
Finnish Economic Papers 2/99 – S. Nickell

62

Finnish Economic Papers – Volume 12 – Number 2 – Autumn 1999

FINNISH UNEMPLOYMENT: A VIEW FROM OUTSIDE*

STEPHEN NICKELL

Institute of Economics and Statistics, Oxford University, St. Cross Building, Manor Road,
Oxford OX1 3UL, United Kingdom

1. Introduction

In the 1990s, Finland suffered its worst re-
cession of the 20th century. As Kiander and
Vartia (1996) make clear, unemployment was
far higher in the early 1990s than in the depths
of the great depression of the 1930s. Indeed,
since the first world war, unemployment in Fin-
land did not exceed 10 percent until 1992.
While Finland’s experience in the early 1990s
was unique in the OECD countries, other Nor-
dic countries and the United Kingdom have had
similar unemployment patterns as we can see
from the figures in Table 1.

Basically each country had a boom in the late
1980s, with unemployment substantially re-
duced from its historically high level of the ear-
ly 1980s. A particular common feature of this
boom in all four countries was the dramatic rise
in asset market prices particularly property, both
domestic and commercial. When the boom
turned into a bust, asset prices rapidly col-
lapsed, interest rates rose fast, there was dam-
age to the banking system and significant debt
deflation. By 1993 unemployment in all four
countries had risen hugely. From 1994 unem-
ployment has been falling in a healthy manner
in all the countries except Sweden.

The recession in Finland was, however,
worse than elsewhere because, as well as the
asset market collapse and the consequent fall in

* This paper has also been published in Finnish in Poh-
jola (1998).

domestic consumption, there was also the al-
most complete disappearance of Soviet trade
after 1990. Since the Soviet Union was taking
almost 20 percent of Finnish exports, this rep-
resented a significant additional adverse shock.

This, then, is the setting for this paper. Our
concern, however, is with what happens next.
In order to focus on this, we need to understand
what determines unemployment in the longer
term. One way of doing this is to compare the
Finnish labour market with other labour mar-
kets in the OECD. So in what follows, we first
discuss how labour market institutions influ-
ence unemployment in the longer term. Then
we consider how the Finnish labour market
compares with those in the rest of the OECD
and finally we see what light this sheds on Finn-
ish unemployment prospects in the long term.

2. What labour market institutions
lead to high unemployment?

Labour market institutions are of great sig-
nificance in the determination of unemployment
in the long run. While this is a well known fact,
the mechanisms at work are quite subtle. First,
it is important to remember that unemployment
is determined by real aggregate demand. La-
bour market institutions enter the picture be-
cause if they become less effective at holding
down wage inflation, real aggregate demand
must fall and unemployment must rise in order
to prevent inflation from taking off. Whether



Finnish Economic Papers 2/99 – S. Nickell

63

this occurs because of active government poli-
cy or some automatic mechanism, such as cash
limited government expenditure, is of second-
ary importance. The ultimate cause of the rise
in unemployment is the reduced effectiveness
of labour market structures in suppressing in-
flationary pressure.

Labour market institutions

We make no attempt rigorously to define a
labour market institution, contenting ourselves
with simply listing those institutions that we
shall consider. The boundaries of this list are
somewhat arbitrary. For example, we exclude
product market regulations even though many
of these are introduced at the behest of employ-
ees (e.g. regulations on shop opening hours).
However, we include certain parts of the tax
system, because they impact heavily on the op-
eration of labour market even though they are
not normally thought of as labour market insti-
tutions.

The “institutions” we consider are first, la-
bour taxes; second, laws and regulations cov-
ering employees’ rights; third, trade unions and
the structure of wage bargaining including min-
imum wages; fourth, the social security system
and the treatment of the unemployed; fifth, the
system of education and training, and finally,
barriers to regional mobility. We look at each
of these in turn.

Taxes on labour

Under this heading we include payroll taxes,
income taxes and consumption taxes. Of course,
this is to some extent an arbitrary choice since
some income taxes fall on capital income and
some consumption taxes are paid by individu-

als who are out of the labour force. However,
taxation on labour typically operates via the
wedge between the real cost of a worker to an
employer and the real consumption wage of the
worker. Consider a representative firm in a
closed economy producing GDP. Then real la-
bour cost per worker is W/P where W is nomi-
nal labour cost per worker and P is the GDP
deflator (at factor cost). The corresponding con-
sumption wage, assuming workers consume
GDP, is W(l–tl) (1–t2)/P(1+t3) where t1 is the
payroll tax rate, t2 is the income tax rate and t3

is the consumption tax rate. The tax wedge is
(1–t1)(1–t2)/(1+t3)�[1–(t1+t2+t3)].

So, in general, we may expect the labour
market consequences of taxation to operate via
the sum of the three tax rates, (t1+t2+t3). How-
ever, there are some exceptions. For example,
because unemployed individuals are not liable
for payroll taxes, but do pay income and con-
sumption taxes, the payroll tax rate alone (tl) is
sometimes considered important. Furthermore,
the above analysis is based on proportional lin-
ear tax schedules. If, for example, the income
tax schedule is progressive, then marginal tax
rates may have an impact which is independent
of the average tax rates and the degree of pro-
gressivity may be important.

So in Table 2 we present some information
on tax rates across the OECD. In the first col-
umn, we have the payroll tax rate, defined as
the ratio of labour costs to wages (less unity).
In the second, we add to this the average in-
come and consumption tax rates derived from
aggregate tax and income data. Finally, in the
third column we give an OECD estimate of the
marginal tax wedge for an average production
worker. In some cases, this is lower than the fig-
ures in the second column because the payroll
tax is here restricted to social security payments

Table 1. Unemployment rates in selected countries, 1983–98

83 87 88 89 90 91 92 93 94 95 96 97

Finlandi 5.4 5.0 4.5 3.4 3.5 7.5 13.0 17.6 17.9 16.6 15.7 14.2
Norwayi 3.5 2.1 3.2 4.9 5.3 5.6 6.0 6.1 5.5 5.0 4.9 4.5
Swedeni 3.9 1.9 1.6 1.4 1.5 2.7 5.9 9.5 9.8 9.2 10.0 10.1
UKi 12.4 10.3 8.6 7.2 6.8 8.7 10.1 10.5 9.6 8.8 8.2 6.8
Finlandd 5.1 4.6 3.5 3.5 7.6 13.1 17.9 18.4 17.2 16.3 14.7 13.7

Note: i = ILO definition, d = domestic definition.
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to public sector schemes, rather than the total
of non-wage labour costs used in the other col-
umns.

The key features of these numbers are first,
the enormous variation in payroll tax rates
stretching from Denmark, where the govern-
ment levies no social security taxes on firms,
to France and Italy with rates close to 40 per-
cent. Second, while there is less variation in the
other two columns, it is clear that the total rates
in Europe are, with the exception of the UK,
Switzerland, and Portugal, higher by 10 to 20
percentage points than other OECD countries,
with the Nordic countries being the highest of
the lot. This is the consequence of higher lev-
els of public expenditure in continental Europe
than elsewhere, mainly focused on more gen-
erous social security and pension benefits, and
the public provision of health care and higher
education.

Laws and regulations on employee rights

Laws referring to the treatment of employees
by companies include regulations on working
hours, annual leave, health and safety, employ-
ee representation rights (on consultative com-
mittees, boards of directors etc.), workers com-
pensation insurance, fixed term contracts and
employment security. Aside from the last two
items, these regulations are generally equivalent
to an increase in labour costs although they may
have additional effects on labour productivity.
Regulations under the last two headings typi-
cally change the cost to employers of adjusting
the size of their labour force.

To give some idea of how these regulations
vary across the OECD, we present a number of
variables which attempt to capture overall la-
bour standards and job security. In the first
column of Table 3 is a labour standards index.

