporations, or
not.6 The reverse pattern can be found in the
United Kingdom, where the tax rate on a hypo-
thetical investment project is rather low when
compared to other countries, but the macroeco-
nomic effective average tax rate is the highest in
our sample. There are a few countries which are
ranked consistently under each of the different tax
measures, such as Ireland and Austria (as low-tax
countries), or the Netherlands (as an intermediate-
tax country). However, for most countries in the
sample the evaluation of its tax burden, relative to
its neighbours, depends critically on the precise tax
measure used.

Taxes and FDI: The need for disaggregation

There are by now a great number of studies explor-
ing the determinants of US outward and inward
foreign direct investment (see Hines 1999). In con-
trast, there are still only a few analyses which focus
on the location decision of EU-based firms inside
Europe. Three examples of the latter are Bénassy-
Quéré et al. (2000) and Büttner (2002), who use
foreign direct investment flows as dependent vari-
able, and Gorter and Parikh (2001), who measure
the impact of taxes on the stock of foreign direct
investment. Although the econometric models are
specified differently, all these studies find a signifi-
cantly negative correlation between tax rates and
foreign direct investment on the basis of bilateral
country-to-country data. Hence, the studies focus-
ing on the distribution of FDI inside Europe gen-
erally confirm the result of earlier US studies that
high taxes tend to deter foreign investment.

Beyond this general result, however, few conclu-
sions are possible at this point. A severe constraint

for empirical work on FDI in Europe is data avail-
ability. Almost all existing studies on FDI in
Europe rely on aggregated data, which are collect-
ed at the national level by the OECD and EURO-
STAT. Since the underlying national statistics are
generally not harmonized, this raises the problem
of data comparability. Moreover, FDI is a very het-
erogeneous measure and using aggregate data for
the relationship between taxes and FDI cannot
answer the question whether some types of FDI, or
some sectors in which FDI takes place, are more
sensitive to tax differences than others.

For the United States, where data is often available
at the firm level, there are several studies docu-
menting the importance of a disaggregated
approach. In an early study, Papke (1991) analyses
the relation between state tax rates and new firm
births in five distinct industries of the US manu-
facturing sector. While a negative correlation
between taxes and new firm births is confirmed, on
average, in his pooled sample, the five industries
under consideration differ markedly in their
response to tax rates, indicating a strong variance
in the mobility of capital between the different
industries. More recently, Swenson (2001) finds
that although tax rates are generally negatively
related to FDI, the tax-sensitivity depends crucial-
ly on the type of FDI. Analysing FDI into the
United States, her results indicate that new plants
and plant expansions appear to be deterred by high
state taxes, while mergers and acquisitions are
instead positively correlated with tax rates.

This more complex, but also more insightful, rela-
tionship between an appropriate tax measure and
sector or transaction-specific FDI is the starting
point for the empirical research project on which
we report here. Stöwhase (2003) follows the disag-
gregated approach using sector specific data about
outward foreign direct investment flows from
Germany, the UK and the Netherlands into eight
European countries for the years 1995 to 1999. This
data set is constructed from EUROSTAT figures.
EUROSTAT has been able to extend and improve
the coverage of FDI flows throughout the last two
years and can now provide more detailed data in
some areas. However, the sample size is rather
small so that results should be interpreted with due
caution. The basic approach of this study is to sep-
arately estimate tax-elasticities for the primary,
secondary and tertiary sector based on the assump-
tion that differences in location factors determine

6 See the debate between Hettich and Schmidt (2001, 2003) and
Gutekunst, Hermann and Lammersen (2003).



the decision of an MNE where to invest (see
Dunning 1977; 1981). Thereby, the study controls
for differences in market size and factor costs
between host countries, and it also takes into
account pairwise fixed effects between the source
and the target country of the investment.7 The
study uses backward-looking microeconomic effec-
tive tax rates. The advantage of backward-looking
tax measures is that these rates have been empiri-
cally observed, rather than theoretically derived.
Additionally, focusing only on the tax payments of
local firms overcomes the problem that backward-
looking tax measures may be biased by cross-bor-
der profit shifting of MNEs.

The results of this study can be summarized as fol-
lows: (i) FDI in the primary sector (consisting of
agriculture, fishing, mining and quarrying) has a
tax elasticity of around zero, implying that FDI is
not driven by tax incentives. (ii) Investment in the
secondary sector (manufacturing) is negatively and
significantly affected by an increase in effective
taxation. The tax elasticity is around – 2, implying
that a one percent increase in the tax rate of the
host country decreases FDI by roughly two per-
cent. (iii) Compared to the secondary sector, FDI
in the tertiary sector (consisting of investment in
service industries such as transport, communica-
tion and financial intermediation) is even more
strongly affected by an increase in tax rates and the
tax elasticity for this sector is around – 3.

By weighing sector-specific elasticities with the
sector’s share of total FDI, we obtain an average
tax-elasticity of – 2.5. This average tax elasticity is
comparable to the results derived in more aggre-
gated studies.8 The results of the analysis are
graphically summarized in Figure 1.

What are the policy implications of obtaining sep-
arate tax elasticities for the three sectors? When
setting their tax rates, governments have to take
into account the effects of FDI on the local econo-
my. The spillovers most often mentioned are
increased demand for labour in the presence of
involuntary unemployment, and increases in pro-
ductivity that affect long-term economic growth.
Empirically, the existence of positive spillovers is

well documented (see Görg and Strobl 2001). Even
though empirical work on the possible transmis-
sion channels for these spillovers has only just
begun9, most observers argue that investments in
the primary sector have fewer positive spillovers
onto the rest of the economy than FDI in the other
sectors, and that technological spillovers are par-
ticularly high in the service sector. Using an undif-
ferentiated elasticity as the basis for tax planning
may therefore underestimate the gains from
attracting FDI, given the above-average tax elas-
ticity of the sectors which are likely to produce
most positive spillovers.10

Disaggregated FDI and its sensitivity to
tax burden measures

As pointed out above, the question of whether a
given host country is an attractive location for FDI
with respect to its corporate tax system will general-
ly depend on the precise measure of the capital tax
burden used.We have also seen that even if a unique
tax measure is used, the response of FDI to tax rate
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7 Pairwise fixed effects capture the specific relation between two
countries and include so called “weak” factors, such as culture and
language, which are hard to measure empirically.
8 De Mooij and Ederveen (2001) make the outcomes of several
empirical studies comparable and compute a mean tax-elasticity
around – 3.3.

Figure 1

9 Görg and Strobl (2002), for example, find empirical evidence that
positive spillovers from FDI to the local economy are transmitted
through worker mobility.
10 This can be important in studies that quantitatively compare the
tax concessions or subsidy payments granted to multinationals to the
benefits for the host country in terms of additional employment or
productivity spillovers. Haskel, Pereira and Slaughter (2002) make a
first attempt in this direction and find that the British government
has “oversubsidized” FDI in some recent high-profile cases.
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differentials may differ across economic sectors.
Taken together, these two results raise the further
question of whether different types of FDI respond
in different ways to alternative tax measures.

We have pursued this issue in a separate study
(Stöwhase 2002), which divides FDI into two cate-
gories, labelled “production” and “services”. This
study employs the database “Globalisation” col-
lected by the Rheinisch-Westfälische Institut for
Economic Research (RWI, see Döhrn 2001). Our
dataset covers foreign activities of German multi-
nationals in eight European countries11 for the
years 1991 to 1998 leaving us with a rather small
sample size. The advantage of this database is that
it is possible to distinguish between the economic
functions of the activity so that we can divide FDI
into investment intended to produce final or inter-
mediate goods and investment intended to provide
the German parent with overhead services (such as
financial intermediation, or research and develop-
ment). An effective tax rate based on microeco-
nomic data and the statutory tax rate are taken as
tax parameters. Again, we run separate regressions
for the two categories of FDI.

The basic results of the two regressions are pre-
sented in Table 2. The coefficient of the effective
tax rate shows a negative sign for FDI in produc-
tion, but it is not significantly different from zero
for investment that falls into the service category.
This implies that an increase in the effective aver-
age tax rate decreases FDI in production facilities
but it does not affect FDI undertaken to provide
internal services to the MNE. Interestingly, we
observe precisely the opposite results for the statu-
tory tax rate. Here, FDI in production facilities
seems to be independent of the statutory tax rate,
whereas investment in the service category is
deterred by a higher statutory tax rate.

We can conclude from these findings that the two
types of FDI are sensitive to different measures of
the corporate tax burden. Investment undertaken
for production purposes reacts to the broader mea-
sure of effective average tax rates rather than to
the narrow measure of the statutory tax rate. This
is consistent with our discussion above. It is some-
what more difficult to explain why FDI in the ser-
vice category responds to changes in the statutory
tax rate, but not to changes in the effective tax rate.
Profit shifting is a possible explanation for this
observation. According to Devereux (1992), there
are two types of capital tax competition, competi-
tion for physical capital and competition for
(paper) profits. This allows multinational firms to
follow a two-step optimization strategy. In the first
step, the multinational firm deploys (most) physi-
cal capital and hence production activities in the
countries offering locational advantages, including
a good public infrastructure. In a second step, the
MNE can shift some of its taxable profits into a
country that offers a low statutory tax rate and
with which it maintains a nexus (though with per-
haps only a minimal capital base).12 Since no or lit-
tle physical production takes place in the country
to which profits are shifted, the decision involved
in this type of tax arbitrage depends only (or at
least primarily) on a comparison of the statutory
tax rates. In this setting the MNE can thus have
“the best of both worlds”, benefiting from location
advantages in the country of production while
transferring the economic rent of the investment to
a tax haven where its profits are only lightly
taxed.13 If this interpretation is relevant for the
FDI undertaken by German multinationals during
the last decade, then our empirical analysis sug-
gests that profit shifting has been an important
motive behind the choice of host countries for ser-
vice-related FDI.

