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 In 1994, economists in the United States were virtually unanimous in believing that the  
unemployment rate could not fall much below 6.0 percent without triggering an inflationary spiral. 
The Phillips curve regressions that were used to determine the non-accelerating inflation rate of 
unemployment (NAIRU) in the United States appeared to provide solid empirical support for a 
NAIRU that was in a range from 5.8% to 6.5% (Weiner 1993, Congressional Budget Office 
1994, and Gordon 1982).1 The unemployment rate has now been below 6.0% for more than four 
years and below 5.0% for the last two years. Instead of rising, inflation, by every measure, is 
lower today than it was in 1994. In short, the history of the last few years has completely 
disproved the accepted view within the economics profession.  
 
 As a result of the Federal Reserve Board's decision not to use monetary policy to prevent 
the unemployment rate from falling below 6.0%, approximately 4.0 million more workers now 
have jobs than would otherwise have been the case. In addition, standard estimates of the Okun 
relationship between GDP and unemployment imply that the U.S. economy has produced more 
than $400 billion in additional output over the last four and a half years because the 
unemployment rate was allowed to fall below the accepted measures of the NAIRU. 
 The declines in unemployment have been especially dramatic for traditionally disadvantaged 
groups. As the overall unemployment rate fell from about 6% to just over 4%, the unemployment 
rate for African-American adults, for example, fell from 10.1% to just 6.6%. For African-
American teens the unemployment rate over the same period fell from over 35% percent to as low 
20%.  
 
 The U.S. experience of the last four years is an important point of departure for any 
discussion of European unemployment because it demonstrates the limits of the profession’s 
understanding of the determinants of unemployment. The evidence placing the NAIRU in the 5.8-
6.5% range for the United States was certainly stronger and more widely accepted than the 
evidence for any particular measure of the NAIRU for any of the European countries that are 
currently suffering from high unemployment. The enormous gains that resulted from a U.S. 
monetary policy that was not guided by the accepted view of the NAIRU points to the enormous 
stakes involved in accurately determining the barriers to reducing unemployment in Europe. 
 
 The next section of this paper examines the theoretical and empirical problems with the 
widely accepted view that high unemployment in Europe is primarily attributable to the structure 
of the labor market. The following section outlines the case that high unemployment is primarily 
attributable to contractionary macroeconomic policies, the impact of which is quickly transmitted 
across national borders. The last section is a brief conclusion. 
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Rising European Unemployment: Macro and Micro Perspectives 
 
 Every nation in western Europe has experienced a dramatic rise in its unemployment rate 
between the 1960s and the 1980s and 1990s. The (unweighted) average unemployment rate for 
these countries in the 1960s was 1.9%. In the 1980s it had risen to 7.4%, and thus far in the 
1990s the average has been 8.8%. While this rise in unemployment is clearly the largest problem 
facing the economies of western Europe, no generally accepted explanation has emerged. A 
Keynesian macroeconomic explanation of this increase would require evidence that these 
economies have typically been demand constrained. This would mean showing that the 
unemployment rate has been responsive to changes in aggregate demand, for example, an increase 
in government spending leading to a fall in unemployment. Explaining a simultaneous rise in 
unemployment across countries would require an explanation of how contractionary policies can 
be transmitted across borders. In the case of Europe the obvious mechanism is exports. Since 
such a large portion of GDP crosses national boundaries, the impact of a contraction in one nation 
is quickly felt elsewhere in Europe. The degree of economic integration within Europe also largely 
negates the benefits of expansionary policies in a single country since much of the benefits of any 
increase in demand will be felt elsewhere.   
 
 By contrast, a microeconomic explanation for a simultaneous increase in unemployment 
requires that either a common set of factors altered the labor markets in each nation at 
approximately the same time, or that a common shock hit the European economies and their labor 
markets were ill-equipped to adjust to it. The first sort of explanation would look to evidence that 
the European labor markets were more rigid in the 1980s and 1990s than in the 1960s. For 
example, the finding that government unemployment benefits were more generous on average in 
the later period would provide evidence in support of this theory. The second explanation would 
require a clear identification of what the shock was, and then an explanation of why Europe’s 
labor markets were unable to adjust. Both sorts of microeconomic explanations rely on rigidities 
in the labor market to explain European unemployment. The major difference is that the first view 
explains current high levels of unemployment by claiming that labor markets have become more 
rigid. The second view attributes the rise in unemployment to an underlying change in the 
structure of the economy, which leads to unemployment because labor markets are rigid. In both 
cases, the policy prescription is the same, reduce rigidities in the labor market.  
 
 Although the microeconomic explanation for high European unemployment is widely 
accepted among economists and in policy circles, it actually rests on very little evidence. The 
claim that European labor markets are more rigid at present than they were thirty years ago is 
questionable. That the degree of rigidity has increased sufficiently to explain a rise in 
unemployment of the magnitudes observed is almost implausible on its face. The alternative 
explanation — that a shock has occurred that is of sufficient magnitude to explain this rise in 
unemployment—  also seems questionable. The evidence for each of views is discussed briefly 
below.  
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Growing Labor Market Rigidities 
 
 While European labor markets clearly have more rigidities than the U.S. labor market, it is 
not all evident that they have more rigidities in the 1990s than they did twenty or thirty years ago. 
Labor unions, the most obvious source of rigidities, are weaker in nearly every European country 
in the 1990s than in the 1960s. The proportion of the work force that is covered by union 
contracts has declined in most European countries. In some cases, Austria and France, for 
example, the decline has been quite sharp, with the percentage of wage and salary earners 
represented by unions falling by more than ten percentage points between 1970 and 1990. In 
many nations, the legal protections for unions have been weakened as well (OECD 1994b, pp. 9- 
23). The evidence indicates that if any change has indeed occurred, it is that labor unions now 
produce fewer rigidities than they did in the 1960s. 
 
 The situation with government supports in the labor market is mixed. Legislated minimum 
wages show no clear trend relative to average wages over this period (OECD 1994b, pp.46-51). 
Government-mandated vacation time has increased in many countries and the length of the 
standard work week has become shorter in some countries. These trends, however, have been a 
feature of the entire postwar period, as workers have sought to ensure that a portion of the gains 
from higher productivity accrue in the form of more leisure. The data do not suggest that the 
trend towards a shorter statutory work week has accelerated in the last two decades. These 
restrictions on work time, however, have been at least partially offset by other changes that allow 
greater flexibility. Specifically, most European nations have adjusted their labor laws to facilitate 
part-time work, temporary employment, and other arrangements (OECD 1994b, pp. 93-100).  
 