Table 2. Tax rates on labour: 1989–94

1 2 3
Payroll Tax Rate (%) Total Tax Wedge (%) Marginal Tax Wedge (%)

t1 (t1+t2+t3) 1991/2

Austria 22.6 53.7 –
Belgium 21.5 49.8 66.3
Denmark 0.6 46.3 72.1
Finland 25.5 65.9 66.1
France 38.8 63.8 63.4
Germany (W) 23.0 53.0 63.8
Ireland 7.1 34.3 –
Italy 40.2 62.9 62.0
Netherlands 27.5 56.5 70.8
Norway 17.5 48.6 62.9
Portugal 14.5 37.6 –
Spain 33.2 54.2 53.4
Sweden 37.8 70.7 62.6
Switzerland 14.5 38.6 –
UK 13.8 40.8 50.4
Canada 13.0 42.7 –
US 20.9 43.8 38.5
Japan 16.5 36.3 22.2
Australia 2.5 28.7 43.5
New Zealand – 34.8 –

(1) Centre for Economic Performance (LSE) OECD Data Set. Defined as the ratio of labour costs to wages (less unity).
Note that this includes pension and other mandated payments by employers.

(2) Centre for Economic Performance (LSE) OECD Data Set. Defined as the sum of the payroll tax rate, the income tax
rate and the consumption tax rate. The latter are average rates derived from national income and aggregate tax data.

(3) OECD Jobs Study (1994), Table 9.1, last colum (1991/92). Calculated by applying the tax rules to the average pro-
duction worker. Includes employees’ and employers’ social security contributions, personal income taxes and con-
sumption taxes. Non-wage labour costs other than social security contributions are not included, nor are payroll taxes
not earmarked for social security nor are social security contributions paid to the private sector.
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This was produced by the OECD and refers to
the strength of the legislation governing a
number of aspects of the labour market. Each
country is scored from 0 (lax or no legislation)
to 2 (strict legislation) on five dimensions:
working hours, fixed-term contracts, employ-
ment protection, minimum wages and em-
ployees’ representation rights. The scores are
then summed, generating an index ranging from
0 to 10. The second column is the OECD em-
ployment protection index based on the strength
of the legal framework governing hiring and fir-
ing. Countries are ranked from 1–20, with 20
being the most strictly regulated. These rank-
ings are based on a variety of indicators set out
in OECD (1994), pp. 70–74.

The picture generated by both these indices
is one in which the countries of southern Eu-

rope have the toughest regulations and these
tend to weaken as one moves further North (ex-
cept for Sweden). Switzerland, Denmark and
the United Kingdom have the weakest regula-
tions in Europe, comparable to those in place
elsewhere. In the third and fourth columns of
Table 3 we present detailed regulations on min-
imum paid annual leave (in addition to public
holidays) and parental leave entitlement on the
birth of a child. The overall impression here is
one of minimal legal entitlement in the United
States and the United Kingdom and relatively
generous legal entitlements in continental Eu-
rope, with the exception of Italy. While Italians
are legally entitled to annual paid leave, its
length is generally determined via collective
bargaining. Finally, it is worth remarking that
while Southern Europe has the most regulated

Table 3. Employee rights

1 2 3 4
Labour Employment Minimum Duration of

Standards Protection Annual Leave Parental Leave
(weeks)a (weeks)

1985–93 1990 1992 1995

Austria 5 16 5 1040
Belgium 4 17 4 (260)b

Denmark 2 05 5 28
Finland 5 10 5 1560
France 6 14 5 1560
Germany (W) 6 15 3 1560
Ireland 4 12 3 18
Italy 7 20 none 46
Netherlands 5 09 4 40
Norway 5 11 .04.2 52
Portugal 4 18 3–4.4 40
Spain 7 19 5 52
Sweden 7 13 .05.4 78
Switzerland 3 06 4 c14c

UK 0 07 none 40
Canada 2 03 2 38
US 0 01 none 12
Japan 1 08 2 52
Australia 3 04 4 52
New Zealand 3 02 3 52

a: In addition to public holidays which range from 8 days in Switzerland to 13 in Austria.
b: This is not comparable to the other numbers since it refers to the career break total, which can be allocated at will.
c: 1988.

(1) OECD Employment Outlook (1994a), Table 4.8, Col. 6 extended by author. This is a synthetic index whose maxi-
mum value is 10 and refers to labour market standards enforced by legislation on, successively, working time,
fixed-term contracts, employment protection, minimum wages and employees representation rights. Each of these is
scored from 0 (lax or no legislation) to 2 (strict legislation) and the scores are then added up.

(2) OECD Jobs Study (1994), Part II, Table 6.7, Col. 5. Country ranking with 20 as the most strictly regulated.
(3) OECD Jobs Study (1994), Part II, Table 6.12.
(4) OECD (1995), Table 5.1 and Ruhm (1996), Table 1.
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labour markets in the OECD, it also has the
highest rates of self-employment, which is more
or less unregulated (see Table 11).

Trade unions, wage bargaining and minimum
wages

Most workers in the OECD outside the
United States have their wages determined by
collective agreements which are negotiated at
the plant, firm, industry or national level. In the
first two columns of Table 4 we present the per-
centage of employees who belong to a trade
union and an indicator of the percentage of
workers covered by collective agreements (3
means over 70 percent, 2 means 25–70 percent,
1 is under 25 percent). The main point which
emerges here is that even if the number of un-
ion members is very low, as in France and
Spain, it is still possible for most workers to
have their wages set by union agreements. This
occurs because, within firms, non-union work-

ers typically get the union negotiated rate and
because, in many countries, union rates of pay
are legally “extended” to cover non-union firms
(see OECD, Jobs Study, Part II, 1994, p. 15 for
details).

An important aspect of union based pay bar-
gaining is the extent to which unions and/or
firms co-ordinate their wage determination ac-
tivities. For example, in both Germany and Ja-
pan, employers’ associations are actively in-
volved in the preparation for wage bargaining
even when the bargaining itself may ostensibly
occur at the level of the individual firm. Co-or-
dination may be distinguished from centraliza-
tion which refers strictly to the level at which
bargaining occurs; plant, firm, industry, econo-
my. Of course, economy-wide bargaining, say,
must be co-ordinated but highly co-ordinated
bargaining need not be centralized (as in Japan
or Switzerland). In the last three columns of
Table 4, we present indices of union co-ordina-
tion and employer co-ordination, and a central-

Table 4. Trade unions and wage bargaining (1988–94)

1 2 3 4 5
Union Union Union Employer Centralisation

Density (%) Coverage Co-ordination Co-ordination Ranking
Index

Austria 46.2 3 3 3 01
Belgium 51.2 3 2 2 08
Denmark 71.4 3 3 3 04
Finland 72.0 3 2 3 05
France 09.8 3 2 2 11
Germany (W) 32.9 3 2 3 06
Ireland 49.7 3 1 1 12
Italy 38.8 3 2 2 13
Netherlands 25.5 3 2 2 07
Norway 56.0 3 3 3 02
Portugal 31.8 3 2 2 11
Spain 11.0 3 2 1 11
Sweden 82.5 3 3 3 03
Switzerland 26.6 2 1 3 15
UK 39.1 2 1 1 12
Canada 35.8 2 1 1 17
US 15.6 1 1 1 16
Japan 25.4 2 2 2 14
Australia 40.4 3 2 1 10
New Zealand 44.8 2 1 1 09

(1) OECD Jobs Study (1994), Table 5.8, Colum 3. Trade union members as a percentage of all wage/salary earners.
(2), (3), (4) Layard et al. (1991), Annex 1.4 and OECD Employment Outlook (1994a), pp. 175–85. Union coverage is an

index, 3 = over 70% covered, 2 = 25–70%, 1 under 25%. Union and Employer co-ordination in wage bargaining is
an index with 3 = high, 2 = middle, 1 = low.

(5) Calmfors and Driffill (1988), Table 3. A ranking of the centralization of wage bargains with 1 being the most central-
ized.
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isation ranking due to Calmfors and Driffill
(1988). The co-ordination indices go from a low
level of 1 to a high of 3 whereas the most cen-
tralised economy has the rank 1. The most co-
ordinated and centralised economies are those
of Scandinavia and Austria followed by conti-
nental Europe and Japan. The Anglo-Saxon
economies, including that of Ireland, exhibit lit-
tle or no co-ordination, despite having quite
high levels of union density and coverage in
some cases.