Clearly, these results have to be interpreted with
care, especially because the analysis is based on a
relatively small sample of FDI activities, and

Table 2
Regression coefficients

Production Service

Effective tax rate negative –

Statutory tax rate – negative

Market Size positive –

11 These countries are: Austria, Belgium, France, Ireland, Italy, the
Netherlands, Spain and the United Kingdom.

12 The traditional instrument to shift profits from one country to
another are transfer prices for intermediate goods traded between
the subsidiary and its parent. However, transfer pricing strategies
are limited by the arms-length principle which stipulates that
internal trade prices have to be set such that they resemble com-
mon market prices. Moreover, using transfer pricing strategies
requires that some production is carried out in both countries in
which the multinational firm operates. For these reasons, profit
shifting seems to have increasingly shifted to internal trade in ser-
vices, including payments for overhead services, royalties and
interest paid on intra-firm loans. See Mintz (2001) for a detailed
discussion.
13 See Haufler and Schjelderup (1999) for a theoretical analysis of
this scenario.



because there may be other structural differences
between the two categories that we cannot account
for with our set of control variables. However, the
basic result that service-related FDI reacts much
more strongly to changes in the statutory tax rate
than to changes in the effective average tax rate
has so far proven to be robust with respect to
changes in the precise specification of the empiri-
cal model. Moreover, the results for non-tax vari-
ables, in particular market size, also tend to con-
firm that traditional location advantages are
important only for FDI of the production type, but
do not matter for FDI that falls in the service cate-
gory (see Table 2). This adds additional support to
the presumption that some types of FDI are rather
independent of the real variables of the host econ-
omy, and locational choices are made primarily in
order to minimize the worldwide tax burden of the
multinational firm.

Conclusions 

A large number of recent empirical studies have
confirmed that high taxes in a potential host coun-
try tend to deter FDI, and some first “consensus
estimates” for the elasticity with which aggregate
FDI responds to tax incentives have been derived.
In this report we have argued that future empiri-
cal work has to go one step further and try to
understand the complex interrelationships that
exist between individual elements of potential
host countries’ tax systems and sector- or activity-
specific FDI flows. We have reported on two sets
of findings showing that (i) investments in differ-
ent sectors respond with rather different elasti-
cities to tax incentives and (ii) FDI undertaken
for different purposes will respond in qualita-
tively different ways to specific tax incentives,
such as a low statutory tax rate or generous depre-
ciation allowances. We believe that further empir-
ical work at a disaggregated level is needed in
order to help governments devise tax policies that
do not deter foreign direct investment while at the
same time ensuring that host countries get a fair
share of the location rents that multinational
firms can earn in the integrated European mar-
ket. The most important precondition for further
research are improvements in data availability,
including more detailed data on FDI stocks and
flows, but also more adequate data on other loca-
tion factors, such as public infrastructure or
labour costs.
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Introduction

Promoting investment is of particular importance
in the European transition economies since invest-
ments act as growth engines. In this context, the
corporate tax regimes adopted in these countries
play a crucial role for stimulating private invest-
ment. Accordingly, tax systems must be designed to
attract capital. Apart from the tax rates, due atten-
tion has to be paid to depreciation, since it is one of
the important factors affecting firms’ investment
decisions, as it is deducted from a gross stream of
return generated from the asset when calculating
tax profits. Along with straight-line depreciation
(applied in Hungary and Bulgaria), geometric-
degressive depreciation which may be employed in
Poland and the Czech Republic, and accelerated
depreciation all aim to encourage firms’ investment
activities (King 1977; King and Fullerton 1984; Sinn
1987; Jacobs and Spengel 1996;Alvarez, Kanniainen
and Södersten 1999). In assessing their relative gen-
erosity, a useful benchmark is that of Samuelson’s
true economic depreciation (TED), which is neu-
tral with respect to investment decisions
(Samuelson 1964; Atkinson and Stiglitz 1980).

The incentive effects of different tax depreciation
rules combined with the corporate tax rate on
firms’ investment decisions can be compared on
the basis of the net present value model
(Devereux, Griffith and Klemm 2002). Without
taxation, the net present value (NPV) is equal to
the present value of future gross return, discount-
ed at an appropriate interest rate less investment
cost. An investment project is therefore considered
to be profitable when the NPV is positive. After

the introduction of tax on corporate income, the
present value of the asset generated from an
investment amounts to the sum of present value of
net return (gross return less taxes) and tax savings
led by an incentive depreciation provision. If the
investment is self-financed, the interest rate direct-
ly corresponds to the investor’s opportunity cost.
Under the assumption of a perfect competitive
market structure, there is only one interest rate in
the financial market.

In addition, anticipated effects of inflation on firms’
investment decisions are examined in the context of
corporate income taxation. The central issue is that
the so-called historical cost accounting method,
which is applied in practice when calculating the
(corporate or income) tax base, causes fictitious prof-
its in inflationary phases that are also subject to tax.
This type of increased tax burden is generally called
inflation losses (Aaron 1976; Kay 1977; Feldstein
1979; Kopcke 1981; Streißler 1982; Gonedes 1984).
Therefore, in periods with inflation generous tax
depreciation provisions do not adequately promote
private investment as designed, but only (or partly)
compensate the losses caused by inflation.

The aspect of inflation linked with different depre-
ciation rules is of particular importance in transi-
tion countries, where economies have continuously
been confronted with rising prices during the last
decade. The past inflation rate in the Czech
Republic ranged between 52 percent in 1991 and
4.9 percent in 2001 compared to that of Poland
between 70.3 percent in 1991 and 5.6 percent in
2001, while some years even recorded triple digit
inflation in Bulgaria and Romania. For example,
the annual change in the consumer price level var-
ied between 333.5 percent in 1991 and 8.0 percent
in 2001 in Bulgaria (EBRD 2002). Additionally, the
different tax depreciation rules applied in these
countries can have different incentive effects.

This study aims at examining the corporate tax incen-
tive schemes currently in effect to stimulate private
investment in Bulgaria, the Czech Republic,
Hungary, Macedonia, Poland, Romania and Slovenia.

A Brief Note on the Empirical Method for
Measuring Incentive Effects of Various Tax
Depreciation Rules

In European transition economies, straight-line,
geometric-degressive and accelerated depreciation
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measures are quite popular in combination with
different corporate tax rates.1 Their generosity can
be determined on the basis of the so-called
Samuelson’s TED. Under the assumption that 

– a self-financed investment generates an infinite
stream of future gross return,

– this return exponentially declines at a given rate
and

– all prices are constant over time.

Samuelson (1964) showed in his fundamental the-
orem of tax-rate invariance that corporate income
taxation does not affect firms’ investment deci-
sions at all, when TED – the negative change in
value of the asset in the course of time – is deduct-
ed from an expected gross stream of return when
calculating tax profits. And the TED rate is the
same as the rate with which the gross return
declines in the course of time. For instance, the

application of geometric-degressive depreciation
is advantageous when its rate is larger than the
TED rate.

The size of fictitious profits and the additional cor-
porate tax burden, which are caused by the appli-
cation of the historical cost accounting method in
the inflationary phase, can also be measured on the
basis of the net present value model.2 Such infla-
tion losses lead to the reduction of nominal net
present value (discounted at the nominal interest
rate). More precisely, the amount of increased tax
burden caused by inflation can be described as the
difference between the two nominal present val-
ues, one with tax depreciation measured on the
basis of current (replacement) value of a capital
good and the other determined on the basis of the
historical cost accounting method.

1 Accelerated depreciation is used in practice as an investment pro-
motion scheme in combination with the straight-line depreciation
method.Accelerated depreciation expense (as a certain percentage
share of investment cost) is tax-deductible in the first year of the
tax-life of a capital good. Correspondingly, the total tax-life of a
capital good is reduced.

Table 1
International comparison of tax incentives measured in terms of net present value: investment in equipment

with the normal tax-life of 10 years, 2001

Nominal net present value

Country

Statutory
corporate tax

rate for
retained

earnings (%)

Tax depreciation rules Without
inflation

2%
inflation

4%
inflation

6%
inflation

Poland

Czech Republic

Macedonia

Hungary

Slovenia

Romania

Bulgaria

28a)

31

15

18

25

25

20

Geometric-degressive depreciation (20%)b)

Geometric-degressive depreciation in 12 years *

Geometric-degressive depreciation (30%)

Straight-line depreciation (14.5%)c)

Straight-line depreciation in 3 years

Accelerated depreciation (50%) + straight-line
depreciation in 10 yearsd)

Straight-line depreciation in 5 yearse)

0.0

–20.1

3.9

3.1

14.0

14.3

7.3

2.1

–19.7

5.4

4.6

17.5

17.8

9.5

4.8

–18.1

7.1

6.3

21.2

21.7

11.8

8.0

–16.3

5.4

8.3

25.1

25.7

14.4

Common
assumptions

Equity finance; Investment cost = 333.3; Gross return infinitely generated from the asset at the year of
investment = 100; Real interest rate = 10%; TED rate = 20%

* The depreciation rate amounts to 8.33% for the first year and 15.28%, 13.89%, 12.5%, 11.11%, 9.72%, 8.33%, 6.94%,
5.56%, 4.17%, 2.78% and 1.39% for the consequent years, respectively.
a) The rate will be reduced to 24% in 2003 and 22% for 2004 and future years. – b) In general the straight-line method is
applied, in certain cases the declining-balance method may be allowed, too. For certain types of assets (such as
machinery that may become obsolete because of technological developments), depreciation rates may be doubled. –
c) For automation equipment, computers, equipment for environmental protection, medical equipment the rate of 33%
applies. – d) Assets may be depreciated using the straight-line method. Useful life for machinery – 4 to 10 years. If the
cumulative inflation rate for the preceding 3 years exceeded 100%, assets may be re-valued annually. Companies may
use accelerated depreciation if they meet certain criteria subject to the approval of the Ministry of Finance. – e) For some
assets which are acquired on or after 1.01.1998 accelerated depreciation at a rate of up to 30% is allowed.

Sources: IBFD (1999), Central & East European Tax Directory; Ernst & Young: Worldwide Corporate Tax Guide:
http://www.ey.com/global/gcr.nsf/EYPassport/Welcome-Worldwide_Corporate_Tax_Guide-EYPassport; Calculations of
the Ifo Institute for Economic Research.

2 There have been a number of attempts to estimate the current
value of a capital good on the basis of indexation. “Such a method
would provide for equitable accounting whether inflation rates
were high or low. [But] many agree that it would be too complicat-
ed to compute the rate of inflation for the multitude of different
assets. The idea of using an overall index was rejected on the
grounds that some assets such as computers actually [decline] in
price over time and this method would bias investment towards
those assets that increased in price” (Evans 1983, p. 150).