 Many European nations have had restrictions on dismissals that require advance notice 
and severance pay. But these restrictions have been in place for decades and in many cases have 
been weakened in recent years (OECD 1998, p. 18). The movement in marginal tax rates on labor 
has not shown any clear trend. Some rise took place from the late 1970s to the mid-1980s, but 
marginal tax rates have fallen in the 1990s, so that they are not very different from the levels in 
place at the end of the 1970s (OECD 1994b, pp. 240-244).    
 
 More generous unemployment benefits could explain some of the increase in European 
unemployment, but no simple relationship exists over time between changes in benefit levels and 
changes in unemployment. While benefits were in general higher in the 1990s than in the 1960s, 
much of the increase took place in the 1970s, long before the large increase in European 
unemployment. For example, in both Belgium and the Netherlands virtually all of the rise in the 
generosity of benefits took place before 1977. In the case of Germany, the rising generosity of 
benefits explains none of the increase in unemployment, since benefit levels have actually become 
slightly less generous over the last three decades. The same is the case in Italy, where benefits are 
virtually non-existent.2 In these countries, at least, high unemployment benefits can not explain 
rising rates of unemployment.  
 
 The magnitude of the increase in European unemployment rates is far larger than what can 
plausibly be supported by the limited evidence of increased labor market rigidities over the last 
three decades. Madsen (1998) applied a model developed by Layard and Nickell (1986), which 
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explains movements in unemployment rates largely by changes in labor market rigidity, to the 
unemployment path in OECD nations over the period from 1960 to 1993. The study found that 
the coefficients of the variables measuring the generosity of unemployment benefits were 
insignificant and that the model could explain less than 20% of the increase in unemployment in 
the OECD over this period. 
 
 Recent OECD analyses of changes in the structural unemployment in the 1990s 
underscore the implausibility of the rigidities story. As Table 1 demonstrates, according to the 
OECD, the non-accelerating-inflation-rate of unemployment rose in most European countries in 
the 1990s. In some instances, the increases were large. Between 1990 and 1997, the estimated 
NAIRU, for example, increased 5.8 percentage points in Finland, 3.5 percentage points in 
Sweden, and 2.7 percentage points in Germany (OECD 1998, p. 9). (See Table 1.) Yet, by the 
OECD's own assessment (OECD 1998), the 1990s were a period during which nearly all 
European nations reduced labor market rigidities. Since labor market rigidities have not increased 
during the 1990s, they cannot possibly explain the dramatic increases in unemployment over the 
last decade.  
 
External Shocks 
 
 The alternative microeconomic explanation for high European unemployment is not that 
rigidities increased, but rather that the underlying economic environment changed. According to 
this line of argument, rigid European labor markets may have been well adapted for the early 
post-war period, but they were unable to adjust to the more turbulent environment of the last 
twenty five years. The shocks that are potentially to blame for this turbulence are the oil price 
hikes and the productivity slowdown of the 1970s, the spread of computer technology, and the 
increase in global competition. Each of these will be briefly discussed below. 
 
 The 1970s hit European economies with two major oil price shocks. At the same time, 
productivity growth rates slowed across Europe and the rest of the OECD. Many models have 
attempted to blame the rise in European unemployment in the 1980s on the inability of European 
labor markets to adjust to these shocks. According to this view, workers resisted the decline in 
real wages necessitated by the rise in oil prices or, alternatively, workers resisted the deceleration 
in real wage growth necessitated by the deceleration in productivity growth. In either case, 
workers' ignorance or stubbornness led them to press for excessive wage demands that, in the 
end, drove unemployment up. Lindbeck and Snower (1988) have offered an influential variation 
on this process: given strong unions and legal protections against dismissal, powerful "insiders" 
(the employed) can continue to secure substantial wage gains with relatively little risk of 
unemployment. As a result, even a large pool of unemployed "outsiders" does little to moderate 
wage demands in the face of adverse shocks. 
 
 Whether or not these models can explain the rise in unemployment in the 1980s, they offer 
little help in coming to grips with high unemployment in Europe at the end of the 1990s. The 
productivity slowdown was a quarter of a century ago and the last major oil shock was twenty 
years ago. Furthermore, world oil prices have long since returned to their pre-shock levels. Any 
negative impact that these shocks had on the unemployment rate in the 1980s should have been 
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reversed by the 1990s. Given that the world economy has not suffered any new, comparable, 
shocks, and given the reversal of the 1970s oil price rise, we should have seen a fall in the 
unemployment rate in the 1990s across Europe. That this has not occurred suggests that a slow 
labor market adjustment to the 1970s shocks was not the cause of the increase in European 
unemployment in the 1980s. 
 
 If wage demands had been excessive, the capital share of income and rates of return to 
capital should have fallen, or at least remained constant, over the 1980s and 1990s. The large 
increase in almost every European nation since 1979 in both the capital share of corporate income 
and in the return to capital (see Table 2) argues against the view that excessive worker demands 
have generated high unemployment. Instead, the profit data suggest that workers, in aggregate, 
have made significant concessions to capital over the last two decades, casting significant doubt 
on the idea that excessive labor power lies at the root of European unemployment. 
  
 The third and forth possible shocks, technology and trade, can be treated together as 
relative demand shocks. The basic argument is that either technology or trade has led to a 
significant increase in the relative demand for more highly skilled workers and significant decrease 
in the relative demand for less skilled workers. In the case of technology, the claim is that the 
spread of computers and other information technologies have radically altered the production 
process, increasing the productivity of well-educated workers that have mastered the technology, 
but decreasing the productivity of less- educated workers. In the case of trade, the claim is that 
large numbers of less-skilled workers in manufacturing are being displaced by low-wage workers 
in developing nations. Since highly-educated workers do not face the same sort of competition, 
this leads to a relative decline in the demand for less-skilled workers.  
 