Turning now to minimum wages, the picture
here is by no means uniform, because some
countries have statutory minimum wages
whereas others rely on extending collective bar-
gaining agreements. The pattern across coun-
tries is set out in Table 5 and then, in Table 6,
we report the ratio of the minimum wage to
average earnings as well as an estimate of the
percentage of workers at or near the minimum.

A number of points are worth noting. First,
since 1993, the United Kingdom has been the
only country in the OECD without a minimum
wage of any kind. However, even before 1993,
minimum wage rules covered only a small mi-
nority of workers and were never very effec-
tively enforced. Second, there is substantial var-
iation in the ratio of the minimum to the aver-
age wage, although the number of workers af-
fected depends also on the spread of the earn-
ings distribution. Thus it appears that no one

Table 5. The pattern of minimum wages in the 1990s

Statutory Extension of Statutory Collective
Minimum Collective Minima Agreements
Wages Agreements for Selected Covering

Industriesa most of the
Workforce

France Belgium Ireland Austria
Netherlands Germany United Denmark
Portugal Italy Kingdom Finland
Spain Australia (until 1993) Norway
Canada Sweden
United States
Japan
New Zealand

a: These cover a small minority of the labour force.

Source: Dolado et al. (1996), Table 1.
OECD Jobs Study, Part II (1994), pp. 46–51.
OECD (1997), p. 13.

Table 6. The significance of the minimum wage, 1991–94

Ratio of Percent of
Minimum to Workers at or

Average Wage   near Minimum

Austria 0.62 4
Belgium 0.60 4
Denmark 0.54 6
Finland 0.52
France 0.50 110
Germany 0.55
Ireland 0.55
Italy 0.71
Netherlands 0.55 .03.2
Norway 0.64
Portugal 0.45 8
Spain 0.32 .06.5
Sweden 0.52 0
United Kingdom 0.40
Canada 0.35
United States 0.39 4
New Zealand 0.46

Source: Dolado et al. (1996), Table 1.
OECD Jobs Study, Part II (1994), Chart 5.14.

receives the minimum wage in Sweden despite
the fact that it is over 50 percent of the average
wage. By contrast, around 4 percent of the
workforce in the United States is at or near the
minimum wage even though it is less than
40 percent of the average. Third, there are
crucial differences between countries on the
application of minimum wage rules to young
people. Thus, for example, in New Zealand and
the Netherlands the minimum wage for those
aged under 20 is only 60 percent or less of the
adult rate. In the United States and France, by
contrast, there is hardly any such adjustment
(details can be found in Dolado et al., 1996,
Table 1, and OECD Jobs Study, Part II, 1994,
p. 46).

Benefit systems and active labour market
policies

The key features of the unemployment bene-
fit system are the amount of benefit and the
length of time for which the benefit is availa-
ble. In the first two columns of Table 7, we
present the replacement rate (the share of in-
come replaced by unemployment benefits) and
the duration of these benefits (four years means
indefinite duration). Benefit systems come in
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five main types. Barely existent, as in Italy.
Miserly but indefinite, as in Britain, Ireland,
Australia and New Zealand. Averagely gener-
ous but fixed term as in Japan and North Amer-
ica. Generous but fixed term as in Scandinavia,
and generous and long-term or indefinite as in
much of continental Europe.

In addition to the level of benefits, the sys-
tems in place to get the unemployed back to
work are also significant. In columns 3 and 4
of Table 7 we present a measure of the expend-
iture on active labour market policies and the
number of unemployed per staff member in
employment offices and related services. The
former include expenditures for the unem-
ployed on labour market training, assistance
with job search and employment subsidies. The
variable itself is active labour market spending
per unemployed person as a percentage of GDP
per member of the labour force. Turning to the

variable in column 4, the staff members con-
cerned are those in employment offices plus
those dealing with network and programme
management, and the administration of unem-
ployment benefit.

Generally speaking, the pattern of these two
variables indicates a higher than average ex-
penditure on the unemployed in most Europe-
an countries with Spain and Ireland being no-
table exceptions.

Barriers to geographical mobility

Barriers to mobility are clearly important for
the functioning of an economy and many of
these are institutional. In Table 8, we present
some mobility data for a small number of coun-
tries. It is worth pointing out that, with the ex-
ception of Sweden, the regions are of similar
size in each country, so the figures themselves

Table 7. The benefit system, 1989–94

1 2 3 4
Benefit Benefit Active Labour Unemployed

Replacement Duration (years) Market Policies per Staff
Ratio (%) (1991)  Member in

Employment
Offices (1992)

Austria 50 2.5 08.3 34
Belgium 60 4.5 14.6 44
Denmark 90 2.5 10.3 –
Finland 63 2.5 16.4 –
France 57 3.5 08.8 79
Germany (W) 63 4.5 25.7 39
Ireland 37 4.5 09.1 100
Italy 20 0.5 10.3 –
Netherlands 70 2.5 06.9 32
Norway 65 1.5 14.7 40
Portugal 65 0.8 18.8 51
Spain 70 3.5 04.7 191
Sweden 80 1.2 59.3 27
Switzerland 70 1.5 08.2 50
UK 38 4.5 06.4 72
Canada 59 1.5 05.9 68
US 50 0.5 03.0 –
Japan 60 0.5 04.3 93
Australia 36 4.5 03.2 89
New Zealand 30 4.5 06.8 76

(1), (2) Mainly US Department of Health and Social Services, Social Security Programmes throughout the World, 1993.
See Layard et al. (1991), Annex 1.3 for precise details of the definitions. 4 years = indefinite.

(3) OECD Employment Outlook (1995). The variable is dated 1991 and measures current active labour market spending
as % of GDP divided by current unemployment. Expenditure on the disabled is excluded.

(4) OECD Jobs Study, Part II (1994), Table 6.16.
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are reasonably comparable. What we find is that
geographical mobility is lowest in southern Eu-
rope and about four or more times higher in
Scandinavia and the United States. That people
are very mobile in the United States is well
known. The fact that mobility is also high in
Norway and Sweden is quite surprising al-
though encouraging people to move has long
been a feature of labour market policy in these
countries.

In Oswald (1996), it is suggested that one of
the most significant barriers to mobility is home
ownership because it is so much easier to move
when living in rented accommodation. So, in
Table 9, we present the percentage of house-
holds who are owner-occupiers, a variable
which Oswald finds to be significantly corre-
lated with unemployment, both across countries
and across US States. The most notable feature
of these data is the low level of owner-occupa-
tion in middle Europe with Austria, Germany,
Switzerland and the Netherlands being the four
bottom countries. This completes our survey of
labour market institutions. Next we turn to un-
employment and labour supply.

Unemployment and labour supply
in the OECD

In Table 10, we present information on un-
employment in the 1980s and 1990s. The first
point to notice is the enormous variation in rates
across countries despite the fact that the defini-
tions are as close to being comparable as we can
get.1 Taking the long-term average from 1983–
96, the rates stretch from 1.8 percent in Swit-
zerland to 19.7 percent in Spain. This variation
means that, over the long term, around 30 per-
cent of people in OECD Europe live in coun-
tries where unemployment is, on average, low-
er than the United States. However, at the pre-
cise time of writing, this number is much low-
er. Second, it is worth noting that the variation
in short-term unemployment is substantially
smaller than that in long-term unemployment.
Indeed the latter seems to be a bit of an optional

extra, the reason being that long-term unem-
ployment, in contrast to the short-term variety,
contributes very little to holding down inflation
(see OECD 1993, p. 94).

As we have already indicated, alternative
measures of labour supply are also important,
so we present a number of different aspects of
this variable in Table 11. The overall measure
of labour supply in column 6 combines both
annual hours (2) and the employment popula-
tion ratio (4). The enormous variation in this
variable explains why GDP per capita is much
higher in the United States than in Europe
whereas GDP per hour worked is higher in
many European countries.