International Comparison of
Effects of the Tax Incentive
System on Equipment
Investment

Table 1 compares the highest
corporate tax rate (for retained
earnings), tax depreciation
methods and the extent of their
generosity, as are presently
allowed in the context of tax law
in seven selected Central and
Eastern European countries. In
the ranking of the statutory cor-
porate tax rate, the Czech
Republic ranks first at 31 per-
cent, followed by Poland (28 per-
cent) and Romania and Slovenia
(25 percent). The corporate tax
rate is the lowest in Macedonia
(15 percent). In Hungary and
Slovenia only the straight-line
depreciation method can be
adopted for equipment. In coun-
tries like Poland, the Czech
Republic and Macedonia geo-
metric-degressive depreciation
is usually applied as the invest-
ment incentive scheme for equipment, of which,
however, the rate ranges from 20 percent (Poland)
to 30 percent (Macedonia).3 Furthermore, acceler-
ated depreciation can be combined with straight-
line depreciation in Romania and even for cer-
tain assets acquired after 1998 in Bulgaria. The
normal tax-life for equipment amounts to 10 years
in the selected countries (except for the Czech
Republic where computations are based on a
12-year tax life).

According to the net present value calculated
under the standard assumptions for the case of
investing in equipment, the Romanian tax incen-
tives, which can be adopted for the specific invest-
ments, guarantee the most favourable conditions
for the investors in the case of ignoring the impact
of anticipated inflation (see Table 1). In a
descending order, Slovenia, Bulgaria, Macedonia
and Hungary also provide investment incentives.
On the other hand, the Polish corporate tax sys-

tems remains tax-neutral, since the geome-
tric-degressive depreciation rate is set to be the
same as the assumed TED rate, and, there-
fore, NPV reaches zero in this country. In the
Czech Republic a negative net present value was
computed.

According to the model simulation summarised in
Table 2, the current Romanian and Slovenian tax
incentive systems no longer stimulate private
investment in equipment when, ceteris paribus, the
annual inflation rate reaches 12 percent. On the
other hand, the Hungarian system appears to be
less robust against inflation, since the investment
incentives start to become negative already at an
inflation rate of 4 percent, whereas incentive
effects cannot be expected in Bulgaria when the
inflation rate is higher than 6 percent.

Future Research Suggestions

Future research appears to be necessary in order to
systematically compare the major outcomes of the
present value approach with the effective marginal
corporate income tax rate measured on the basis of
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Table 2
International comparison of investment promotion effect of tax depreciation
rules in inflationary phases measured in terms of nominal net present value

Poland Macedonia Hungary Slovenia Romania Bulgaria
Inflation
rate % Tax incentives = Nominal tax savings - Additional tax burden

caused by historical account system

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22

–0.3
–2.0
–3.7
–5.3
–6.8
–8.4
–9.9

–11.3
–12.8
–14.2
–15.6
–17.0
–18.4
–19.8
–21.1
–22.4
–23.8
–25.1
–26.4
–27.7
–29.0
–30.3

5.3
4.0
2.7
1.5
0.4

–0.8
–1.9
–3.0
–4.0
–5.1
–6.1
–7.0
–8.0
–9.0
–9.9

–10.8
–11.7
–12.6
–13.4
–14.3
–15.1
–16.0

4.0
2.2
0.5

–1.3
–3.0
–4.6
–6.2
–7.8
–9.3

–10.8
–12.3
–13.7
–15.1
–16.5
–17.9
–19.2
–20.5
–21.8
–23.1
–24.3
–25.6
–26.8

13.1
11.8
10.5

9.2
7.9
6.6
5.3
4.0
2.7
1.4
0.1

–1.2
–2.5
–3.9
–5.2
–6.5
–7.8
–9.2

–10.5
–11.8
–13.2
–14.5

14.9
13.5
12.1
10.7

9.3
7.9
6.6
5.2
3.8
2.4
1.1

–0.3
–1.7
–3.1
–4.5
–5.8
–7.2
–8.6

–10.0
–11.4
–12.8
–14.2

8.6
7.0
5.5
4.0
2.5
1.0

–0.5
–1.9
–3.4
–4.8
–6.2
–7.6
–8.9

–10.3
–11.6
–12.9
–14.3
–15.6
–16.9
–18.1
–19.4
–20.7

Common
assump-
tions

Equity finance; Investment cost = 333.3; Gross return infinitely
generated from the asset at the year of investment = 100; Real
interest rate = 10%; TED rate = 20%; Economic asset life =
Normal tax life = 10 years

Source: Table 1 and calculations of the Ifo Institute for Economic Research.

3 In the Czech Republic there is a special depreciation scheme over
12 years. Following the tax law, the geometric-degressive deprecia-
tion rates applied start with 8.33 percent for the first year, and first
rise and then decline during the subsequent years (Table 1).
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user-cost of capital approach that is often used in a
similar context (Chennells and Griffith 1997;
Devereux, Griffith and Klemm 2002). Further-
more, since the investigated countries have differ-
ent risk profiles which implicitly determine the
respective interest rates, it would be interesting to
consider the aspect of different interest rates for
future research as well. This could deliver better
insight into how and to what extent the various tax
regimes applied in these transition countries influ-
ence firms’ investment decisions.
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WELFARE TO WORK IN THE

UNITED KINGDOM

WOLFGANG OCHEL*

In most OECD countries unemployment of low
skilled workers is high. This is due to the form of
technical progress, competition by low-wage coun-
tries and the traditional social security system. The
traditional social security system follows a wage
replacement policy. It pushes the reservation wage
up and thus destroys part of the employment
opportunities that otherwise would have been
available. The alternative to the policy of wage
replacement is a policy of wage supplement.
Benefits are not given on condition of staying away
from formal employment but on condition of par-
ticipating in it but still not earning enough. A num-
ber of mainly Anglo-Saxon countries have moved
from a wage replacing to a work complementing
welfare system. One of those countries is the
United Kingdom. Its welfare-to-work programme
consists essentially of a “working families’ tax
credit” (now: “working tax credit”).

Unemployment of low skilled workers and
replacement policy

Most OECD countries have high rates of unem-
ployment for the less skilled, as a rule considerably
exceeding the general unemployment rates. Table
1 shows the unemployment rate for employable
persons between ages 25 and 64 with a qualifica-
tion below upper secondary education. It shows
that in 2001, the general unemployment rates
exceeded 10 percent only in Greece (women),
Italy (women) and Spain (women). For the less
skilled such rates prevail in Belgium (women),
Finland, France (women), Germany, Greece
(women), Italy (women), Spain (women) and
Canada. The unweighted average unemployment
rate of workers with a “below upper-secondary
education” is roughly 50 percent higher than the
general unemployment rate of the countries exam-
ined in Table 1.

The high unemployment rates of low-skilled work-
ers are due to technical progress, competition by
low-wage countries and the traditional social secu-
rity system. This system grants benefits on the con-
dition of not working. These benefits operate like a
wage paid for idleness, which the market wage has
to exceed. Since no one is willing to work at a mar-
ket wage below the social benefit attainable with-
out working, this benefit is a lower bound on mar-
ket wages. Between the “replacement income” and
the net wage, however, there can be a certain gap.
In any case, an increase in the entire wage struc-
ture is linked with an increase in “replacement
income” (Figure 1).

However, in a market economy, an upper bound on
an individual’s market wage is given by his (or her)
productivity, i.e. the value added he or she is capa-
ble of creating. Thus there is a fundamental prob-
lem with people whose productivity is below the
benefit that the welfare state is willing to provide.
These people, in principle, cannot find a job in a
market economy under traditional policies. The
wage has to be above their benefit to make them
offer their labour, and the wage has to be below
productivity to make firms demand this labour.
The two conditions are mutually exclusive. The
wage replacement policy turns out to be a policy of
increasing the reservation wage – the wage below
which a worker will refuse a job – and of prevent-
ing the creation of jobs that otherwise would have
been available.
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Table 1
Unemployment rates by education for population

25 to 64 years of age, 2001

Below upper
secondary
education

All levels of
education

Men Women Men Women

Austriaa) 6,9 5.9 3,2 3.6
Belgiuma) 7.7 13.5 4,8 7.4
Denmark 4.0 6.2 3,1 4.1
Finland 10.5 12.7 7,2 8.1
France 9.7 14.4 6.2 9.8
Germany 15.6 11.5 7.7 8.1
Greece 4.9 12.3 5.3 12.5
Ireland 5.5 5.1 3.3 2.9
Italy 6.9 14.0 5.8 10.7
Netherlandsa) 3.0 5.0 2.0 3.4
Norwaya) 2.3 2.2 2.6 2.0
Portugal 2.7 4.6 2.7 4.3
Spain 7.3 16.1 6.2 13.3
Sweden 5.6 6.4 4.5 3.8
UK 9.4 5.7 4.1 3.4

Australia 8.1 7.0 5.2 5.1
Canada 10.2 10.2 6.2 5.8
US 7.5 8.9 3.7 3.3
a) 2000.

Source: OECD, Education at a Glance, OECD Indica-
tors 2002, Paris 2002, p. 118.

* Wolfgang Ochel is researcher at the Ifo Institute, Munich.
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This problem used to be minor when benefits were
low relative to average incomes. However, the
gradual expansion of the welfare state has
increased the number of people who are affected
and has therefore increased the number of unem-
ployed, in particular among the less educated,
whose productivity is low relative to the minimum
income that the state provides them.

The policy of providing social and unemployment
assistance by replacing labour income has not only
destroyed jobs by increasing reservation wages, it
has also worked as a policy of subsidising black
market activities. It is true, of course, that this was
not intended, but as informal labour is the natural
alternative to formal labour and as the payment of
benefits stops when formal labour income is
obtained, it is clear how the incentives have
worked (EEAG 2002, Ch. 6).

Welfare policy of wage supplementation

The alternative to a policy of wage replacement is a
policy of wage supplementation. Benefits are not
given on condition of staying away from formal
employment but on condition of participating in it
and nevertheless not earning enough. Figure 2 illus-
trates the underlying mechanism. There is a well-
defined demand curve for labour of relatively low
productivity as a function of its (net) cost to the
employer and an inelastic supply of labour. The
market-clearing wage cost to the employer would be
w*. It is assumed that the corresponding net wage is
below the socially acceptable minimum wage.

A wage replacement policy offering a public bene-
fit payment of the minimum socially acceptable

income places a floor under the market wage
(resulting in wage costs to the employer of w) and
causes unemployment of A – B. Under the alterna-
tive policy of supplementing low earnings from
public resources there is no floor to the market
wage. The wage will fall to a level where the corre-
sponding wage cost to the employer is w*.
Unemployment disappears. The income of low
skilled workers is brought up to the socially accept-
able level by an employment subsidy correspond-
ing to w-w*, costing the government an amount
represented by the area CDFE.

Benefits supplementing wages (that is to say tax
credits in the UK) do not only affect the decision
of the unemployed whether or not to participate in
the labour market but affect also those who are
already in employment. Their market wage will be
depressed by the new wage supplement policy. In
addition, the volume of the labour services they are
prepared to supply will be affected. This can be
illustrated by the typical pattern of a tax credit for
employees.