 In both scenarios, the decline in the relative demand for less-skilled workers should have 
led to a fall in the relative wages for the less-skilled. The United States has experienced a large 
decline in the relative wages of the three-quarters of the work force without a college degree, as 
predicted by a relative demand shift view.3 In Europe, no comparable decline in the wages of less-
skilled workers occurred. In the standard view, the failure in Europe of relative wages of less-
skilled workers to fall during the 1980s and 1990s is then the “cause” of high European 
unemployment. 
 
 Regardless of the evidence for technology or trade as the major factor behind the change 
in relative wages in the United States, this sort of relative demand shift explanation is inconsistent 
with basic features of European unemployment. If the problem is that wage rigidities are 
preventing a fall in the relative wages of less-skilled workers, then the rise in unemployment 
should be concentrated among the less skilled. This, however, has not been the case. Table 3 
shows that the ratio of the unemployment rate of less-educated workers to that of the college-
educated workers is no higher in Europe than it is in the United States. Less-educated workers in 
Europe are actually less likely to be unemployed, relative to better-educated European workers, 
than are their less-educated U.S. counterparts. These data indicate that labor market rigidities 
have not raised the relative unemployment rates of less-educated workers in Europe; instead, 
some other force appears to have raised the unemployment rate of all European workers relative 
to rates in the United States.4 Employment rates by educational level reinforce the message of the 
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unemployment data. The decline in employment rates in European economies cuts across all skill 
and education levels (see Nickell and Bell (1995), Card, Kramer, and Lemieux (1996), and 
Krueger and Pischke (1997)). 

 
Hysteresis 
 
As Blanchard and Summers (1986) and others have argued, the sustained, high, 

unemployment rates of the 1990s may have created conditions that make it difficult to reduce 
unemployment without igniting inflation, despite slack labor markets. Within this framework, the 
NAIRU could, for a number of reasons, have come to depend on the past levels of unemployment 
— a situation often referred to as hysteresis. Governments might respond to high unemployment 
rates, for example, by easing eligibility for, raising benefits of, or extending duration of 
unemployment benefits. This effort to ease the burden of unemployment could lower the 
incentives of unemployed workers to find new jobs, keeping unemployment from falling even after 
labor demand rose.5 Or, unemployed workers, particularly those out of work for extended 
periods, might lose their skills, work habits, or networks of contacts. The long-term unemployed 
may also face discrimination from employers. These and other factors may mean that 
expansionary macroeconomic policy will be relatively ineffective in lowering high unemployment 
once high unemployment has become an established part of the economic landscape. Even if labor 
demand improves, the large pool of unemployed workers will not easily rejoin the working world. 
Under these circumstances, the new labor demand will be translated primarily into higher pay for 
existing workers, a process that will, in turn, set off inflation. 

 
Almost two decades of high unemployment in many European economies may well have 

raised the sustainable level of unemployment, but the question facing European governments is 
exactly how high the sustainable rate has risen in response to high unemployment. Ultimately, the 
economic importance of hysteresis effects is an empirical question and is closely related to 
estimates of the NAIRU. The earlier discussion of the United States is potentially instructive. 
While few would argue that the U.S. economy suffers from hysteresis, the vast majority of 
economists studying the United States, all of whom were fully aware of the flexibility of U.S. 
labor markets at the time that they derived their estimates, substantially overestimated the 
inflationary response of allowing unemployment to fall below the 5.8%-6.5% range. 

 
 The recent experience of blacks in the United States may be even more relevant for 

Europe. Hysteresis is a supply-side phenomenon, related to generosity of unemployment benefits, 
atrophy of skills, lack of connections to the formal labor market, and employer discrimination. All 
of these factors loom large in the labor market for black Americans, who have been 
disproportionately affected by welfare reform, long-term unemployment, and labor-force 
withdrawal. In addition, black workers still face substantial employer discrimination (Holzer 
1996). Yet, the sustained, low, unemployment of the last three years has reconnected many 
marginalized black workers to the labor market, with the unemployment rate for black adults 
falling from above 10% to below 7%, and the unemployment rate for black teens falling 15 
percentage points, from 35% to 20%. As the New York Times observed recently, the overall 
unemployment rate for black Americans is now lower than the overall European unemployment 
rate.6 
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Table 4 demonstrates that conventional estimates of the NAIRU for European economies 
may also be off the mark. The first column of Table 6 gives the OECD's estimates for the NAIRU 
for 19 OECD countries in 1997. The next three columns show the standardized unemployment 
rates for the same countries in 1997, 1998, and for the most recent month or quarter available 
(generally early 1999). In 1997, the actual unemployment rate in nine of the countries was below 
the OECD's corresponding estimate for the NAIRU. In 1998, the actual unemployment rate was 
below the estimated 1997 NAIRU in 13 countries. The most recent available unemployment rate 
was below the estimated 1997 NAIRU in 14 countries. The last three columns of the table report 
annualized changes in the consumer price index for the same countries in 1997 and 1998, and then 
show the International Monetary Fund's (IMF) forecast for inflation in 1999. Despite a sustained, 
European-wide, tendency for the unemployment rate to be below the estimated NAIRU, the data 
show no signs of accelerating inflation.  
  
 To sum up, microeconomic explanations for the rise in unemployment over the last two 
decades are far from compelling. Little evidence supports the view that European labor markets 
have become more rigid over last two decades. The major oil shocks took place 20-25 years ago 
and have largely been reversed. The deceleration in productivity growth has become a basic fact 
of the last 25 years of economic life, diminishing the plausibility that ongoing unwillingness to 
reconcile wage demands with slower productivity is still an active cause of current high 
unemployment. The substantial decline in labor's share of corporate income and the steep rise in 
the return to capital argue further against theories of unemployment that rely on excessive wage 
demands. Finally, relative employment and unemployment rates by education level are not 
consistent with a relative demand shock against less-educated workers. Both the timing across 
countries, and the distribution of unemployment across skill groups, suggest that high European 
unemployment rates may have its roots in the macroeconomy. 
 
A Macroeconomic Explanation of European Unemployment 
 
 In this section, we outline an argument that macroeconomic factors are the cause of the 
rise in European unemployment. We also develop estimates of the potential impact of slower 
foreign growth on each nation’s domestic unemployment rate. These estimates indicate that, in 
the absence of offsetting factors, unemployment can spread easily across national boundaries. This 
discussion is intended to be suggestive, and to identify some of the issues that will have to be dealt 
with in subsequent efforts to test the hypothesis that macroeconomic factors explain high 
European unemployment.  
 