The cross country variation in employment/
population ratios in column 4 is due to three
main factors. First, variations in the participa-
tion of married women, which are very low in
southern Europe and very high in Scandinavia
and the United States. Second, variations in the
retirement rates for men over the age of 55
(col. 1) and third, variations in the employment
rates of prime age men (col. 5). These latter are
generated by differing unemployment and dis-
ability rates. On the hours front, the numbers
are dominated by the extent of part-time work-
ing and variations in weekly hours and annual
holiday entitlements. Many countries in conti-

Table 8. Regional mobility (percent persons changing re-
gion of residence each year)

1973–79 1980–87

Finland 1.8 1.5
France .0– 1.3
Germany (W) 1.4 1.1
Italy 0.8 0.6
Norway 2.8 2.5
Spain 0.5 0.4
Sweden* 4.4 3.7
UK 1.1 1.1
US 3.0 2.9

Excludes persons who change country of residence.
Source: OECD Employment Outlook, 1990, Table 3.3. For
Spain, Bentolila and Dolado (1991).

* The numbers are based on metropolitan areas which are
rather smaller than the regions in the other countries.
However, if we move up to county level, where there
are only 20 in Sweden, the numbers are roughly halved
which still leaves Sweden as having one of the highest
mobility rates.

1 To be unemployed, you have to be without work and
wanting a job, to have actively looked for work within the
last four weeks, and to be ready to take up a job.
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nental Europe have low annual hours actually
worked even excluding part-time workers, es-
sentially because of their low weekly hours and
long annual holidays compared particularly to
the US and Japan. And this does not imply that
European worker would like to work more paid
hours per year. Indeed, across the EC, more
people would like to work fewer paid hours
than would like to work more paid hours, hold-
ing constant the hourly rate of pay (see Euro-
pean Economy, 1995, Table 25a).

Unemployment and labour market institutions

Before we go into a detailed investigation of
the relationship between labour market institu-
tions, and unemployment, we set the empirical
scene by presenting a few simple cross-country
regressions. In Tables 12 and 13 we report some
estimated equations explaining various aspects
of unemployment and labour supply. Each
equation contains a number of features of the
labour market as well as the rate of change

Table 9. Percent of households who are owner-occupiers (1990)

Austria 54 Italy 68 UK 65
Belgium 65 Netherlands 45 Canada 63
Denmark 55 Norway 78 US 64
Finland 78 Portugal 58 Japan 59
France 56 Spain 75 Australia 70
Germany (W) 42 Sweden 56 New Zealand 71
Ireland 76 Switzerland 28

Source: Oswald (1996), Table 3.

Table 10. Unemployment rates in the OECD

1997 1983–96 1983–88 1989–94
(Spring) Total

Total Short- Long- Total Short- Long-Total
term term term term

Austria 4.5 3.8 3.6 na na 3.7 na na
Belgium 9.6 9.7 11.30 3.3 8.0 8.1 2.9 5.1
Denmark 6.3 9.9 9.0 6.0 3.0 10.80 7.9 3.0
Finland 15.40 9.1 5.1 4.0 1.0 10.50 8.9 1.7
France 12.50 10.40 9.8 5.4 4.4 10.40 6.5 3.9
Germany (W) 7.7 6.2 6.8 3.7 3.1 5.4 3.2 2.2
Ireland 11.70 15.10 16.10 6.9 9.2 14.80 5.4 9.4
Italy 8.2 7.6 6.9 3.1 3.8 8.2 2.9 5.3
Netherlands 5.7 8.4 10.50 5.0 5.5 7.0 3.5 3.5
Norway 4.8 4.2 2.7 2.5 0.2 5.5 4.3 1.2
Portugal 7.2 6.4 7.6 3.5 4.2 5.0 3.0 2.0
Spain 21.40 19.70 19.60 8.3 11.30 18.90 9.1 9.7
Sweden 10.90 4.3 2.6 2.3 0.3 4.4 4.0 0.4
Switzerland 4.0 1.8 0.8 0.7 0.1 2.3 1.8 0.5
UK 7.3 9.7 10.90 5.8 5.1 8.9 5.5 3.4
Canada 9.3 9.8 9.9 9.0 0.9 9.8 8.9 0.9
US 4.9 6.5 7.1 6.4 0.7 6.2 5.6 0.6
Japan 3.2 2.6 2.7 2.2 0.5 2.3 1.9 0.4
Australia 8.8 8.7 8.4 5.9 2.4 9.0 6.2 2.7
New Zealand 6.0 6.8 4.9 4.3 0.6 8.9 6.6 2.3

Notes: These rates are OECD standardised rates with the exception of Austria, Denmark and Italy. For Austria and Den-
mark we use national registered rates. For Italy we use the US Bureau of Labor Statistics (BLS) ”unemployment rates on
US concepts”. Aside from Italy, the OECD rates and the BLS rates are very similar. For Italy, the OECD rates appear to
include the large numbers of Italians who are registered as unemployed but have performed no active job search in the
previous 4 weeks. Long-term rates refer to those unemployed with durations over 1 year. The data are taken from the
OECD Employment Outlook and the UK Employment Trends, published by the Department of Employment and Educa-
tion.
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of inflation in order to capture cyclical ele-
ments. The regressions are based on two
cross-sections dated 1983–88 and 1989–94. The
dependent variables are the unemployment rates
reported in Table 10 or the labour supply vari-
ables in Table 11.2 The independent variables
may be found in Tables 2, 3, 4, 9, where we re-
port their values for 1989–94. The 1983–88 val-
ues, many of which are different, are available
from the authors. We choose to use six-year
averages in order to smooth out both the cycle
and year-on-year noise. Finally, note that in the
unemployment equations we use the log of un-

employment as the dependent variable. This we
do because there are good theoretical and em-
pirical reasons for believing that wages are re-
lated to log u rather than u (see Lipsey, 1960;
Nickell, 1987; Blanchflower and Oswald,
1994).

The independent variables have all been de-
scribed in the previous section. Summarising
the results briefly, the overall tax burden on la-
bour has a clear negative impact on both unem-
ployment and labour supply. Payroll taxes
alone, however, have no additional effect (see
note (iii), Table 12). Looking at rigidities, there
is no evidence that employment protection or
labour standards (see note (iii) to Table 12) in-
fluence overall unemployment although the
former raises long-term and reduces short-term

Table 11. Labour supply in the 1990s

1 2 3 4 5 6 7
Early Annual Growth Employment/ Employment/ Overall Self

Retirement Hours Rate of Population Population Labour Employment
Index Worked Population Ratio (%) Ratio (%) Supply as % age of

per worker of Working (whole (males age (%) Total
(103) Age (% pa) working age 25–54) Employment

population)

Austria 60 1610 0.4 67.3 86.8 51.6 06.7
Belgium 65 1580 0.3 56.1 87.4 42.6 14.3
Denmark 31 1510 0.3 75.0 86.6 54.5 06.8
Finland 55 1768 0.5 67.1 82.4 57.1 08.8
France 54 1654 0.7 59.8 87.9 47.4 09.1
Germany (W) 42 1610 0.5 65.2 87.0 50.0 08.0
Ireland 35 1720 0.9 53.2 80.3 44.8 12.8
Italy 64 1730 0.2 54.0 84.3 44.9 22.2
Nether-lands 54 1510 0.7 62.2 86.5 45.2 08.1
Norway 27 1437 0.5 73.3 87.4 50.4 06.1
Portugal 33 2004 0.1 69.3 90.6 66.6 15.9
Spain 38 1815 0.7 47.5 81.5 41.6 17.5
Sweden 25 1485 0.3 75.6 88.2 52.0 07.1
Switzer-land 18 1637 0.6 78.6 94.7 62.0 0.–
UK 32 1720 0.4 69.6 86.7 58.6 12.4
Canada 35 1714 2.1 70.6 84.7 59.0 07.5
US 32 1919 0.8 73.1 88.2 68.2 07.7
Japan 17 1965 0.6 73.4 95.9 69.2 11.6
Australia 37 1850 1.4 68.2 86.5 61.3 12.5
New Zealand 43 1812 0.7 68.0 86.6 59.8 14.7

(1) OECD Employment Outlook (1996), Table B, p. 188. Defined as (100 – percent participation rate in 1990 for males
aged 55–64).

(2) OECD Employment Outlook (1996), Table C, p. 190. Average annual hours worked per employee (1992). Austria is
set equal to Germany, Ireland to UK, Denmark to Netherlands.