Figure 1 Figure 2

Figure 3



In Figure 3 the amount of the tax credit is a function
of gross income. Three phases can be distinguished:
at first the tax credit increases as income increases
(phase I), in a second phase it remains constant, and
beyond a certain level of income it decreases (phase
III). The effect of the tax credit on total hours
worked is different in the three phases.

Two effects must be distinguished: the income and
the substitution effect. By increasing the net
income of employees the subsidies make it possible
for the beneficiaries to enjoy more leisure and
reduce working time (income effect). At the same
time, the subsidies change the relative prices of
work and leisure, which leads to substitution
effects, whose strength varies according to the tax
credit phase (see figure 3). For a worker in the ini-
tial phase, the tax credit creates incentives to work

more and to reduce time away from work. In phase
II substitution effects no longer take place. And
finally, in phase III the individual worker no longer
has any incentive to work more; by withdrawing
the tax credit additional income is effectively taxed
which creates a disincentive for the supply of addi-
tional working hours. The sum of income and sub-
stitution effect is in phase II and III negative and in
phase I indeterminate. Only empirical studies can
tell us how the supply of labour will in fact respond
(see Table 2) (Ochel 2001).

The Working Families’ Tax Credit in Great
Britain

In-work benefits have a long tradition in Great
Britain. As early as 1971 the Family Income
Supplement was introduced; in 1988 this was
replaced by the Family Credit (FC) and in 1999 its
place was taken by the Working Families’ Tax
Credit (WFTC). The WFTC was subsumed within
the Child Tax Credit (CTC) and the Working Tax
Credit (WTC) in April 2003.

The WFTC aimed to increase the net income of
low wage earners. An incentive was created to
accept work with low pay. Families with at least
one dependent child were entitled to the WFTC if
one adult worked at least 16 hours a week. Families
with net assets exceeding £ 8,000 were excluded.

The tax office had got the opera-
tive responsibility. The basic
amount for an adult was £ 59.00
per week in 2001; children’s
credits ranged between  £ 26.00
and £ 26.75. If more than 30
hours were worked per week the
credit increased by £ 11.45. Cost
of child care were added to the
WFTC in the proportion 70 per-
cent of eligible child care costs
up to an upper limit of £ 94.54
weekly (for families with two or
more children £ 140). Single par-
ents could claim this entitlement
if she or he worked more than 16
hours a week; for couples with a
child or children both had to
work more than 16 hours. In tak-
ing into account the household’s
net income, an exemption of £
92.90 per week was allowed. For
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Table 2
  Incentives for additional labour supply by granting
                         employees a tax credit

Phase I Phase II Phase III

Substitution
effect

positive
(tax ad-
vantage
for addi-
tional
hours
worked)

none negative
(implicit tax
on addi-
tional hours
worked)

Income effect negative negative negative

Total effect ? negative negative

Source: Ifo Institute.

Table 3
Parameters of the Working Families’ Tax Credit in Great Britain, 2001

Basic tax credits (£ per week)

Adult 59.00

Children

between 0 – 10 years of age 26.00

between 11 – 15 years of age

between 16 – 17 years of age 26.75

18 years old

Treatment of child care costs Child’s tax credit increased by
70% of child care costs up to £
140 a week.

Withdrawal rate (per cent) 55

Income threshold (£ per week) 92.90

Upper limit to assets allowed (£) 8,000

Minimum work week (hours) 16

Additional credit if work week
exceeds 30 hours (£)

11.45

Responsible authority Tax office

Source: Inland Revenue 2001.
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net income exceeding £ 92.90, a withdrawal rate of
55 percent was applied (see Table 3).

In order to determine the incentive effect of the
WFTC it is necessary to compare the in-work ben-
efits with the out-of-work benefits. People in
employment with a dependent child or children in
the low-wage brackets who worked at least 16
hours a week received the WFTC as well as a gen-
erous allowance for the expenses of child care
(child tax credit). For the unemployed or for those
with a weekly working time of less than 16 hours
there was the Job Seeker Allowance (JSA) or the
Income Support (IS).1,2 In addition, a Child Benefit
independent of income was paid (see Figure 4).

The WFTC reduced the net replacement rate con-
siderably. Without WFTC, in 2001 the net replace-
ment rate for a couple with one
dependent child was 143 percent
in the case of part-time employ-
ment, or 92 percent with a full-
time job. WFTC resulted in the

disposable income of the unem-
ployed being only 76 percent of
that of part-time employed or 60
percent of that of full-time
employed (assuming the
employed were paid the mini-
mum wage). The WFTC had a
similar effect on the income posi-
tion of single parents (see
Table 43).

Giving the unemployed strong
incentives to work was, however,
accompanied by high withdrawal
rates when the WFTC entered
phase III. Although the with-
drawal rate had been lowered
from the FCs 70 percent to
55 percent, nevertheless, the mar-
ginal tax burden (including the

effects of the income tax) remained high. Amongst
the 1.1 million families benefiting from WFTC in
2000, 950,000 were in phase III and were subject to
a marginal rate of income loss of 60 percent or
more, and 210,000 of these were losing benefits and
paying taxes to the amount of 80 pence or more on
every additional pound earned. This extremely high
marginal tax burden cannot fail to have a negative
effect on the hours employees are willing to work.

The WFTC and the child tax credit exerted a
strong incentive to take up gainful employment.
According to estimates by the experts of the
Institute for Fiscal Studies, if these in-work bene-
fits had not been in place, a considerably smaller
number of unemployed would have found work.
As mentioned above, in 2000 1.1 million families –
out of 27 million employed – fulfilled the eligibili-

Figure 4

1 The last named applies only to couples
with dependants who are ill or disabled
and to single parents.
2 Furthermore, households with low
income could receive Housing Benefits
and an exemption from local taxes
(Council Tax Benefit).
3 But if one takes into account the Housing
Benefit and the Council Tax Benefit, which
was much more important for the unem-
ployed or for those with very low incomes,
then the net replacement rate was much
higher. On the other hand, it was
decreased by the generous Child Care Tax
Credit, which is not taken into account in
the calculations of Table 4.

Table 4

Net replacement rate (with employment at minimum wage)

in Great Britain 2001 (in %)

Single parent, 1 child  Couple, 1 child

Part-time
employment

Full-time
employment

Part-time
employment

Full-time
employment

A Without WFTC 110 70 143 92

B With WFTC 58 46 76 60

A Net replacement rate = disposable income without work/disposable
income with work. The disposable income includes: gross wages, income
support, child benefit minus employee’s contributions to social security
and income tax. Assumptions: minimum wage = £ 3.70 an hour;
4.3 weeks = 1 month; child care costs not included.

B As in A, but WFTC.

Source: M. Brewer 2000, pp. 55, 56 and 58.



ty criteria of WFTC (Brewer 2000, p. 48). (Of
course, not all of those benefiting from WFTC
were necessarily formerly unemployed.) Simu-
lations carried out by Gregg, Johnson and Reed
(1999) and by Blundell et al. (2000) indicate that
the strongest incentive to work was exerted by
WFTC on single mothers, but also married men
and women (without a partner with a job) felt a

strong incentive to work as a result of WFTC. On
the other hand, WFTC exerted a negative incentive
on married women whose husbands were in work.
The rapid increase in employment of single parents
(Brewer and Gregg 2001, p. 23) was in all likeli-
hood due to the fact that since the introduction of
the Child Tax Credit 70 percent of child care costs
had been taken over by the state; this arrangement
removed an important obstacle to women’s partic-
ipation in the labour market.

WFTC strongly promoted taking on employment
by those previously unemployed. It did not, how-
ever, offer any incentives for those already in work
to work more hours. Despite the reduction of the
withdrawal rate to 55 percent in phase III, the
WFTC still led to a high marginal effective tax
rate. Hence there was a tendency to limit the total
time worked weekly, instead of increasing it. As a
result, the proportion of part-time workers with a
working week of 16 hours (and more) was high
(Blundell 2000, p. 42).

The new tax credits

In April 2003 the British Government introduced
two new tax credits: the Child Tax Credit and the
Working Tax Credit. The CTC now represents the
major source of government financial support for
children. It is designed to simplify the system of
financial support for parents. Entitlement to the
CTC does not depend on whether an adult in the
family is working. The WTC is designed to make
work more financially attractive. It supports adults
with and without children in low-paid work. It rep-
resents the first substantial policy in the UK to help
those without children when they are working.

Figure 5 shows how the new tax credits combined the
different parts of the old system. The children’s tax
credit, child allowances and the family premium in
income support or jobseeker allowance and part of
the WFTC were subsumed within the CTC. The main
part of the WFTC and the childcare tax credit (which
was part of the WFTC) were subsumed within the
WTC. The child benefit, a universal, non-means-test-
ed payment remained unaffected by the reform.

In 2003-04 the WTC consists of the following:

– Single people without children are entitled to a
credit of £ 29.30 a week.
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Figure 5

Table 5
Parameters of the Working Tax Credit in

Great Britain, 2003-04

Single people without children
(£ per week)

29.30

Couples with and without children
and lone parents  (£ per week)

58.15

Extra amount for disabled adults
(£ per week)a)

39.15

Child care element (£ per week)
• Maximum eligible cost for
 1 child

135.00

• Maximum eligible cost for
2 or more children

200.00

• Percent of eligible costs covered 70
Withdrawal rate (percent) 37
Income threshold (£ per week) 97.30
Upper limit to assets allowed (£) 8,000
Minimum work week (hours)
• with children 16
• without children 30
Additional credit if work week
exceeds 30 hours (£ per week)

11.90

Responsible authority Tax office
a) There is an extra amount for people over 50
returning to work as well.

Sources: HM Treasury, Inland Revenue (2002),
p. 32; Brewer (2003), p. 5.
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– Couples with or without children and single par-
ents are entitled to a credit of £58.15 a week.

– Families with children with both adults work-
ing can receive help with approved childcare
costs.

– Families with children must work 16 or more
hours a week to be entitled, and those without
children must work 30 or more hours a week.

– There is a bonus of £ 11.90 a week for those
working 30 or more hours a week.

– Families with annual incomes below £ 97.30 a
week are entitled to the full amount. Incomes
above this level reduce entitlement at the rate
of 37 p per pound (before deducting income tax
and National Insurance)4 (Brewer 2003, p. 5;
Table 5).

The structures of the new tax credits are illustrated
in Figures 6 and 7.

It is too early to say how the WTC
affects employment. Experts of the
Institute of Fiscal Studies, however,
have made some predictions.
Comparing the WTC with the
WFTC, they have come to the con-
clusion that the WTC will improve
the financial reward for primary
earners moving into work in two-

person households and worsen it
for second earners. This is very
similar to the impact of introduc-
ing the WFTC.