The core of the macroeconomic explanation for higher European unemployment is quite 
simple. The European nations have relied on contractionary fiscal and monetary policy to bring 
down their inflation rates from the peaks reached in the late 1970s and early 1980s to the 
negligible rates of the last several years. These contractionary policies have both a direct effect on 
national output and employment and an indirect effect — through several channels—  on foreign 
countries' output and employment. The first, and most direct, channel is through international 
product markets. The high degree of integration of Western European economies means that 
contractionary policies in one nation directly reduce demand for exports elsewhere in Europe. 
This effect will be especially important when the economies that pursue contractionary policies 
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are the larger economies, such as France and Germany, which absorb a large share of European 
exports. The effect will have its greatest impact on smaller nations, such as Belgium and the 
Netherlands, which are most dependent on exports.  
 
 The second channel is through international capital markets. While the United States, 
Japan, and Germany have been able to maintain some independence in their monetary policy 
during the last two decades, other European nations, in practice, cannot maintain domestic real 
interest rates below those in Germany. As a result, the Bundesbank's decision to pursue 
contractionary monetary policy for most of the last two decades has effectively imposed the same 
policy on the rest of Europe. From the early 1990s, first the Maastricht treaty and then the 
creation of a European Central Bank, have formalized this arrangement. 
 
 The third channel is through international foreign exchange markets. In the integrated 
economies of western Europe, if one nation manages to sustain a rate of growth that is 
significantly higher than that of the rest of the continent, the fast-growing economy will inevitably 
run large trade deficit, as the growth of national imports exceeds the growth of national exports. 
Since no country can sustain a growing trade deficit indefinitely, the fast-growing country will 
either be forced to devalue its currency or to adopt more contractionary economic policies. The 
political and economic drive for a single currency, which has required relative stability in exchange 
rates across Europe, has generally ruled out devaluation as an option, with the result that 
contraction has been the route generally chosen.7 The ill-fated economic expansion in the early 
Mitterand years in France provides the model example of this scenario.      
 

 Unfortunately, the extent of the interdependence of the European economics also 
makes it difficult to test the impact of policy variables within each nation.8 Imagine trying to 
measure the economic impact of independent fiscal and (if it were possible) monetary policy 
operating in the state of Ohio, without reference to policies being pursued at the national level. An 
increase in the structural deficit in Ohio that was designed to stimulate economic activity in the 
state would almost certainly have only a limited effect on the state's economy. A large portion of 
the impact would be felt elsewhere in the form of higher "imports" from other U.S. states. A rise 
in interest rates specific to the state of Ohio, for example, probably would not have much 
consequence for economic activity within the state because firms and individuals could easily 
arrange to borrow from financial institutions in other states. That state-level fiscal and monetary 
policies would have little measurable effect on output and employment under such circumstances 
would hardly suggest that national fiscal and monetary policy would be similarly ineffective. In 
important respects, the relatively small, open, economies of the European Union are in a similar 
situation, making it difficult to gauge the importance of macroeconomic factors in explaining 
European unemployment. 
 
 Any effort to test a macroeconomic explanation of European unemployment also faces the 
standard problem of distinguishing between exogenous policy changes and endogenous economic 
factors. For example, the real value of a nation’s currency may decline in financial markets 
because of a conscious decision of its central bank or as a result of large trade deficit creating an 
oversupply of its currency. In the former case, the devaluation of the currency may be expected to 
spur future growth. In the latter case, the fall in the value of the currency may coincide with 
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effects to constrict demand (thereby reducing the trade deficit), and therefore be associated with 
slower future growth. 
 
 The economic impact of government deficits poses problems that are at least as thorny. In 
practice, economists have great trouble distinguishing between policy-driven changes in 
government deficits and endogenous changes due to higher unemployment and slower growth.9 
Since the impact of changes in unemployment rates on deficits has probably not been constant in 
most nations over the last three decades, accurate measures of the impact of changes in fiscal 
policy would require assessment of the impact of institutional changes that have altered the 
relationship between unemployment and deficits. (The most obvious example of this problem is 
the unification of Germany.) In both the case of real exchange rates and the case of changes in 
structural government deficits, estimation of the impact of economic policy requires careful 
identification of policy changes before measuring any impact on unemployment rates.     
  
 The impact of policy variables almost certainly differs across nations in proportion to the 
share of GDP that is devoted to meeting domestic demand. For example, in the case of the United 
States, where domestic demand comprises almost 90% of GDP, the impact of larger budget 
deficits should be far larger than in Belgium, where the ratio is close to 50%. The same would 
apply to the impact of a reduction in short-term interest rates. By contrast, the impact of a policy- 
initiated currency devaluation should be expected to be roughly proportional to the ratio of total 
trade (exports and imports combined) to GDP. Any effort to test the effect of these policy 
variables on unemployment should include some scaling to take account of these differences 
across nations.     
 
Foreign Growth 
 
 A final factor that should be explicitly incorporated into any analysis of international trends 
in unemployment is the direct impact of foreign growth. With individual European nations 
committed to contractionary policies for much of the last decade, and with those nations 
interested in using policy to promote faster growth effectively barred from doing so by 
international product, capital, and foreign exchange markets, each of Europe's relatively small, 
open, economies suffers from what appears to be an exogenous decline in foreign demand. From 
the standpoint of domestic employment, the impact of demand from domestic and foreign sources 
should be identical. This means that a decline in export demand should have exactly the same 
impact on domestic employment as a decline of the same magnitude in domestic consumption or 
investment. 
 
 Using this simple insight, we have constructed estimates of the impact of the deceleration 
over the last two decades in international growth rates on the domestic unemployment rate for 
each OECD country. Our purpose is to illustrate that general slower European growth rates in the 
1980s and 1990s have had a large impact on the unemployment rates of individual European 
economies. Our estimates suggest that about 20-30% of the rise in European unemployment 
reflects the effects of slower international growth on the export demand facing Europe. Given the 
conceptual and econometric problems mentioned above with trying to use national monetary, 
fiscal, and exchange rate data to estimate the effects of national macroeconomic policy, we don't 
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attempt to estimate the direct unemployment impact of macroeconomic policy on unemployment. 
We believe that the indirect macroeconomic effects that we estimate here, together with the direct 
macroeconomic effects that we describe, but do not estimate here, are the most important cause 
of the general rise in European unemployment in the 1990s. 
 