(3) OECD Employment Outlook. Growth rate of the population of working age, 1988–93.
(4), (5) OECD Employment Outlook (1996), Tables A, B. (Average of 1990 and 1994.)
(6) (Average annual hours worked per employee x employment) ÷ (2080 x population of working age) x 100.
(7) OECD Jobs Study (1994), Table 6.8. Percentage share of self-employment in total employment in the non-agricultural

sector, 1990

2 The 1983–88 values of the labour supply variables are
not reported in Table 11 but are available from the authors
on request.
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unemployment. Employment protection does,
however, appear to reduce the employment pop-
ulation ratio although this result is driven by
high employment protection and low married
women’s participation in southern Europe
(OECD, 1994, Table 6.9).

On the wage determination front, unions raise
unemployment and reduce labour supply (par-
ticularly of men). These effects are, however,
offset if unions and employers can co-ordinate
their wage bargaining activities. Turning to ben-
efits, both higher replacement ratios and longer
durations of eligibility mean higher unemploy-
ment although there is no effect on labour sup-
ply, probably because higher benefits mean
higher unemployment and higher participation.
These effects can, hovever, be offset by active
labour market policy. Finally, there is some ev-
idence that owner occupation tends to raise un-
employment, although whether this is a mobil-
ity barrier effect, as proposed by Oswald

(1996), is another question. Having looked
briefly at these simple regressions, we now con-
sider in more detail each of the labour market
institutions, summarising what we know about
how they impact on unemployment. In turn we
review labour taxes; labour standards and em-
ployment protection; unions, wage setting and
minimum wages; social security systems and
active labour market policies.

Labour taxes

As we have already noted, we expect the
major impact of labour taxes to operate via the
total tax wedge between product and consump-
tion wages, namely the sum of payroll, income
and consumption tax rates. Some exceptions to
this rule are first, for individuals earning the
minimum wage, a switch from income tax to
payroll tax will raise labour costs and reduce
the demand for their services because the wage

Table 12. Regressions to explain log unemployment rate (%) (20 OECD countries; 1983–8 and 1989–94)

1 2 3
Total Long-term Short-term

unemployment unemployment unemployment

Owner Occupation Rate (%) 00.013 (2.6) –0.0007 (0.1) 0.01 (2.7)
Employment Protection (1–20) 0 0.052 (1.4) 0–0.0610 (2.8)
Replacement Rate (%) 00.013 (3.4) 0.011 (1.3) 00.013 (2.6)
Benefit Duration (years) 00.100 (2.2) 0.250 (2.7) 00.045 (0.8)
†Active Labour Market Policies –0.023 (3.3) –0.0390 (2.8) –0.097 (1.2)
Union Density (%) 00.010 (2.3) 0.010 (1.0) 000.0031 (0.5)
Union Coverage Index (1–3) 0.38 (2.7) 0.830 (2.3) 0.45 (2.1)
Co-ordination (Union+Employer) (2–6) –0.430 (6.1) –0.5400 (3.6) –0.340 (3.8)
Total Tax Rate (%) 00.027 (4.0) 0.023 (1.6) 00.028 (3.5)
Change in Inflation (% pts. p.a.) –0.210 (2.2) –0.3000 (1.6) –0.290 (2.7)
Dummy for 1989–94 0.15 (1.5) 00.3000 (1.8) 00.092 (1.0)
R2 0.82 0.840 0 000.7300
N (countries, time) 40 (20, 2) 38 (19, 2) 38 (19, 2)
Hausman Test of the Random Effects
Restriction χ2

10 =6.35 χ2
10 =4.52 χ2

10 =6.86

Notes:
(i) Estimation is by GLS random effects (Balestra-Nerlove) using two time periods (1983–8, 1989–94). t ratios in pa-

rentheses.
(ii) † means that the variable is instrumented. Because the active labour market policies variable refers to percent of

GDP normalised on current unemployment, this variable is highly endogenous. So we renormalised the current per-
cent of GDP spent on active labor market measures on the average unemployment rate in 1977–79 to create the
instrument. Insofar as measurement errors in unemployment are serially uncorrelated, this will help with the endog-
eneity problem.

(iii) If we add the following variables to column 1, their coefficients are: Employment Protection, –0.011 (0.6); Labour
Standards, 0.0011 (0.02); Real Interest Rate (%), 0.040 (1.0); Payroll Tax Rate (%), –0.014 (0.5); Centralization,
(Centralization)2, –0.030(0.3), –0.0005(0.1).

(iv) For the 1989–94 values of the independent variables, see Table 2, 3, 4, 9. The 1983–8 values are available from the
author on request. The dependent variables are in Table 10.
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cannot adjust. Second, a switch from income
tax to payroll tax will reduce the tax rate on
non-labour income which will tend to reduce
labour supply. Furthermore, on the growth
front, since income taxes typically serve as di-
rect taxes on capital income, they are more like-
ly to have a more negative impact on produc-
tivity growth than payroll taxes. Third, a switch
from income tax to consumption tax makes lit-
tle odds to an individual who spends all her in-
come. And since individuals most likely to be-
come unemployed save little,3 such a switch is
unlikely to have much impact on labour costs
and hence employment. However, this switch
could obviously have a significant effect on
savings behaviour and hence influence growth.
There is also the possibility that marginal tax
rates could have an effect independently of
average tax rates. For example, a high level of
tax progressivity ensures that wage increases
become less valuable and so, in standard union
models, wages are reduced (see Lockwood and
Manning, 1993).

Differential taxes. The key issue here is
whether different taxes exhibit differential rates
of shifting onto labour. There are a large
number of time series wage equations for vari-
ous countries which show different degrees of
shifting onto labour for different taxes. There
is no pattern to these numbers,4 many of which
are summarised in Layard et al. (1991) p. 210
and OECD (1994), p. 247. Some intensive
cross-country investigations may be found in
the work of Tyrväinen reported in OECD
(1994), Table 9.5 and in that of Robertson and
Symons in OECD (1990), Annex 6A. In both
these wide-ranging studies, there is no signifi-
cant evidence that payroll, income or consump-
tion taxes have a differential impact on labour
costs and hence on unemployment. As the
OECD Jobs Study (1994) remarks, “Changes in
the mix of taxes by which governments raise
revenues can be expected, at most, to have a
limited effect on unemployment” (p. 275).

Total tax rates: unemployment. In OECD
(1990), Annex 6, a simple test of the impact of
tax rates on labour costs is carried out. We have

Table 13. Regressions to explain labour supply measures (Table 14) (20 OECD countries, 1983–8 and 1989–94)

1 2 3
Employment/Population Ratio (%) Overall Labour-

Supply
Whole working Males aged
age population 25–54

Employment Protection (1–20) –0.940 (3.2) 0.40 (0.3) –0.700 (1.8)
Replacement Rate (%) –0.026 (0.4) –0.052 (1.2) –0.037 (0.4)
Benefit Duration (years) –1.260 (2.0) –0.610 (1.4) –0.320 (0.4)
†Active Labour Market Policies 0.16 (1.4) 00.081 (1.1) –0.028 (0.2)
Union Density (%) –0.082 (1.0) –0.110 (2.0) –0.180 (1.7)
Union Coverage Index (1–3) –0.960 (0.4) –1.360 (0.8) –2.240 (0.8)
Co-ordination (Union+Employer) (2–6) 5.03 (4.1) 2.71 (3.7) 4.20 (2.7)
Total Tax Rate (%) –0.240 (2.0) –0.160 (2.1) –0.260 (1.7)
Change in Inflation (% pts. p.a.) –2.120 (2.3) –0.970 (1.3) –2.020 (2.1)
Dummy for 1990-94 1.87 (2.4) –2.090 (3.3) 00.041 (0.5)
R2 0.81 0.63 0.51
N (countries, time) (20, 2) (20, 2) (20, 2)

(i) Variables and definitions are in Tables 2, 3, 4, 9,
(ii) Estimation is by GLS random effects using two time periods (1983, 1990/94). t ratios in parentheses.
(iii) Active labour market policies are instrumented as in Table 11.

3 In 1987, over 50 percent of entrants into unemployment
in Britain had no savings and only 15 percent had savings
of more than £1000. This would generate an annual
non-labour income of only a small proportion of the unem-
ployment benefit.