But how will the WTC affect
work incentives of single peo-
ple? Research results indicate
that there is no evidence that
individuals without children are
deterred from working by inad-
equate financial incentives.5 If
there is an incentive effect at
all, it relates to taking on a
job. On first examination, this
seems to have been encouraged.
However, WTC probably did
not motivate those with jobs

to increase their weekly working hours. The con-
trary is more likely, since a high percentage of
single, low-wage earners were faced with an
increase in the effective marginal tax rate
(Brewer 2003, p. 12).

Conclusion

A wage replacement welfare policy prevents the
creation of jobs for low skilled workers. The alter-
native is a policy of wage supplementation as pur-
sued in the UK with its WFTC and since 2003 its
WTC. These tax credits strongly promote taking on
employment (with a minimum of 16 hours per
week) by those previously unemployed. They do
not, however, offer any incentives for those already
in work to work more hours.

Figure 6

Figure 7

4 WFTC awards used to be reduced by 55 p
for every pound of income in excess of some
threshold after deducting income tax and
National Insurance.
5 This contrasts strongly to the research find-
ings for those with children that supported
the introduction of the WFTC for families
with children (HM Treasury 1998).



References

Blundell, R. (2000), “Work-Incentives and ‘In-work’ Benefit
Reforms: A Review”, Oxford Review of Economic Policy 16(1),
27–44.

Blundell, R., A. Duncan, J. McCrae and C. Meghir (2000), “The
Labour Market Impact of the Working Families’ Tax Credit”, Fiscal
Studies 21 (1), 75–104.

Brewer, M. (2000), Comparing In-Work Benefits and Financial
Work Incentives for Low-Income Families in the US and the UK,
London.

Brewer, M. (2003), The New Tax Credits, IFS Briefing Note No. 35.

Brewer, M. and P. Gregg (2001), Eradicating Child Poverty in
Britain: Welfare Reform and Children since 1997, London.

European Economic Advisory Group at CESifo (2002), Report on
the European Economy, München.

Gregg, P., P. Johnson and H. Reed (1999), Entering Work and the
British Tax and Benefit System, London.

HM Treasury (1998), Work Incentives: A Report by Martin Taylor,
The Modernisation of Britain’s Tax and Benefit System 2, London.

HM Treasury, Inland Revenue (2002), The Child and Working Tax
Credits, The Modernisation of Britain’s Tax and Benefit System 10,
London.

Inland Revenue (2001), Working Families’ Tax Credit, WFTC/BK 1
(http:// inlandrevenue.gov.uk).

Ochel, W. (2001), “Financial Incentives to Work-Conceptions and
Results in Great Britain, Ireland and Canada”, CESifo Working
Paper No. 627.

CESifo DICE Report 2/2003 62

Reform Models



CESifo DICE Report 2/200363

Database

LABOUR DISPUTE RULES

AND STRIKES IN THE

EUROPEAN UNION

WOLFGANG OCHEL AND

MARKUS SELWITSCHKA

Declining volume of labour disputes

From time to time, the media give the impression
of a European economy plagued by labour dis-
putes. But this picture is misleading. Europe
enjoys a high level of industrial peace which has
increased over the last thirty years. Nevertheless,
there is a considerable difference between the
various countries of the European Union in this
respect, as can be seen from the statistics on
labour disputes published by the International
Labour Office (ILO).

As a rule, three indicators are used to describe the
severity of a labour dispute: participation, duration
and volume. The participation relates the employ-
ees taking part in the labour dispute to the number
of labour disputes. Within the period from 1971 to
2000, in the twelve EU countries (excluding
Germany, France and Luxembourg due to lack of
data) on average a good 1000 employees were
involved in each labour dispute, with the numbers
ranging from 264 in Finland to 3271 in Austria.
Neither a rise nor a decline in strike participation
could be observed (Lesch 2002).

However, the duration of strikes
declined in all these countries
(with the exception of Finland).
Thus 14 working days were lost
per strike in Ireland during the
nineteen seventies for each
employee involved, whereas this
had dropped to only six days in
the nineties. In Germany, the
duration of strikes declined
from 6.3 days to 1.6 days and in
Great Britain from 8.5 days to
2.7 days (Fig. 1).

But the most significant parame-
ter was the decline in the volume
of labour disputes. This factor

designates the number of working days lost
referred to the number of dependent employees.
The volume of labour disputes has declined con-
siderably in the last 30 years in all EU member
states. This trend is illustrated by Fig. 2, which com-
pares the number of working days lost in the
nineties with those lost during the period
1971/2000.

There is, nevertheless, a considerable gradient
within the European Union. Labour disputes are
particularly disruptive in Spain, Greece and Italy,
but also in Finland and Ireland, even if the number
of working days lost due to strikes has greatly
declined, especially in Italy. Among the economies
relatively free of strikes are Austria, Germany and
the Netherlands. Thus in Germany only 11 work
days were lost due to strikes for every 1000
employees in the nineties. On the basis of a daily
working time of 7.40 hours, this corresponds to
about 5 minutes per year and employee.

Reasons for the decline in volume of
labour disputes 

Macroeconomic reasons, changes in the manufac-
turing conditions of companies and politico-insti-
tutional factors are responsible for the decline in
the volume of labour disputes. The most salient of
the macroeconomic reasons is the structural
change in the economy. In most EU countries,
labour disputes are still concentrated in the manu-
facturing sector, whereas the service sector
remains largely free from them (Davies 2001). This
shows that work days lost due to labour disputes

Figure 1



are declining as the economy becomes increasingly
dominated by the tertiary sector. Beyond this,
lower inflation in the EU appears to have led to
fewer strikes. If the expected inflation rate
declines, the wage demands of the unions, which
aim to safeguard real incomes, also decline. The
uncertainty with respect to the expected inflation
rate declines and the conflict potential between
unions and employers is consequently reduced.
(There appears to be no unequivocal relationship
between the level of unemployment and the vol-
ume of labour disputes.)

In addition to these macroeconomic factors,
changes in manufacturing conditions have also
reduced the volume of labour disputes. The reduc-
tion of vertical integration by outsourcing and the
limitation of inventories by just-in-time production
have increased the susceptibility of the production
process to disruption. Pinpointed strikes today
allow the same effects to be achieved as those
which previously required mass strikes. This is like-
ly to have made employers more willing to make
concessions and avoid strikes.

Finally, the lower level of union organization, which
depletes strike funds and weakens the potential for
mobilization, has also contributed to the decline in
the volume of labour disputes. As can be seen from
Table 1, the degree of union organization in
Germany, France, Greece, Great Britain, Ireland, the
Netherlands, Austria and Portugal has declined. In
the other countries it has remained constant or has
risen. However, the increase in the degree of union
organization in Belgium, Denmark, Finland and

Sweden cannot necessarily lead
us to conclude a greater belliger-
ence on the part of the employees.
In these countries, membership
of the unions is already worth-
while because they provide volun-
tary unemployment assurance
(generously subsidized by the
state) (Boeri, Brugiavini, Calm-
fors 2001, p. 172).

Labour dispute rules and
national frequency
of strikes

In order to explain the differ-
ences in the volume of labour

disputes between different countries, apart from
the national peculiarities relating to the parame-
ters already mentioned, the rules on labour dis-
putes, which vary from country to country, must
also be brought into the picture. One set of these
rules must be observed when initiating a labour
dispute. This includes the obligation to maintain
industrial peace which prohibits the partners to the
collective bargaining agreements from initiating
labour disputes during the term of such agree-
ments, the arbitration procedures which must be
followed before a labour dispute breaks out, and
the stipulation to conduct a ballot prior to a walk-
out. Secondly, the rules on labour dispute restrict
the legality of both strikes and lock-outs. The oblig-
ation to maintain industrial peace, arbitration pro-
cedures (with the exception of mandatory state
arbitration, which usually comes into force too
late), ballots and the restriction of the range of
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Figure 2

Table 1
Level of union organizationa) in %

1970 1980 1990 1998

Austria 57 52 47 39
Belgium 42 53 50 54b)

Denmark 63 78 75 76
Finland 51 69 73 79
France 20 22 14 10
Germany 32 35 32 26
Great Britain 45 51 38 30
Greece n. a. 36 34 24b)

Ireland 53 57 53 42
Italy 37 50 39 38
Netherlands 37 35 24 23
Portugal n. a. 52 40 30b)

Spain n. a. 8 11 16
Sweden 67 78 82 88
a) Without pensioners. – b) 1995.

Source: Ebbinghaus and Visser (2000).
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legal strikes have an equally debilitating effect on

strikes as the legalization of lock-outs.

It can be seen from Tables 2 and 3 that the EU

countries follow a varied mix of rules relating to

labour disputes. With the exception of France and

Greece, the obligation to maintain industrial peace

is part of the legal order of all EU countries.

Arbitration procedures in collective-bargaining

conflicts are also usual in all member states.

However, state arbitration agencies come into play

to a varied degree. State efforts at arbitration

which are mandatory on the collective-bargaining

partners are found in Denmark, Portugal and

Spain. In some countries, ballots must precede

labour disputes. The range of legal strikes is con-

strained in various ways by the national legislators.

Various forms of strike activity are available to

employees in Belgium, Finland, France, Greece,

Italy, Portugal, Spain and Sweden. In most of these

countries, employers can protect themselves with

the aid of lock-outs.

If we arrange countries according to whether they

favour strike-reducing or strike-promoting rules

on labour disputes, we find the following groups.