Our basic estimation procedure is straightforward. For each country, we first estimated 
how a one-percentage-point change in the growth rate of GDP affects the national unemployment 
rate.10 Since a change in GDP should have roughly the same impact on employment whether the 
change is due to domestic demand or foreign exports, this estimate of the unemployment-output 
growth relationship should allow us to quantify the employment effects of export changes for each 
country. 
 

Next, we identified each OECD country's top five trading partners (based on the average 
share of each country's export markets over the three years 1970, 1980, and 1990). We then used 
economic growth data for each of the country's trading partners to calculate "foreign growth 
rates" (weighted by each export market's importance to the corresponding national economy) for 
each OECD country in each year from the late 1970s through the late 1990s. (We also scaled the 
foreign growth rate for each country by the importance of exports in the country's overall output. 
So, even rapid foreign growth would still have only a relatively small effect on a closed economy, 
such as the United States, while a decleration in foreign growth could have a substantial negative 
effect on an export-intensive economy, such as Belgium.) 

 
 Table 5 shows the detailed results from these calculations. We use the estimated 
relationship between GDP growth and the change in the unemployment rate in each country to 
estimate the change in unemployment that would occur in each country if overall GDP growth 
were zero in a particular year. This "zero-GDP-growth change in unemployment" appears in 
column 1 of Table 5.11 The second column shows the average export share of GDP for the same 
countries. The third column shows the implied increase in the domestic unemployment rate that 
would result if all of the nation’s trading partners experienced zero GDP growth. Note that this is 
just the change in unemployment that would result from zero change in the overall GDP scaled by 
the share of exports in national GDP. The fourth column shows the "constant unemployment rate 
of growth" (CURG).12 The CURG is the rate of overall growth that is required to keep the 
national unemployment rate unchanged.  
 

Table 6 shows the actual average growth rate (columns two and three) for each nation’s 
five leading trading partners during the 1980s and 1990s.13 Columns four and five show the 
predicted change in the unemployment rate for each decade, based on the gap between the actual 
foreign growth rate and the CURG. This difference is the expected change in the unemployment 
rate given the gap between the actual rate of growth of each nation’s major trading partners and 
the level of foreign growth that would have been required to keep the unemployment rate from 
rising or falling. For purposes of comparison, columns six and seven show the actual change in 
each nation’s unemployment rate over the two decades. 

 
As can be seen, for many countries, the change in unemployment due to the deceleration 

in the foreign growth rate was large relative to the actual changes in unemployment. In Germany, 
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for example, the deceleration in growth among the major purchasers of German exports added 0.6 
percentage points to the national unemployment rate over the course of the 1980s and 0.9 
percentage points over the 1990s. These figures represent 20-30% of the total increase in 
unemployment over the two periods. Slower foreign growth rates also account for a significant 
portion of the increase over the same period in the unemployment rates of France, Italy, and 
Spain. 

 
In some cases, actual foreign growth rates exceeded the rates necessary to keep 

unemployment constant. In these cases, the international economy helped to lower 
unemployment, all other factors held constant. The most notable case is the United Kingdom, 
where the export-weighted average-annual-foreign-growth rate was 2.8% in the 1990s — the 
highest rate in the OECD and 0.5 percentage points above the foreign growth rate necessary to 
keep unemployment from increasing. As a result, foreign growth lowered the United Kingdom’s 
unemployment rate 0.6 percentage points, all other factors held constant. The different growth 
experiences in the export markets for the United Kingdom and Germany suggest caution in 
making simple unemployment rate comparisons across the two countries. Exports are about 
equally important to national income in both countries — 26.9% in Germany compared with 
26.1% in the United Kingdom—  but German export markets grew at only 1.8% per year in the 
1990s, compared to a 2.8% per year rate for the United Kingdom. By 1997, the different growth 
rates in the two countries’ export markets accounted for 1.5 percentage points of the 3.0 
percentage-point gap in unemployment rates.14 

 
Not surprisingly, foreign growth rates are much less important to the relatively closed 

U.S. economy. Foreign growth rates for the United States exceeded the CURG by 0.5 percentage 
points in the 1980s, but this pushed U.S. unemployment down by just 0.2 percentage points over 
the period. Foreign growth rates fell below the CURG in the 1990s, but this barely raised the U.S. 
unemployment rate (0.1 percentage points). 

 
In light of the CURG analysis, the unemployment performance of four economies look 

particularly impressive. Denmark, Ireland, the Netherlands, and Norway all managed to lower 
their national unemployment rates in the 1990s, despite foreign growth rates below the foreign-
growth level required to keep the unemployment rate constant.  

 
The numbers in Table 6 represent the impact that the general deceleration in foreign 

growth rates would have had on domestic unemployment rates in each nation, in the absence of 
either offsetting policy, or endogenous economic developments. In principle, it should be possible 
to incorporate these predicted changes in national unemployment rates into regressions that 
include accurate measures of the key macroeconomic policy variables for each nation. This should 
provide for a better test of the hypothesis that the rise in European unemployment rates is 
primarily attributable to contractionary macroeconomic policy. Alternatively, the best test may 
require aggregating unemployment rates, interest rates, and deficits across countries, to construct 
measures for Europe as a whole. Only further research will construct effective tests of this view. 
But, the projections in Table 6 make clear that ignoring the spillover effects across nations means 
overlooking a major factor in determining national unemployment rates. 
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Conclusion 
 
 This paper has briefly examined various explanations for the increase in European 
unemployment over the last three decades. It argues that the evidence for a microeconomic 
explanation for this rise in unemployment, based on labor market rigidities, is weak. Little or no 
evidence supports the view that European labor markets are more rigid in the late 1990s than they 
were in the 1960s. The alternative microeconomic explanation — that high European 
unemployment reflects inflexibility in the face of relative demand shocks—  is not consistent with 
the patterns of relative employment and unemployment by skill levels. The increase in 
unemployment has not been concentrated among the least skilled, as this theory would predict. 
Instead, workers across all skill and education levels have experienced a rise in unemployment. 
 