4 The problem in time series investigations is discrimi-
nating between permanent effects and temporary effects
which persist for a long time.
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labour demand and labour supply equations of
the form

ND = fl(w)K, NS = f2(w-T,z)L

where N = employment, w = ln (real labour
cost), K = capital stock, T = (tl+t2+t3), the total
tax rate, L = the labour force, z = exogenous
factors. Then the reduced form wage equation
is

w = g(T,K/L,z).

If w is independent of T in the long run, the
labour market behaves as if labour supply is in-
elastic and taxes are all shifted onto labour.
Employment, and hence unemployment is then
unaffected by T in the long run. The following
equation represents the average coefficients and
t statistics for individual time series regressions
on 16 OECD countries (1955–86).

w = 0.79w–1 + 0.18ln(K/L) – 0.08T + 0.52 ∆T.
(8.7) (2.0) (0.6) (2.6)

Thus total taxes, T, have no long-run effects
on labour costs although they have a substan-
tial and long-lasting short-run effect via ∆T
(and the high level of persistence in wages).

In contrast to this result the tax wedge effect
appears significantly in every unemployment
and labour supply equation in the previous sec-
tion (Tables 12 and 13), although the overall
effect on unemployment is not that great. For
example, a reduction in the total tax rate of 5
percentage points, which is substantial, would
reduce unemployment by around 13 percent
(e.g. from 8 percent to 7 percent). Others have
also found significant tax wedge effects on la-
bour costs, and some have argued that the size
of these tax wedge effects depends significant-
ly on those labour market institutions connect-
ed with flexibility (see Liebfritz et al., 1997).
In order to pursue this, we set out some results
on the impact of the tax wedge on labour costs
in Table 14. The first point to note is how wildly
the numbers and the rankings fluctuate across
the columns. This is basically due to variations
in the other variables included in the labour cost
equations and emphasises the fragility of most

of the results in this area. Second, in order to
see if there is any relationship between tax
wedge effects and labour market flexibility we
regressed the average tax wedge effect on some
institutional variables to obtain:

Tax wedge effect =
Constant + 0.030 employment protection

(0.9)

– 0.005 labour standards
– (0.1)

– 0.16 co-ordination (union + employer)
– (1.7)

+ 0.004 union density (average)
– (0.6)

N = 20, R2 = 0.23

The independent variables are the same as
those in the previous regressions (Tables 12, 13)
and while most of the signs are consistent with
the hypothesis, the negative impact of wage bar-
gaining co-ordination is the only one which is
significant (at the 10 percent level). So the evi-
dence in favour of the hypothesis that flexibili-
ty reduces tax wedge effects is not strong. Over-
all, however, the balance of the evidence sug-
gests that there is probably some overall ad-
verse tax effect on unemployment and labour
supply.

Marginal tax rates and progressivity. The
main argument here is that increased progres-
sivity leads to lower wage demands (because
wage increases are less valuable), lower infla-
tionary pressure and lower unemployment.
Some evidence in favour of this hypothesis is
reported in Tyrväinen (1994), Holmlund and
Kolm (1995), and Lockwood and Manning
(1993). However, Newell and Symons (1993)
find that the change in unemployment between
the 1970s and 1980s is a significantly increas-
ing function of the change in marginal tax rates
over the same period. They argue that this is
essentially a labour supply effect.

Summary. There appear to be no important
differential tax effects on unemployment but
there is some evidence that overall labour tax
rates do influence labour costs in the long run
and hence raise unemployment. The order of
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magnitude is a 5 percentage point reduction in
the aggregate tax wedge reduces unemployment
by about 13 percent (e.g. from 8% to 7%).

Labour standards and employment protection

When studying labour market regulation, it
is important to distinguish between rules which
simply add to labour costs, such as mandatory
sick pay, and rules which raise the cost of em-
ployment adjustment, such as employment pro-
tection legislation. In the former case, if wages
adjust appropriately, the impact on the labour
market is very limited. In the latter case, even
if wages adjust fully to compensate for the leg-
islation, the intertemporal pattem of labour de-
mand may be very different.

First, we consider factors which add directly
to labour costs but which do not affect hiring
and firing costs. These include parental leave

Table 14. Percentace increase in real labour cost in response to a one percentage point rise in the tax wedge

1 2 3 4 5 6
BLN T AP P-SK Kvd W Average

Austria 00. 0.37 0.37
Belgium 3.4 0.37 0.95 1.57
Denmark 00. 0.28 0.37 0.09
Finland 0.2 0.5 0.28 0.33
France 0.5 0.4 0.37 0.37 0.56 0.37
Germany (W) 00. 1.0 0.37 0.37 0.72 0.42
Ireland 1.4 1.40
Italy 0.3 0.4 0.37 0.37 1.03 0.35
Netherlands 0.4 0.37 0.37 1.15 0.48
Norway 0.2 0.28 0.24
Spain 1.0 1.03
Sweden 0.5 0.6 0.28 0.73 0.70 0.56
Switzerland. 1.4 1.40
UK 1.3 00.25 0.37 0.37 0.58 0.43
Canada 1.5 0.8 0.37 0.59 0.72
US 0.1 0.37 0.43 0.18
Japan 00. 0.5 0.37 1.19 0.42
Australia –0. 0.5 0.37 1.64 0.84
New Zealand 00. 0.37

BLN = Bean et al. (1986), Tables 3 and 5 (except the number for Spain which is taken from Dolado et al. 1986).
T = Tyrväinen (1994) as reported in OECD, Jobs Study (1994), Table 9.5 (except Sweden’s number which is from

Holmlund and Kolm, 1995).
AP = Alesina and Perotti (1994), Table 7, col. 4.
P-SK = Padoa-Schioppa Kostoris (1992).
Kvd W = Knoester and van de Windt (1987).

Some of these numbers were taken directly from Leibfritz et al. (1997), Table Al.5.
The tax wedge definitions differ somewhat between colums: 1, 2, 4 use the sum of payroll, income and consumption tax
rates; 3, 5 omit the consumption tax rate.

mandates, employee representation rights, rules
on working time, health and safety regulations,
mandatory sick pay. The key issue for unem-
ployment is whether or not wages adjust to off-
set the extra labour costs.

Labour standards. There are a small number
of studies on the impact of various mandates
and regulations on wages and employment.
Thus Gruber and Krueger (1991) find that the
costs of mandated workers compensation insur-
ance in the United States are fully compensat-
ed by wage adjustments. Again Gruber (1994)
indicates that the cost of laws mandating the
inclusion of maternity coverage in company
health insurance policies were fully compensat-
ed by reductions in the wages of married wom-
en aged 20–40. Ruhm (1996) studies parental
leave entitlement across European countries
(see Table 3) and finds again that there are wage
adjustments when entitlements are substantial
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(> 6 months) with no adverse employment ef-
fects. However, Bartel and Thomas (1987) find
that environmental protection and health and
safety regulation have reduced employment in
small firms.

So there are some bits and pieces of evi-
dence, mostly pointing in the direction that la-
bour legislation of this type has little impact on
unemployment. And this is consistent with the
fact that our labour standards index (Table 3)
has no impact on unemployment in our cross-
country regression (Table 12, note (iii)). How-
ever, there is not really enough evidence here
to be decisive.

Employment protection. We turn now to the
effects of job security regulations and laws con-
cerning the use of fixed term contracts. It is ob-
vious that employment protection will tend to
reduce the separation rate from employment
into unemployment, and reduce the exit rate
from unemployment into work as firms become
more cautious about hiring. This will tend to
reduce short-term unemployment and raise
long-term unemployment, exactly the pattern
we see in Table 12. As for the overall impact
of these offsetting effects, there appears to be
very little on unemployment (see Table 12, note
(iii)) confirming the results of Bentolila and
Bertola (1990). As we have already noted in
Section 4, there is a significant negative impact
of employment protection on the employment
population ratio, a fact reported in Lazear
(1990). However, this correlation does not ap-
ply to prime age men (see Table 13) and is ba-
sically driven by low female participation and
high levels of employment protection in south-
ern Europe (OECD, 1994, Table 6.9). Whether
there is any particular causation running from
the latter to the former remains an open ques-
tion.5

Summary. There is no evidence that stricter
labour standards lead to higher unemployment,
mainly because it appears that wages adjust to

compensate. Employment protection slows
down the flows through the labour market, rais-
ing long-term unemployment and reducing
short-term unemployment with no apparent
overall effect.