Strike-reducing rules are applied in Austria,

Denmark, Germany, Ireland, the Netherlands and

Great Britain. Four of these countries showed the

lowest number of days of work lost due to strikes

per 1000 employees in the nineties. Only in Ireland

and Denmark did this set of rules not reduce the

volume of labour disputes. In contrast, strike-pro-

moting rules tend to be applied in Belgium, France,

Greece, Portugal and Spain. Greece and Spain suf-

fered many strikes in the nineties, whereas the

other countries showed a lower volume of labour

disputes. On the whole a certain correlation seems

Table 2
Pre-strike regulations

Peace
Obligation

Arbitration Strike
Ballot

Austria Yes Public arbitration is possible.a) No

Belgium Yes Arbitration is possible but an exception.a) No

Denmark Yes At failure of the collective agreement public arbitration,
constraining.b) Yes

Finland Yes Binding participation at public arbitration.c) No

France Nod) Voluntary participation at public arbitration; very rare.a) Possiblee)

Germany Yes Voluntary participation at public arbitration.a) Yes

Greece Nof) At failure of the collective agreement; public arbitration is
voluntary.g) No

Ireland Yesh) Voluntary participation at public arbitration.i) Yes

Italy Yesj) Voluntary participation at public arbitration.a) No

Luxembourg Yes Constraining participation at public arbitration.k) No

Netherlands Yes In the private sector no formal arbitration system existsa);
constraining participation at public arbitration at the public sector. Yes

Portugal Restrictedl) At failure of the collective agreement voluntary conflict resolution;
if failing public arbitration, constraining.b) No

Spain Yes At failure of the collective agreement public arbitration,
constraining.b) Possiblem)

Sweden Yesn) Facultative public arbitration. Noo)

United
Kingdom Possible Facultative arbitration.p) Yes

a) Predominantly voluntary conflict resolution by the parties of the collective agreement. – b) Decisions are final and
cannot normally be overturned. – c) Decisions are optional. – d) Strikes are lawful during the lifetime of agreements.
– e) At the discretion of the unions. – f) Greek law contains no provisions relating to peace obligation. – g) Decisions
have the same standing in law as a collective agreement. – h) By several social agreements. – i) By the Labour
Relations Commission. – j) Obligation placed on workers’ organizations that have signed a collective agreement to
refrain from calling strikes. – k) Awards are not binding but generally accepted. – l) Does apply to the parties of the
collective agreement but not to the individual employee. – m) It is not obligatory by law but it has become
widespread practice in the Spanish industrial relations system. – n) Solidarity strikes are possible. – o) In many cases
there are now council conventions in single unions. – p) By the Advisory Conciliation and Arbitration Service.

Sources: EMIRE, Database of the European Foundation for the Improvement of Living and Working Conditions;
European Commission (1998 and 2000).



– at first sight – to exist between the forms of the
rules relating to labour disputes and the volume of
these disputes. It is, however, rather weak.
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Table 3
Lawfulness of strikes and lock-outs

Strikes

Political Other
Lock-outs

Austria Unusual Only official strikes organized by trade unions; strikes are considered
as an uncommon instrument of conflict resolution.

Yes

Belgium Yes Various forms are legal. No

Denmark No Official strikes legal; protest strikes unlawful (but only small financial
penalty); selective strikes: common.

Yes

Finland Yes Various forms are legal. Yes

France Yes Various forms are legal (including unofficial strikes, selective strikes
etc.); rotating strikes prohibited in the public services.

Restraineda)

Germany No A strike is lawful only if it is conducted by a trade union. Yesb)

Greece Yesc) Various forms are legal. No

Ireland Unusual Organization by trade unions is not strictly necessary. Yes

Italy Yes Various forms are legal. Restrainedd)

Luxembourg n.a. Strikes without preliminary conciliation procedures are unlawful. Noe)

Netherlands Yes Official strikes organized by trade unions. Yesf)

Portugal Yes Most strikes are perfectly lawful. No

Spain Yesg) Various forms are legal (intermittent, sympathy, general); rotating
and wildcat strikes are unlawful.

Restrainedh)

Sweden Yes Various forms are legal. Yes

United
Kingdom No Official strikes in accordance with the rules of a trade union. Yes

a) As a general principle, lock-outs are deemed to be unlawful; but courts allow lock-outs in the case of “compelling
circumstances” (in the event of a strike which is unlawful; improper use of the right to strike); defensive lock-outs
are prohibited. – b)  Offensive lock-outs are unlawful. – c) If it relates to employment – related demands. – d) Defen--
sive lock-outs may be legal under certain conditions. – e) Lock-outs without preliminary conciliation procedures are
unlawful. – f) No lock-outs since 1945. – g) Politico-industrial strikes under certain conditions. – h) Only when persons
or property are in danger.

Source: EMIRE, Database of the European Foundation for the Improvement of Living and Working Conditions;
European Commission (1998).
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FISCAL MONITORING IN THE

EURO-AREA

Since the introduction of the Euro, monetary poli-
cy has been centralised while fiscal and wage poli-
cies have not. For fiscal policy, however, the
Stability and Growth Pact of 1997 (Maastricht
Treaty) sets up a monitoring and intervention
mechanism that aims at reducing budget deficits

and public debt levels in order to support (or at
least not to counteract) the monetary policy mea-
sures of the European Central Bank. This mecha-
nism rests essentially on three pillars, which are
described in the table:

– A medium-term early warning mechanism
(Stability Programmes),

– a short-term system for monitoring the imple-
mentation of the Stability Programmes

– and an Excessive Deficit Procedure.

Early Warning Mechanism

1 . Annual submission (before 1
March) of "Stability Pro-
grammes" (Euro countries) and
of "Convergence Programmes"
(non-Euro EU member) to
ECOFIN Council, to EFC and
to EC.

Content  (for both types of pro -
grammes):
! medium-term development of

budgetary position; target ac-
cording to "Pact": close to
balance or in surplus

! main underlying assumptions
! relevant budgetary and other

economic policy measures
! sensitivity analysis of changes

in the main economic as-
sumptions

! coverage of preceding, current
and at least 3 following years.

2 . EC and EFC elaborate (sepa -
rately) assessments of the pro-
grammes.

3 . ECOFIN Council examines - on
the basis of these assessments
and within at most 2 months
after submission of the pro-
gramme

! whether the medium-term
budget objectives provide for
a safety margin to avoid an
excessive deficit

! whether the assumptions are
realistic

! whether the measures are
sufficient.

4 . If ECOFIN Council considers
that the objectives and contents
of a programme should be
strengthened, the Council "shall
... invite the member state con-
cerned to adjust its pro -
gramme." (1466/97; Art. 5,2)

Implementation of the Stability
Programmes

1 . Semi-annually (1 March
and
1 September)
submission of budgetary
data  by member states to
EC.

2 . EC and EFC examine
(separately) budgetary data,
whether they comply with
budgetary discipline, i.e.
whether there is (a risk of)
an excessive deficit.

Two cases of "budgetary
discipline"
! Budget deficit < 3 %

and: debt < 60 % or
sufficiently diminishing or
approaching the reference
value (60%) at a satis-
factory pace

! Budgetdeficit > 3 %,
but: the deficit is not
regarded as excessive, be-
cause it is exceptional and
temporary and close to
the reference value
and: debt ratio is suffi-
ciently diminishing or ap-
proaching the reference
value at a satisfactory
pace

3 . If the EC sees (risk of) an
excessive deficit, the Exces-
sive Deficit Procedure
(EDP) is started.

Excessive Deficit Procedure
(abbreviated version)

1 . If there is (a risk of) an excessive
deficit, ECOFIN Council is in -
formed by EC and EFC.

2 . ECOF  IN Co un cil (1  1   euro -a  rea  
cou n tries +  4 no n-euro -a  rea   co un -
tries; togeth er 87   vo tes)a) d eci des b y
q ua  lifi ed  ma  jo rity (i.e. 2/3   o f 8  7)
wh ether t he d eficit i s excessive o r
n ot. 

3 . If the deficit is held to be excessive,
recommendations (not published)
are made to the member state
concerned.

4 . ECOFIN Council assesses the
effectiveness of the measures an-
nounced by the member state.

5 . If the measures are regarded as
ineffective or not implemented,
ECOFIN Council may make its
recommendations public and give
notice to take own measures.

6 . If the excessive deficit persists -
due to non-implementation or de-
spite implementation - ECOFIN
Council applies sanctions on the
member state concerned.

7 . Sanctions will consist in a non-
interest bearing deposit of 0.2 %
of GDP (fixed component) + a
variable component of 1/10 of the
difference between factual deficit/
GDP and the reference value
(3%). 0.5 % of GDP is the upper
limit for the deposit. The deposit
might be converted into a fine if
the excessive deficit has not been
corrected within 2 years.

a) Number and distribution of votes
will change on 1 January 2005
according to article 3 of the en-
largement protocol adopted in
2001 at Nice.

Notes: EC: European Commission; EFC: Economic and Financial Committee; ECOFIN Council: Council
of Ministers of Economic and Financial Affairs.

Source: CESifo on the basis of the "Stability and Growth Pact", June 1997.

Fiscal Monitoring in the Euro Area: Three Pillars



The institutions charged with implementing the
monitoring and intervention system are the
European Commission (EC), the Economic and
Financial Committee and the ECOFIN Council.
The European Central Bank plays an important
role in critically analysing the most recent versions
of the Stability Programmes as well as the most
recent budgetary performance of the euro-area
countries.

From the outset of the Maastricht Treaty, econo-
mists have criticised the narrow, inflexible and
unclear definition of “budgetary discipline”.
According to the Treaty, budgetary discipline (see
table) may not exist with a budget deficit of less
than the famous 3 percent of GDP, but it may  exist
with a budget deficit that is higher than 3 percent.
The latter case depends on whether the deficit is
regarded as not “excessive”, namely exceptional,
temporary and close to 3 percent. Thus, business
cycle fluctuations are taken into consideration by
the Treaty, but in a poorly defined manner. Instead,
one should consider the cyclically adjusted (or

structural) budget deficit.

The – more or less informal – consensus that has
now been formed in Europe relates the 3 percent
budget deficit rule to the cyclically adjusted bud-
get. That means: if the total deficit (e.g. due to a
business cycle downswing) exceeds the 3 percent
limit but the structural deficit does not, the deficit
is not regarded as excessive.

However, some countries, like France and
Germany, experience even structural budget
deficits which have been in 2002 at around 3 per-
cent (total deficit of around 3.7 percent). A con-
sensus in Europe has been reached that in such
cases an excessive deficit procedure can only be
avoided if the structural deficit is reduced by at
least 0.5 percentage points per year.

The current period of weak growth in several
European countries shows that the past efforts and
achievements – during better times – in reducing
the budget deficits have not been courageous
enough to provide sufficient leeway for counter-
acting a business cycle downswing.

For further information see DICE Database, espe-
cially the following tables:
Fiscal Monitoring in the Euro Area: Procedure
with an Excessive Deficit;

Stability Programmes and Stability Performance of
the Euro Member States;
Cyclically Adjusted Net Lending or Net Borrowing
in Europe.

R.O.
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CHILDREN – AN

OCCUPATION CONSTRAINT

FOR WOMEN

A survey conducted in 1998 con-
cluded that an overwhelming
majority of women with children
would like to work. However,
OECD statistics show that in
some countries an insufficient
number of mothers is able to
realise this wish. Comparing the
employment rate of women with
two or more children with that
of women without children (of
ages ranging from 25 to 54),
Australia, Ireland, New Zealand
and Germany are countries with
a gap between these groups of
more than 20 percentage points.
In Belgium, Sweden, Denmark,
Portugal, Greece and Norway,
the gap was less than five per-
centage points in 2000. This
means that women with children
in these countries are able to
realise their desire to work as
easily as women without chil-
dren (Fig. 1).