 As an alternative, this paper argues that we can best understand European unemployment 
as a macroeconomic phenomenon, with the impact of contractionary policies transmitted across 
national borders. Specifically, the disinflationary policies of the 1980s and 1990s have had a 
predictable effect on unemployment. We constructed a set of estimates of the predicted impact of 
foreign growth on national unemployment rates. These estimates suggest that slow foreign 
growth was a major factor in the rise of unemployment rates across Europe in the last two 
decades, explaining in many cases 20%-30% of the actual rise in unemployment. These estimates 
do not include the direct, national, effects of contractionary macroeconomic policy, and lead us to 
conclude that macroeconomic forces are the principle cause of high European unemployment. 
 
 While we did not develop a full model to explain the rise of unemployment in Europe, the 
most perfunctory examination of monetary policy would suggests an obvious villain. Even after a 
recent cut in interest rates, the real short-term interest rate set by the European central bank still 
stands at more than 1.5%. For much of the last decade, the various European central banks were 
holding real short-term interest rates in the range of 3.0%-4.0% in order to bring inflation rates 
down to the levels required by the Maastricht accords. That persistently high real interest rates led 
to slow economic growth and high unemployment should come as no surprise to 
macroeconomists. In striking contrast, the Federal Reserve Board, under the leadership of Alan 
Greenspan, allowed the real interest rate to fall to zero in 1992 and to remain at zero for nearly 
two full years. This was in response to a much less serious problem of unemployment and excess 
capacity than is currently confronting Europe. The United States has benefited enormously from 
the Federal Reserve Board’s willingness to ignore the consensus on NAIRU in the conduct of 
monetary policy. 
 
 The evidence for the high European NAIRUs claimed by the OECD and other economists 
is not nearly as strong as it was for the range previously accepted in the United States. Europe's 
weak recovery since about 1997 has further undermined the credibility of conventional estimates 
of the NAIRU for many European economies. Inflation appears almost uniformly low and stable 
across the OECD. This recent evidence suggests that the NAIRUs held up as a constraint on 
macroeconomic policy lack a solid basis in either theory or evidence.  
 

Under such circumstances, European economies should have little reason to treat such 
estimates of NAIRU as a constraint on macroeconomic policy. European nations have an 
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enormous amount to gain, and very little to lose, by following the same path pursued by the 
Federal Reserve Board. The adoption of the Euro and the change in governments across the 
continent remove many of the obstacles to international macroeconomic coordination that may 
have existed previously. The current political situation offers an opportunity for a coordinated 
expansion that may finally bring an end to the period of high unemployment across Europe. It 
would be tragic loss if, at this historical moment, the new governments in Europe could not even 
show as much courage as Alan Greenspan. 
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Notes 
 
The authors acknowledge helpful comments from Robert Blecker, Eckhard Hein, Hartmut Seifert, 
and participants at the "Creating Competitive Capacity" conference and a seminar at EPI. 
 
1 Staiger, Stock, and Watson (1996) shows that the confidence interval around the NAIRU in a 
variety of standard models is much larger than is generally recognized exceeding two and even 
three percentage points in some specifications. The implication of this result is that the NAIRU 
cannot be closely enough specified to make it a useful concept for guiding economic policy.  

2 These comments are based on the data that appear in table 8.2 of The OECD Jobs Study 
(OECD, 1994b). The following table shows the replacement rates for unemployed workers, 
expressed as a percentage of the average wage, for four countries. 
  
   1967-71 73-77  79-85  87-91  1991 
 
Belgium  35  43  46  44  43  
Germany  30  29  29  28  28 
Italy   2  2  1  1   3 
Netherlands  38  48  48  52  51 
 
3 We question the usefulness of any taxonomy of workers that describes the large majority of 
workers in the United States and other OECD countries who don’t have the equivalent of a 
university degree as “less skilled.” Here we simply follow standard practice. 

4 Our language here, and elsewhere, is inexact, but follows the convention of treating "Europe" as 
a single, undifferentiated entity. Standardized unemployment rates vary widely across European 
economies. In the spring of 1999, the OECD web site (http://www.oecd.org/news_and_events/ 
new-numbers/sur/sur0499a.pdf) reports that four European economies have unemployment rates 
close to or below that of the United States: Austria (4.6%), Netherlands (3.4%), Norway (2.9%), 
and Portugal (4.2%). 
 
5  As discussed above, while benefits in some countries did become more generous in the 1970s 
and 1980s, this has generally not been the case in the 1990s. 
 
6 See Nasar (1999). 
7 The United Kingdom's decision in the autumn of 1992 to withdraw from the Exchange Rate 
Mechanism is one exception. 
 
8 Sarantis (1993) tested for the impact of macroeconomic policy variables on European 
unemployment rates, and found support for the view that these factors explained a significant 
portion of European unemployment. Madsen (1998) replicated this test and also found some 
evidence for this position, although only a small portion of the rise in European unemployment 
could be explained by the policy variables included in the test.   
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9 The OECD measure of the structural deficit is of no help in this area. The OECD treats only the 
budgetary impact of unemployment in excess of its estimated NAIRU as being cyclical. However, 
since its estimates of NAIRU have risen significantly in this period, its measure of structural 
deficits do not provide a way of distinguishing between the impact of higher unemployment and 
government policy. The OECD measure would show an increase in the structural deficit of a 
nation with unchanged fiscal policy but an increase in its estimated NAIRU. The structural deficit 
is supposed to provide a measure of the impact of fiscal policy. If the structural deficit changes 
even when fiscal policy is held constant, then it does not provide a basis for analyzing the impact 
of fiscal policy. 
 
10 Specifically, we estimated separate regressions for each country: 
 
 dUit = Ai+b1*Git-1+b2*Git-2+b3*D70sit +eit     
 
where i refers to each of 19 OECD countries; t refers to years from 1976 to 1997;  
dUit is the change in the OECD’s standardized unemployment rate; Ai is a country-specific 
constant; Git is the country’s growth rate; D70sit is a dummy variable that equals 1 for years in the 
1970s, and zero otherwise; and eit is an error term. Complete results of these regressions are 
available on request from the authors. 
 