Unions, wage setting and minimum wages

One of the main differences between conti-
nental Europe and the United States is the fact
that in continental Europe, most workers have
their wages set as a result of collective agree-
ments negotiated between trade unions and em-
ployers. This does not necessarily mean that
most of these workers are union members. As
we can see in Table 4, the two countries in the
OECD with the lowest union membership are
France (9.8%) and Spain (11%). The key point
here is that within firms, unions or union dom-
inated works councils will negotiate pay even
though many or even most of the employees are
not members. Furthermore, in a number of con-
tinental European countries, union wage agree-
ments in unionised firms are extended (by law)
to non-union firms in the same locality (e.g. in
Belgium and Germany).

The consequence of this is to make measured
union wage gaps particularly hard to interpret
in some countries. In Table 15, we present some
wage gaps computed from International Social
Survey Programme (ISSP) data by David
Blanchflower (1996). It is worth noting that
some important controls are missing, notably
firm size (which helps explain the Japan result).
However, the key point to notice is the low val-
ue of the wage gap in Spain, Germany, Nether-
lands and Switzerland, essentially because the
wage obtained by union members is, one way
or another, extended across a substantial propor-
tion of non-members. Nevertheless, it is clear
from this and other evidence that unions raise
wages (see, for example, Lewis, 1986).

Unions. There is no question that because
unions increase wage pressure, their existence
will, ceteris paribus, raise unemployment. And
the more workers they cover, the higher their
impact (see Table 12). Our results indicate that
if the proportion of workers covered by collec-
tive agreements rises from less than 25% to
over 70%, unemployment is more than doubled.

5 A speculative hypothesis is that low participation rates
among wives and strong employment protection for adult
men are natural consequences of a culture which places a
great deal of weight on the position of the (male) head of
household. It comes as no great surprise that the unemploy-
ment rate among husbands in Italy is a mere 2 percent (see
OECD Jobs Study (1994), vol. I, Table 1. 19).
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This, of course, is just based on a crude cross-
section regression, but it gives some idea of the
importance of union pay bargaining.

However, there is also no question that if un-
ions and firms can co-ordinate their wage bar-
gaining activities, they can overcome some of
the externalities generated by decentralised col-
lective bargaining, moderate wage pressure and,
thereby, reduce the unemployment consequenc-
es, of trade union wage bargaining. Thus, us-
ing again the coefficients in Table 12, a move
from no co-ordination to complete co-ordina-
tion will completely offset the unemployment
impact of a move from zero union density and
no union coverage to 100 percent union densi-
ty and full coverage. Supporting evidence along
the same lines may be found in OECD (1997),
Chapter 3.

The problem for the fully unionised, fully
co-ordinated economy is the potential fragility
of the co-ordination element. Co-ordination has
elements of instability for all the usual reasons
displayed in standard oligopoly models. Indi-
viduals have an incentive to break away and
this can only be prevented by the threat of so-
cial or economic punishment. Maintaining
widespread union strength in individual firms
while reducing co-ordination is a recipe for in-
creased wage pressure and unemployment. This
has been part of the problem in Sweden in the
1990s, the comparison with Norway being very
instructive.

Minimum wages. As we have already noted
in Section 2, minimum wages of one form or
another are widespread in the OECD where
only the United Kingdom currently does with-
out them completely. Their potential for influ-
encing unemployment is obvious, but the size
of their impact is a much debated topic upon
which there is little consensus. (See Card and
Krueger (1995) and its various reviews in the
July 1995 issue of ILRR). Our reading of the
evidence is that minimum wages are typically
set low enough not to have a significant impact
on adult male unemployment. However, in
countries where the minimum is not seriously
adjusted for the under 25s (e.g. France and
Spain) or which have very high payroll taxes
(e.g. France and Italy), there is some evidence
that youth unemployment rates are increased.

Summary. Unions generate wage pressure
and cause unemployment but this can be offset
by co-ordination among both unions and em-
ployers. Such co-ordination is subject to a high
degree of fragility and there is an ever present
danger of its breaking down. Minimum wages,
at the level at which they are typically set, ap-
pear to have little or no impact on unemploy-
ment except among the young.

Social security systems and active labour
market policies

The impact of the social security system on
unemployment operates via labour supply.
Higher unemployment benefits are obviously
liable to raise unemployment, and other ele-
ments of the social security system will influ-
ence the extent of disability and early retire-
ment. To minimise these effects, it is clear that
the system should be operated so that its main
aim is to get people working. Systems which
allow individuals who are able to work to col-
lect benefit over long periods without serious
pressure being applied to take up a job, will
eventually have large numbers of customers.
The effect of a high benefit replacement ratio
on unemployment is well documented (Layard
et al., 1991, p. 255/6; OECD, 1994, Chapter 8)
and is confirmed by the coefficient on the re-
placement ratio in Table 12. Another important
feature of the benefit system is duration of en-
titlement. Long-term benefits generate long-

Table 15. Union wage gaps in 1985–93 based on individu-
al membership (%)

Austria 14.6
Germany 3.4
Ireland 30.5
Italy 7.2
Netherlands 3.7
Norway 7.7
Spain 0.3
Switzerland 0.8
UK 14.7
Canada 4.8
US 23.3
Japan 47.8
Australia 9.2
New Zealand 8.4

Source: Blanchflower (1996), p. 28.
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term unemployment (see Table 12, column 2 or
OECD, 1991, Chart 7.1B). Of course, it can be
argued that countries might introduce more gen-
erous benefit systems when unemployment is a
serious problem, so that in cross-country cor-
relations, the causality runs from unemploy-
ment to benefits rather than the other way
round. However, the microeconometric evi-
dence on the positive impact of benefit levels
and entitlement duration on the duration of in-
dividual unemployment spells (Narendranathan
et al., 1985; Meyer, 1990) suggests that at least
part of the observed cross-country correlation
can be taken at face value.

The impact of a relatively generous benefit
system might be offset by suitable active meas-
ures to push the unemployed back to work.
Such policies seem to work particularly well
when allied to a relatively short duration of ben-
efit entitlement, reducing long-term unemploy-
ment while alleviating the social distress that
might be caused by simply discontinuing bene-
fits without offering active assistance towards
a job. Their effects are well summarized to
OECD (1993, ch. 2), and their significant im-
pact in reducing long-term unemployment is il-
lustrated in column 2 of Table 12.

While benefits affect unemployment, our ev-
idence suggests that the benefit system seems
to have little impact on overall labour supply
as shown in Table 13. There is a suggestion here
that while high benefits lead to high unemploy-
ment, they also lead to high participation be-
cause they make participation in the labour mar-
ket more attractive, participation being neces-
sary to be eligible for the high benefits. This is
consistent with a weak impact of benefits on
employment/population ratios, because the
higher unemployment effect and the higher la-
bour market participation effect tend to cancel
out.

Summary. Generous and long-lasting unem-
ployment benefits will tend to raise unemploy-
ment. The effect can be offset by active labour
market policies and strictly operated systems.

Overall conclusions

The question posed in this section is, what
labour market institutions lead to high unem-

ployment? Such evidence as we possess sug-
gests the following. Total labour taxes have a
short-run, and possibly a long-run, positive im-
pact on unemployment. A five percentage point
reduction in the tax rate may reduce unemploy-
ment by around 1 percentage point (starting
from 8 percent). There is no evidence that strict-
er labour standards or employment protection
lead to higher unemployment although the lat-
ter will raise long-term unemployment and re-
duce the short-term variety. Strong trade unions,
on the other hand, can be expected to raise un-
employment unless unions and firms can
co-ordinate their wage bargaining activities in
an effective manner. Such co-ordination tends
to be fragile. Finally, generous and long-lasting
unemployment benefit entitlements will gener-
ate higher unemployment. Their impact can be
offset by active labour market policies and a
strictly administered system.