A second indicator for the diffi-
culties of mothers to find jobs is
the percentage of part-time
employees in the total working
population of women with or
without children. The percentage
of part-time employment of
women with two or more chil-
dren was more than 30 percent-
age points higher than the percentage of part-time
employment of childless mothers in the
Netherlands, Great Britain, Germany and
Switzerland (Fig. 2). In contrast to these countries,
women with children in Denmark, Portugal,
Greece, Spain, Finland and Sweden encounter con-
ditions that allow them to assume full-time as read-
ily as part-time employment.

W. O.

Figure 1

Figure 2



WAITING FOR SURGICAL

OPERATIONS

In several European and non-European countries

it is not possible for patients to get a (non-vital)

surgical operation immediately or at a specific date

that has been determined as optimal by patient and

doctor. Rather, there is a waiting time to be

respected. As Table 1 shows, such waiting times are

not the exception but the rule, and a considerable

part of the population is affected.

The average waiting time can be substantial, as is

the case for cataract operations in Finland (60 to

360 days) or for orthopaedic operations in Great

Britain (165 days) or for plastic surgery in Norway

(246 days). In most of the countries that experience

waiting times the waiting is organised in the form

of official waiting lists which are often made trans-

parent by internet publication.

Waiting lists can be regarded as a type of (non-

price) rationing, an instrument to cope with

under-capacity of surgery (mainly of surgeons

and/or equipment). In a public health system

that offers free medical treatment waiting lists

might have a social rationale if (if!) the waiting

lists are organised in such a way that the surgical

cases of lowest individual utility have to wait the

longest.

An obvious explanation of waiting times is the lack

of surgical capacity. But this argument is superficial

because one must ask why the capacities have not

been extended or why and how the lack of exten-

sion has been politically possible.

A partly answer is offered by Table 2, which relates

the existence of waiting times to the type of financ-

ing (by taxes or by contributions) of the expendi-

tures for the public health system. The differentia-

tion of the two country groups (with and without

waiting times) by type of financing is  strongly

selective: The waiting-time countries generally

have a high share of tax financing, the other group

a high share of financing by contributions to a

social health insurance system. For a tax financed

public health system it is obviously politically easi-

er to keep the costs of the health system lower by

lower investment in new equipment than is the

case for a contribution-financed system. Or,
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Table 1
Waiting Time

Waiting time
Percentage of
population on

waiting lists
Cataract surgery

Orthopedic
surgery Plaste surgery

Australia yes 0.9 % 73 days 53 days 24 days
Austria no – – – –
Belgium no – n.a. – –
Canada yes 1.6 % 70 days 48 days 46 days
Denmark yes n.a. 184 days n.a. n.a.
Finland yes 2.5 % 60 - 360 days 180 days n.a.
France no – – – –
Germany no – – – –
Greece yes n.a. n.a. n.a. n.a.
Ireland yes 0.7 % n.a. n.a. n.a.
Italy yes n.a. n.a. n.a. n.a.
Luxembourg no – – – –
Netherlands yes 0.9 % 112 days 98 days 168 days
New Zealand 2.2 % n.a. n.a. n.a.
Norway yes 0.9 % 139 days 160 days 246 days
Portugal n.a. n.a. n.a. n.a.
Spain yes 0.4 % 59 days 66 days 63 days
Sweden yes n.a. n.a. n.a. n.a.
Switzerland no – – – –
UK yes 2.1 % 190 days 165 days 113 days
US no – – – –

Notes: The figures relate mainly to 2001.

For more detailed information on waiting time for medical treatment see  www.cesifo.de/DICE.

Sources: OECD Health data 2002; World Health Report 2000; official national sources.
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expressed differently, it seems to be politically eas-
ier to raise the contribution rate for the health sys-
tem than to raise the general tax rate and to
promise to use the extra-revenues for the health
system.

R.O.

Table 2
  Waiting Lists and Type of  Public  Financing
                     of Health Systems

Public expenditure for
health

Wai-
ting
time

Share of tax
financing,

in %

Share of
social insu -
rance finan-
cing, in %

Australia yes 100.0 0 .0
Canada yes 98.9 1 .1
Denmark yes 100.0 0 .0
Finland yes 80.4 19.6
Greece yes 64.8 35.2
Ireland yes 100.0 0 .0
Italy yes 100.0 0 .0
Netherlands yes 100.0 0 .0
New Zealand yes 100.0 0 .0
Norway yes 100.0 0 .0
Portugal yes 100.0 0 .0
Spain yes 12.8 87.2
Sweden yes 100.0 0 .0
UK yes 100.0 0 .0
Average 89.9 10.2

Austria no 12.4 87.6
Belgium no 18.7 81.3
France no 3 .3 96.7
Germany no 23.4 76.6
Luxembourg no 17.1 83.0
Switzerland no 22.1 77.9
US no 57.9 42.1
Average 22.1 77.9

For more detailed information on waiting time for
medical treatment see www.cesifo.de/DICE.

Sources:  OECD Health data 2002; World
Health Report 2000; official national sources.



EDUCATION AS A PUBLIC

GOOD – CLEAR SUCCESS

FOR THIRTY YEARS OF

EDUCATIONAL POLICY

More than thirty years have passed since an educa-
tional state of emergency was proclaimed in most
industrialised countries. A major criticism of the
educational system was that it was to a large extent
the privileged classes who were able to send their
children to colleges and universities. It was also
criticised that education for girls was not as good
as for boys. A social consensus was formed that in
the interest of equal starting opportunities access
to higher education should be given to everyone
with sufficient ability.

The demand for better education for broad strata
of the population was in accord with the interest of

businesses, whose requirements for more highly
qualified workers increased. In addition the great
importance of human capital was recognised as
necessary for economic growth. Correspondingly,
the improvement of the educational system met
with broad support.

The successes of this past “revolution in education”
can be adequately measured thanks to the work of
the OECD and EUROSTAT. With the
“International Standard Classification of Educa-
tion (ISCED-97)” a system has been developed
with which the different levels of education in the
individual OECD countries can be compared and
equivalencies determined. There are also statistics
that indicate the proportional educational attain-
ments of the population. These statistics are broken
down according to age groups. By means of a com-
parison of the educational attainments of the 25 to
35 age group with that of the 55 to 64 age group,
which concluded its educational phase 30 years ago,

conclusions can be drawn on
changes in the educational level
over the past three decades.

The newest statistics, for 2001,
show that the educational level
of the population clearly
increased in all OECD-countries
in the past 30 years. Three quar-
ters of those in the 25 to 34 age
group have at least a higher sec-
ondary schooling. For the 55 to
64 age group it is less than half.
Countries with a low level of
educational attainment in an
international comparison have
caught up on countries with a tra-
ditionally higher educational
level. Greece and Spain in partic-
ular considerably increased the
percentage of people in the 25 to
34 age group with a secondary
education. Among the countries
with a traditionally higher educa-
tional level, Belgium and Finland
increased the participation in the
educational system considerably
(see table and figure).

There was also a clear increase in
university graduates. In the stud-
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ied OECD countries, ca. 28 percent of the 25 to 34
age group and ca. 16 percent of the 55 to 64 age
group had a university degree in 2001. Japan,
Ireland, Spain, France, Canada and Belgium
expanded their university education significantly.
In all of these countries, more than 30 percent in
the 25 to 34 age groups had a university education
in 2001. Also in this group were the United States,
Finland, Sweden, Norway, Australia and Great
Britain.

W. O.

Educational attainment of the population by age group in percent,
2001

At least upper
secondary education

At least tertiary
education

25–34 55–64 25–34 55–64

Austriaa) 83 63 15 9
Belgiuma) 75 38 36 17
Czech Republic 92 76 11 9
Denmark 86 72 29 20
Finland 87 51 38 23
France 78 46 35 14
Germany 85 76 22 20
Great Britain 68 55 30 19
Greece 73 28 24 9
Hungary 81 44 15 12
Irelanda) 73 35 48 21
Italy 57 22 12 6
Luxembourg 59 42 23 13
Netherlandsa) 74 51 26 17
Norwaya) 93 70 35 21
Poland 52 36 15 10
Portugal 32 9 14 5
Spain 57 17 36 10
Sweden 91 65 37 25
Switzerland 92 81 26 21

Australia 71 44 34 21
Canada 89 67 50 30
Japan 94 63 47 15
New Zealand 82 60 29 24
US 88 83 39 31
a) 2000.

Source: OECD, Education at a Glance 2002, Paris, pp. 37 and 48.



DEVELOPMENT OF PUBLIC

DEBT IN EUROPE

The most recent OECD estimates and projections
of “general government gross public debt” extend
to 2004. In the table the development of this
important variable is shown as a percentage of
GDP (public debt ratio).

The majority of EU countries reached the highest
level of public debt ratio in the first half of the
1990s (1995 included). For Spain and for the
United Kingdom the year with the highest debt
ratio was 1996, for France it was 1998, and for
Germany 1999.

Starting from the highest value of the debt ratio
which had been reached, the majority of countries
managed to reduce their debt ratio continuously –
or nearly continuously – up to the projected figure
for 2004. In some countries this steady reduction
has been dramatic. Ireland, e.g., reduced its debt
ratio from 96.2 percent (1993) to 32.3 percent

(2004, est.). By contrast, Italy’s continuous reduc-

tion had been less vigorous: the debt ratio went

from 123.8 percent (1994) to 106.6 (2004, est.).

Similarly moderate was the development in

Greece where the debt ratio fell – albeit not quite

continuously – from 110.1 percent (1993) to

99.7 percent (2004, est.).

There are only three countries in the EU that did

not continuously reduce their debt ratio from the

highest value reached, but witnessed, instead, a rise

of the ratio in the first years of the 2000s (up to

2004, est.). These countries are France, Germany

and Portugal.