11 The zero-GDP-growth change in unemployment is equal to the estimated value of Ai in the 
1980s and 1990s; and equal to Ai + b3 (the coefficient on the dummy variable for the 1970s) in the 
1970s. The table reports the zero-GDP-growth change in unemployment for the 1980s and 1990s. 
 
12 Calculated as:  CURGi =  Ai /(b1 + b2). 
 
13 The actual foreign growth rate is a weighted average, where the weights are determined by the 
volume of exports going to each nation. 
 
14 Adjusting for differences in the foreign-growth rate, the standardized western German 
unemployment rate was actually lower than the British rate in 1997. The standardized 
unemployment for western Germany in 1997 was 7.8 %; the corresponding rate for the United 
Kingdom was 7.0%. Lowering the western German rate by 0.9 percentage points and raising the 
British rate by 0.6 percentage points leaves the German rate at 6.9% and the British rate at 7.6%. 
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TABLE 1 
OECD Estimates of Structural Unemployment in the 1990s 

 
       Change 

    1990  1997  1990-97 
Finland   7.0  12.8  5.8 

   Sweden   3.2  6.7  3.5 
   Germany  6.9  9.6  2.8 
   Iceland   1.5  4.0  2.5 
   Switzerland  1.3  3.0  1.7 
   Greece   8.2  9.8  1.6 
   Italy   9.7  10.6  0.9 
   France   9.3  10.2  0.9 
   Belgium   11.0  11.6  0.6 
   Austria   4.9  5.4  0.5 
 
   Japan   2.5  2.8  0.3 
   Norway   4.2  4.5  0.3 
   Spain   19.8     19.9  0.1 
   Portugal   5.9  5.8  -0.1 
   United States  5.8  5.6  -0.2 
   Canada   9.0  8.5  -0.5 
 
   Denmark  9.2  8.6  -0.6 
   Australia  8.3  7.5  -0.8 
   New Zealand  7.3  6.0  -1.3 
   United Kingdom  8.5  7.2  -1.3 
   Netherlands  7.0  5.5  -1.5 
   Ireland   14.6  11.0  -3.6 
 
   Source: Authors’ analysis of OECD (1998). 
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 TABLE 2 
 Capital Income Shares in the Business Sector (%) 
        
        
  GDP First Second  Change Over Cycle 
 Country Peak Years Peak* Peak* 1997 1980s Present 
 United States 1979,1990 32.8 33.8 34.2 1.0 0.4 
 Japan 1979,1991 30.4 34.1 31.6 3.7 -2.5 
 Germany 1980,1992 28.5 34.5 39.1 6.0 4.6 
 France 1982,1992 31.2 40.2 41.0 9.0 0.8 
 Italy 1980,1991 35.4 36.1 41.5 0.7 5.4 
 United Kingdom 1979,1989 31.3 29.4 31.3 -1.9 1.9 
 Canada 1981,1989 33.1 32.3 27.1 -0.8 -5.2 
        
 Australia 1981,1989 33.0 38.9 37.6 5.9 -1.3 
 Austria 1980,1992 . 37.4 42.8 . 5.4 
 Belgium 1980,1992 28.7 35.3 37.7 6.6 2.4 
 Denmark 1979,1991 . 34.8 35.8 . 1.0 
 Finland 1980,1989 30.4 29.9 34.5 -0.5 4.6 
 Ireland 1982,1990 21.6 30.4 35.5 8.8 5.1 
 Netherlands 1980,1992 . 38.6 40.4 . 1.8 
 New Zealand 1979,1988 . 38.3 40.9 . 2.6 
 Norway 1980,1987 27.6 26.8 31.4 -0.8 4.6 
 Portugal 1982,1992 35.5 33.6 35.4 -1.9 1.8 
 Spain 1980,1991 30.8 37.9 39.5 7.1 1.6 
 Sweden 1980,1990 26.4 27.4 32.3 1.0 4.9 
 Switzerland 1981,1990 40.6 33.4 30.0 -7.2 -3.4 
        
 Notes: 
 (1) Cross-country differences in imputation of self-employed income make comparisons of share levels 
difficult. 

 (2) Figures for 1997 are OECD projections as of December 1997. 
        
 Source: Schmitt and Mishel (1998). 
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 TABLE 3  
 Unemployment Rates by Education Level, 1994  
        
        
     Ratio of  
  Unemployment Rate Less Than   
  Less Than   High School/ High School/  
 Country High School High School College College College  
 United States 12.6 6.2 3.2 3.9 1.9  
 Japan . . . . .  
 Germany 13.9 8.8 5.4 2.6 1.6  
 France 14.7 10.5 6.8 2.2 1.5  
 Italy 8.4 7.5 6.4 1.3 1.2  
 United Kingdom 13.0 8.3 3.9 3.3 2.1  
 Canada 14.3 9.0 7.3 2.0 1.2  
        
 Australia 10.2 6.9 4.5 2.3 1.5  
 Austria 4.9 2.8 1.7 2.9 1.6  
 Belgium 12.5 7.1 3.7 3.4 1.9  
 Denmark 17.3 10.0 5.3 3.3 1.9  
 Finland 22.7 16.4 8.5 2.7 1.9  
 Ireland 18.9 9.7 4.9 3.9 2.0  
 Netherlands 8.2 4.8 4.3 1.9 1.1  
 New Zealand 9.3 5.3 2.9 3.2 1.8  
 Norway 6.5 4.7 2.3 2.8 2.0  
 Portugal 6.0 6.2 2.5 2.4 2.5  
 Spain 21.3 19.4 15.0 1.4 1.3  
 Sweden 8.8 7.6 3.6 2.4 2.1  
 Switzerland 5.1 3.4 3.0 1.7 1.1  
        
 Average excl US 12.9 9.3 6.2 2.3 1.6  
        
 Notes:       
 (1) Standardized unemployment rates. 
 (2) Germany refers to unified eastern and western Germany. 
        