3. How does the Finnish labour
market compare?

In the light of our previous analysis, we can
now investigate how labour market institutions
in Finland match up to those in other OECD
countries. We can then use these comparisons
to provide an estimate of the long-run equilib-
rium level of unemployment in Finland in the
early 1990s, making use of the first equation in
Table 12. This will give us a rough idea of how
far we can expect unemployment to fall before
the labour market starts to generate significant
inflationary pressure.

Finnish labour market institutions

As a first step we shall go through the four
major groups of labour market institutions dis-
cussed in the previous section, highlighting the
position of Finland relative to the other coun-
tries.

Labour taxes. Overall tax rates in Finland are
relatively high as are payroll taxes (Table 2).
The latter, in particular, rose quite substantial-
ly in the 1990s as a direct result of the increase
in unemployment, although they are now fall-
ing again as unemployment itself declines.
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However, as the evidence in the previous sec-
tion indicates, labour taxes are not that impor-
tant for unemployment and can easily be offset
by other more employment-friendly institutions.

Labour standards and employment protec-
tion. Relative to other European countries, la-
bour market regulation in Finland is not partic-
ularly strict (see Table 3). In any event these
labour market features are not very important
for unemployment determination in the long run.

Trade unions, wage bargaining and minimum
wages. Finland has one of the highest rates of
trade union membership and coverage in the
OECD, more or less all wages being determined
by collective bargaining (over 90 percent). Fur-
thermore, as in other Nordic countries, there is
no minimum wage legislation, all such issues
being dealt with by collective agreements. The
structure of wage bargaining typically involves
a high degree of co-ordination between both
unions and employers, with a framework agree-
ment being determined centrally on a one or
two year basis, followed by union level bargains
in the context of this framework agreement.
Flexibility is generated by local wage drift,
which has, historically, accounted for around 30
percent of the total increase in earnings. (San-
tamäki-Vuori and Parviainen, 1996). In 1993
the central bargaining process broke down and
bargaining took place at the industry level. In
1995, centralised bargaining was restored and,
perhaps coincidentally, unemployment has been
falling rapidly ever since.

As we noted in the previous section,
co-ordination between employers and unions in
wage bargaining appears capable of offsetting
the adverse effects of widespread union cover-
age on unemployment. For much of the last
thirty years, such co-ordination has been
present in the Finnish labour market and this
has undoubtedly helped to maintain relatively
low levels of unemployment prior to the dra-
matic shocks of the carly 1990s. Furthermore,
it appears that it is now helping unemployment
to fall quite fast.

Social security and active labour market pol-
icies. Under the present system, the benefit re-
placement ratio in Finland is just over 60 per-
cent, available for up to two years, after which
there is a substantial reduction to a basic rate

below 40 percent. This is less generous than
many schemes in continental Europe although
it is more generous than most schemes in the
Anglo-Saxon countries (Table 7). Active labour
market policies are widely used in Finland and
this, along with the structure of the benefit sys-
tem has helped to maintain a relatively low lev-
el of long-term unemployment (Table 10).

Finnish unemployment prospects

Given the labour market institutions which
we have just described, we are now in a posi-
tion to compute a rough estimate of equilibri-
um unemployment in Finland, based on column
1 of Table 12. The calculation is set out in Ta-
ble 16 where we take the coefficients from the
(log) unemployment equation in Table 12 and
use these, along with the Finnish values for la-
bour market institutions, to compute the fitted
value of the equation when the change in infla-
tion is zero. This yields an equilibrium rate of
6.1 percent on an ILO basis. Repeating the ex-
ercise for the 1980s yields 5.6 percent, so there
is barely any change from the 1980s to the
1990s.

These calculations suggest that unless there
are other supply side factors which influence
equilibrium unemployment which we have
omitted and which have dramatically changed
over the last 10 years in Finland, there have
been no important changes in Finnish equilib-
rium unemployment over the last fifteen years.
And the current equilibrium level is just over 6
percent (ILO definition). As a consequence,
unemployment in Finland has the potential to
continue falling slowly but steadily until it
reaches 6 percent without any danger of seri-
ous inflationary or other macroeconomic pres-
sure.

4. Policy conclusions

As we have seen, the Finnish economy has
the potential to experience a reasonably steady
fall in unemployment until it reaches a level of
around 6 percent. Of course, if this fall is to
come about, the macroeconomic policy has to
be such as to induce it. Furthermore, if such a
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macroeconomic policy is not to have adverse
inflationary consequences, the labour market
institutions must not deteriorate.

Considering these last two points in turn, the
macroeconomic policy has to be relatively ex-
pansionary in order to maintain the gradual fall
in unemployment. Achieving this is by no
means straightforward. Too rapid an expansion
can easily induce inflationary pressure even
when unemployment is well above the equilib-
rium rate. Furthermore, unemployment and in-
flation are not the only targets of macroeconom-
ic policy, particularly in the run-up to EU mon-
etary union. And after monetary union, mone-
tary policy will be decided in Frankfurt. These
factors complicate the issue. However, policy
makers should understand that, so long as la-
bour market institutions don’t change much, the
Finnish labour market is unlikely to contribute
to inflationary pressure until unemployment
gets close to 6 percent.

This last point emphasises the importance of
maintaining labour market institutions which
are favourable to low unemployment. Key fac-
tors include both the maintenance of a reason-
ably tough benefit system with extensive active
labour market policies and the continuation of
a highly co-ordinated bargaining system. The
latter is particularly important given that trade
unions are both strong and widespread. Having

strong unions without co-ordination is a recipe
for competitive bahaviour between unions,
leap-frogging wage demands and, ultimately,
much higher unemployment in order to sup-
press the inflationary consequences. It is, in my
view, a mistake to be tempted by the argument
that efficient wage setting requires extensive
local flexibility, if a powerful and all-embrac-
ing union structure is maintained. This is one
of the reasons why Sweden is finding it so hard
to reduce unemployment, in contrast to Norway.
Sweden has effectively eliminated centralised
wage setting, Norway has not.

So wage bargaining structures and benefit
systems are the most important factors. Other
things are less significant. 6 For example, it is
not worth spending much time worrying about
labour market regulation and employment pro-
tection, at least with regard to unemployment
policy. Recall, for example, how Spain appar-
ently raised flexibility substantially by introduc-
ing fixed term contracts in the early 1980s. By
1990, they had proved so popular that one third
of all employees were on such contracts. But

Table 16. Equilibrium unemployment in Finland, 1989–94

Institutions 1 2 3
Coefficient Value Contribution to log

(Table 12, col. 1) (equilibrium
unemployment)

(1 × 2)

Owner Occupation Rate (%) 0.0133 56.4 0.745
Replacement Rate (%) 0.0132 63.4 0.832
Benefit Duration (Years) 0.1011 2.4 0.202
Active Labour Market Policy –0.02260 16.4 –0.3714
Union Density (%) 0.0102 72.4 0.734
Union Coverage (index) 0.3850 34 1.155
Co-ordination (Union + Employer) –0.42600 11.4 –2.5564
Total Tax 0.0274 65.9 1.806
Constant –0.73800 14 –0.7384

Total ln u* = 1.809
u* = 6.1%

The values in column 2 are taken from Tables 2 (col. 2); 4 (cols. 1, 2, 3+4); 7 (cols. 1, 2 3). The coefficients in column 1
are taken from Table 12 (col. l). The change in inflation is omitted because this captures deviations from equilibrium
unemployment.

6 Of course, it may well be desirable to eliminate such
things as excessive product market regulation and regula-
tion on individual working hours for reasons other than un-
employment reduction. For example, both these types of
regulation may reduce labour productivity and hence make
people poorer.
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this has had no impact on Spanish unemploy-
ment which is now much the same as it was
when the new contracts were introduced. Basi-
cally the existence of large numers of “tempo-
rary” employees simply raised the bargaining
power of the permanent employees and their
union representatives, adding to inflationary
pressure (see Bentolila and Dolado, 1994).

Overall, therefore, the key is to maintain a
monetary and fiscal stance which is expansion-
ary enough gradually to reduce unemployment,
while maintaining the existing relatively favour-
able wage bargaining and social security insti-
tutions. This process can continue until unem-
ployment gets close to 6 percent.
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