For the European Union as a whole the highest

debt ratio reached was 77.8 percent, on average

(1996), and this has been continuously reduced to

69.1 percent (2004, est.). The development of all

OECD countries was different: In 1996 the average

debt ratio (75.2 percent compared to 77.8 percent)

was lower than that of the EU countries, while in

2004 (est.) it is projected to be higher (77.7 percent

compared to 69.1 percent).
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General Government Gross Public Debt
As a percentage of nominal GDP

Estimates and
projections1993 1994 1995 1996 1997 1998 1999 2000 2001

2002 2003 2004

Austria 61.8 64.7 69.2 69.1 64.7 63.9 64.9 63.6 63.2 63.3 62.2 60.2
Belgium 138.1 135.8 133.9 130.5 124.8 119.5 114.8 109.6 108.6 105.4 101.9 97.3
Denmark 78.0 73.5 69.3 65.1 61.2 56.2 52.7 46.8 44.7 41.9 38.7 35.1
Finland 56.0 58.0 57.2 57.1 54.1 48.8 46.8 44.0 43.4 39.8 39.6 39.1

France 45.3 48.4 54.6 57.0 59.3 59.5 58.5 57.3 57.3 59.3 61.2 62.2
Germany 46.9 49.3 57.0 59.8 61.0 60.9 61.2 60.2 59.5 61.7 63.0 63.4
Greece 110.1 107.9 108.7 111.3 108.2 105.8 105.1 106.2 107.0 106.4 103.6 99.7

Ireland 96.2 90.4 82.6 74.2 65.1 55.1 49.6 39.0 36.4 34.1 32.9 32.3
Italy 118.1 123.8 123.2 122.1 120.2 116.3 114.5 110.5 109.8 109.6 108.1 106.6
Luxembourg 5.7 5.4 5.6 6.2 6.1 6.3 6.0 5.6 5.6 6.0 6.0 6.0
Netherlands 78.8 75.7 77.2 75.2 69.9 66.8 63.1 55.8 52.8 51.7 50.6 49.0

Portugal 59.1 62.1 64.3 62.9 59.1 55.0 54.3 53.1 55.4 59.8 59.7 58.9
Spain .. .. 63.9 68.1 66.6 64.6 63.1 60.5 57.1 55.6 54.3 52.8
Sweden .. 76.2 76.2 76.0 73.1 70.5 65.0 55.3 56.6 52.8 52.2 51.5
United Kingdom 45.4 48.5 51.8 52.3 50.8 47.7 45.1 42.1 39.1 39.7 40.4 40.7

European Union 70.4 71.6 76.3 77.8 77.3 76.8 73.3 70.5 69.6 69.9 69.8 69.1

Total OECD 70.4 71.5 74.1 75.2 74.9 75.2 74.6 72.1 73.0 75.0 76.6 77.1

Note: The individual country debt figures are based on ESA95 definitions. The figures for the total of the European
Union countries and of the OECD countries are not always fully comparable with the individual country data.

Source: OECD, Economic Outlook, No. 72, Dec. 2002.



CESifo DICE Report 2/200375

Database

The special importance of a satisfying develop-
ment of the public debt ratio stems from the future
burden which is to be expected from the ongoing
ageing process in most industrial countries. The
OECD estimates that total age-related spending
(pensions, early retirement, health, family benefits)
must be increased by about 6 to 7 percentage
points of GDP during the coming 50 years. While
these expenditures currently amount to around 20
percent of GDP, an increase of 6 to 7 percentage
points would mean an increase of about 30 per-
cent. This would – and will – put heavy pressures
on public finances. Seen in this light, the reduction
of the public debt burden must not only be of a
continuous but also of a more vigorous nature.

R.O.



THE WORLD BANK GROUP PROJECT

ON LABOUR REGULATIONS

The project gathers data on employment laws and
industrial relations laws. Data were also gathered
on the specific constitutional provisions governing
these two areas. The employment laws and indus-
trial relations laws of most countries are available
on-line at the NATLEX database, published by the
International Labour Organization. Constitutions
are available on-line on the U.S. Law Library of
Congress website. The main secondary sources
include the International Encyclopaedia for
Labour Law and Industrial Relations, and Social
Security Programs Throughout the World.
Observations were confirmed with more than one
source. In most cases both the actual laws and a
secondary source were used to ensure accuracy. All
conflicting answers were checked with two addi-
tional sources, including a local legal treatise on
labour and social security laws. If there was further
doubt, legal advice from leading local law firms
was solicited to confirm accuracy. The current mark
of the data refer to January 2002.

Following the OECD Job Study and the
International Encyclopaedia for Labour Law and
Industrial Relations, the areas subject to statutory
regulation in all countries were identified. Those
include – within employment laws – alternative
employment contracts, conditions of employment,
and employment protection; and within industrial
labour relations: labour unions, worker participa-
tion in management, and collective disputes.

The methodology was developed in Botero, Juan,
Simeon Djankov, Rafael La Porta, Florencio
Lopez-de-Silanes, and Andrei Shleifer, The
Regulation of Labor, March 2003.

INTERNATIONAL REFORM MONITOR:

SOCIAL, LABOUR MARKET AND

COLLECTIVE BARGAINING POLICIES

OF THE BERTELSMANN FOUNDATION

Up-to-the-date reports and analyses about impor-
tant reforms in social, labour market and collective
bargaining policy, best practice reports from 15

countries and the expertise of 19 renowned think

tanks and research institutes make the Reform

Monitor a valuable source of information for every

reformer. The “International Reform Monitor”

documents at six-monthly intervals how other

countries meet the challenges of the future with

reforms. The precisely targeted supply of informa-

tion to decision-makers in politics, industry and

society is designed to give fresh impetus to our

domestic reform policies. At the very heart of the

project is an international network of renowned

research institutes and think tanks in fifteen

OECD states who report and analyze, like seismo-

graphs, even the most minute topical changes in

social, labour market and collective bargaining

policy reforms. The results of the network efforts

are accessible on the Internet under www.reform-

monitor.org and are published every six months.

IMF, WORLD ECONOMIC OUTLOOK,

APRIL 2003

Structural reforms – a catch-all for fundamental

institutional changes to improve an economy’s per-

formance – are widely acknowledged as the key to

unlocking the full potential of the global economy.

Chapter 3 of the new Outlook builds on a recent

resurgence of research interest on the role of insti-

tutional factors in explaining cross-country differ-

ences in economic performance. Economists have

increasingly come to recognize that differences

across countries in physical capital and in educa-

tion levels can only go so far in explaining the vast

differences observed in incomes across the world.

The chapter explores a variety of quantitative mea-

sures of institutional quality reflecting, for exam-

ple, perceptions of the degree of corruption, politi-

cal rights, public sector efficiency, regulatory bur-

dens and the rule of law. Consistent with other

recent work that also tries to control for “reverse

causality”, the chapter finds a strong positive cor-

relation between institutional quality and per capi-

ta income.

Chapter 4 also looks at institutional reform, but

from the much narrower perspective of labour

markets. A particular focus is placed on continen-

tal Europe, where generous unemployment com-

pensation, centralized wage bargaining processes,

strict employment protection (e. g., large firing
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costs), and high taxation of labour income all con-

tribute to unemployment rates far exceeding those

in the United States. The chapter finds that if

European labour market competitiveness were to

converge to the U.S. level European unemploy-

ment rates would fall dramatically.

REGULATION AND INVESTMENT

One commonly held view about the difference

between continental European countries and other

OECD countries, especially the United States, is

that the heavy regulation of Europe reduces its

growth. Using newly assembled data on regulation

in several sectors of many OECD countries, Alberto

Alesina, Silvia Ardagna, Guiseppe Nicoletti and

Fabio Schiantarelli provide substantial and robust

evidence that various measures of regulation in the

product market, concerning in particular entry bar-

riers, are negatively related to investment. The

implications of their analysis are clear: regulatory

reforms, especially those that liberalise entry, are

very likely to spur investment (OECD Economics

Department Working Paper 352).

VENICE SUMMER INSTITUTE 2003

CESifo’s fourth Summer Institute will be held from

21 to 26 July 2003. Five workshops will focus on:

Tax Policy and Labour Market Performance 

Organisers: Peter Birch Sørensen & Jonas Agell

Keynote speakers: Lans Bovenberg & Stephen

Nickell

Monetary Unions after EMU

Organiser: Paul De Grauwe

Keynote speaker: Michael Artis

Insurance: Theoretical Analysis and Policy

Implications

Organiser: Christian Gollier

Keynote speakers: Pierre-André Chiappori &

Mark Pauly

Taxation and the Family

Organisers: Ray Rees, Pierre Pestieau & Alesandro

Cigno

Keynote speakers: Robert A. Pollak, Ray Rees,
Pierre Pestieau & Alesandro Cigno

Economic Stagnation in Japan

Organisers: Michael Hutchison & Frank
Westermann
Keynote speaker: Takatoshi Ito

THE RONALD COASE INSTITUTE,

WORKSHOP ON INSTITUTIONAL

ANALYSIS, SEPTEMBER 6–11, 2003,

BUDAPEST, HUNGARY

Scholars who want to learn more about institution-
al analysis should attend this workshop. Through
training, presentations, and exchange, sessions will
build the capacity of researchers to conduct empir-
ical analysis in new institutional economics. This is
an outstanding opportunity to present current
research and get comments and suggestions from
established scholars in institutional analysis.

INTERNATIONAL SOCIETY FOR NEW

INSTITUTIONAL ECONOMICS,

“INSTITUTIONS AND CHANGE”,

7TH ANNUAL CONFERENCE,

SEPTEMBER 11–13, 2003, BUDAPEST,

HUNGARY

The International Society for New Institutional
Economics (ISNIE) will hold its Seventh Annual
Conference at the Budapest University of
Economics, September 11–13, 2003. In addition to
economics, the conference program will include ses-
sions on the application of institutional analysis to
political science, law, and organizational behaviour.



DICE
Database for Institutional Comparisons in Europe

www.cesifo.de/DICE

The database DICE was created to stimulate the political and academic
discussion on institutional and economic policy reforms. For this purpo-
se, DICE provides country-comparative information on institutions, re-
gulations and the conduct of economic policy.

To date, the following main topics are covered: Labour Market, Public
Finances, Social Policy, Pensions, Health, Business Environment, Capi-
tal Market and Education. Information about Basic Macro Indicators is
added for the convenience of the user.

The information provided comes mainly in the form of tables – with
countries as the first column –, but DICE contains also several graphs
and short reports.

In most tables all 15 EU and some important non-EU countries are co-
vered. Many topics already contain information on the EU accession
countries. 

DICE consists mainly of information which is – in principle – also avail-
able elsewhere. But we think that the access we provide is very conveni-
ent for the user, the presentation is systematic and the main focus is
truly on institutions, regulations and economic policy conduct. Howe-
ver, some tables are based on empirical institutional research by ifo and
CESifo colleagues as well as the DICE staff.

DICE is a free access database.

Critical remarks and recommendations are always welcome. 
Please address them to 
osterkamp@ifo.de 
or 
ochel@ifo.de
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