 Source:  Mishel, Bernstein, and Schmitt (1998) analysis of OECD data.   
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TABLE 4 

The Estimated NAIRU, Actual Unemployment, and Inflation, Late 1990s 
          
 OECD         
 Estimated  Standardized Unemployment Rate  Annual Inflation Rate 
 NAIRU    Most    Forecast 
 1997  1997 1998 Recent  1997 1998 1999 

Australia 7.5  8.6 8.0 7.5  1.7 1.6 1.5 
Austria 5.4  4.5 4.7 4.6  1.3 0.9 1.0 
Belgium 11.6  9.2 8.8 8.4  1.6 1.0 1.1 
Canada 8.5  9.2 8.3 7.8  1.4 1.0 1.2 
Denmark 8.6  5.6 5.1 4.9  2.2 1.7 1.9 
Finland 12.8  12.7 11.4 10.8  1.2 1.5 1.5 
France 10.2  12.3 11.7 11.4  1.2 0.7 0.5 
Germany 9.6  9.9 9.4 9.0  1.8 0.9 0.6 
Ireland 11.0  9.9 7.8 7.0  1.5 2.4 2.0 
Italy 10.6  12.1 12.2 12.0  1.7 1.8 1.3 
Japan 2.8  3.4 4.1 4.6  1.7 0.6 -0.2 
Neth. 5.5  5.2 4.0 3.4  2.2 2.0 1.6 
Norway 4.5  4.1 3.3 2.9  2.6 2.2 2.3 
Portugal 5.8  6.8 4.9 4.2  2.2 2.8 2.3 
Spain 19.9  20.8 18.8 17.6  2.0 1.8 1.8 
Sweden 6.7  9.9 8.2 7.6  0.5 -0.1 0.2 
Switz. 3.0  4.2 . .  0.5 0.0 0.8 
UK 7.2  7.0 6.3 6.3  2.8 2.7 2.7 
US 5.6  4.9 4.5 4.4  2.3 1.6 2.1 

          
Sources:          
Table 1.          
OECD, http://www.oecd.org/news_and_events/new-numbers/sur/sur0499a.pdf.  
IMF, WEO Database, April 1999, http://www.imf.org/external/pubs/ft/weo/1999/.  
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TABLE 5 

Relationship between Growth and Unemployment, OECD, 1979-97 
     

     
 Zero-GDP-  Zero-Foreign- Constant- 
 Growth  GDP-Growth Unemployment- 
 Change in  Change in Rate-of-Growth 
 Unemployment Export Share Unemployment (CURG) 

Country (%-points unem./year)  in GDP (%-points unem./year) (annual % growth) 
Australia 2.2 0.156 0.3 3.3 
Austria 0.4 0.354 0.1 4.1 
Belgium 1.0 0.641 0.7 1.9 
Canada 1.3 0.254 0.3 2.5 
Denmark 1.1 0.318 0.4 2.2 
Finland 2.0 0.275 0.5 3.1 
France 1.4 0.206 0.3 2.8 
Germany 1.2 0.269 0.3 2.8 
Ireland 1.8 0.499 0.9 5.0 
Italy 0.7 0.209 0.2 4.0 
Japan 0.4 0.123 0.1 3.8 
Netherlands 1.1 0.527 0.6 2.2 
Norway 1.3 0.427 0.6 3.4 
Portugal 0.9 0.284 0.3 2.5 
Spain 3.0 0.167 0.5 3.1 
Sweden 1.4 0.301 0.4 2.3 
Switzerland 0.5 0.350 0.2 2.5 
UK 1.3 0.261 0.4 2.3 
US 1.2 0.080 0.1 2.4 

     
Notes:     
(1) The zero-GDP-growth change in unemployment is the constant from the  
regression in note 8. It shows the percentage-point increase in unemployment per year 
resulting from a period without any growth in GDP.  
(2) The export share in GDP is the average annual share of exports in GDP over the 
period 1970-1990.    
(3) The zero-foreign-GDP-growth change in unemployment is the product of columns 1 and 2. 
It shows the percentage-point increase in unemployment per year attributable to a complete 
cessation of foreign GDP growth.    
(4) The CURG is calculated, using the coefficients from the regression in note 8, as: -Ai/(b1+b2). It shows 
the annual GDP growth (for both foreign and domestic components) required to keep the 
unemployment rate constant.    
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TABLE 6 

Impact of Slower International Growth on National Unemployment Rates, 1980-97 
           

           
      Predicted Change in    
      Unemployment Due to  Actual Change 
 CURG  Actual Foreign Growth  Slower Foreign Growth  in Unemployment 

Country (%)  1980-89 1990-97  1980-89 1990-97  1980-89 1990-97 
Australia 3.3  3.2 2.1  0.0 1.0  0.2 1.7 
Austria 4.1  2.0 1.8  0.7 0.6  1.8 1.1 
Belgium 1.9  2.1 2.1  -0.6 -0.4  -1.8 2.9 
Canada 2.5  2.8 2.2  -0.3 0.4  0.0 1.1 
Denmark 2.2  2.2 1.9  0.1 0.4  2.3 -1.8 
Finland 3.1  2.1 1.6  1.8 2.0  -2.0 10.3 
France 2.8  2.1 1.9  0.7 0.7  3.5 3.5 
Germany 2.8  2.3 1.8  0.6 0.9  3.0 3.0 
Ireland 5.0  2.4 1.8  4.9 4.7  7.4 -3.5 
Italy 4.0  2.2 1.9  0.7 0.6  4.4 3.1 
Japan 3.8  2.7 2.2  0.2 0.2  0.3 1.3 
Netherlands 2.2  2.0 1.9  0.3 0.5  0.9 -1.0 
Norway 3.4  2.1 1.8  2.2 2.2  3.3 -1.2 
Portugal 2.5  2.2 1.9  0.3 0.5  . 2.1 
Spain 3.1  2.3 1.8  1.4 1.7  6.7 4.5 
Sweden 2.3  2.4 2.3  -0.2 0.0  -0.4 8.1 
Switzerland 2.5  2.2 1.9  0.2 0.3  0.5 3.5 
UK 2.3  2.3 2.8  -0.1 -0.6  1.1 0.0 
US 2.4  2.9 1.9  -0.2 0.1  -1.9 -0.7 

           
Notes:           
(1) CURG taken from preceding table.        
(2) Actual foreign growth is the average annual growth rate in each country's top-five export destinations. 
(3) Predicted change in unemployment due to slower foreign growth is calculated as:  
(CURGi - Actual GDP Growthi)* (b1+b2)*(Xi/GDPi)*(number of years in period).    
(4) Actual change in unemployment rate is the change in the standardized unemployment rate between 
the first and the last year indicated.        
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