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Sweden as many of you know-all of you know, I think- is a tiny little 
place in the north of Europe-I checked , with a population of about eight 
and half million. I a lso ch ecked that it is bigger than the population of 
T ennessee, but not by a vas t margin. Yet th e influence of this little country 
in our profess ion of economics is just entirely out of proportion wi th its size . 
Think of G unnar Myrdal who h as already been mentioned and so many 
others. A s I was preparing this, I started thinking wh at is it about Sweden ! 
Why should so man y great economists come out ofSweden 7 Is it eating all 
th at herring! It didn 't seem a plausible h ypothesis to me. I'm hoping it is 
n ot the aquavit . I don't believe it is that. I finally concluded it must be 
those long, long winters that give you lo ts of time to think . A ssar Lindbeck 
is an other superb example of this Swedish phenomenon . He is truly 
ubiquitous in Swedish economics whether that means of the austerely 
academic variety or the down and dirty practical public po licy va riety. But 
more important than that because Sweden is, aft er all , a little place . He h as 
played and played well-outstandingly we ll- in both these aren as on a 
world stage as h ave these other great Swedes before him. 

While Assar h as worked on and written about many, man y subj ects, I 
think of two as his principle contributions; and I was glad to see them both 
mention ed in the citation of the Award. One is the analys is of the 
achievements and problems of the welfare state. I want to emph as ize both 
of those words, achievements and problems. It really is both. In the United 
S tates, A ssar is often thought of as a "conserva tive" because he has been a 
frequent and vocal criti c of the excesses of the welfare state. But on that 
imaginary scale of on e to ten , in this case for welfare states , we ought to 
remember that Sweden is an eleven and the United States is about a two. 
So that does not make you a conservative by American definitions. I want 
to read a very sh ort quotation from a paper A ssar wrote a few years ago, a 
talk h e gave at the American Economics A ssociation speaking about this. 
W ell, the title of the paper is "Hazardous W elfare State Dyn amics" and the 
little passage I want to read says: 

lt is large ly because of various positive long- term consequences of 
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we lfare state arrangements that I have oft en described th e mode rn 
welfare state as a "triumph of western c ivili zation. " But if we do not 
watch out for haza rdous dynamics, there is a risk that the welfare state 
wil l destroy its own economic foundations. 

So there you have both the achievements and the problems both empha
sized by Lindbeck. 

The key ques tion in this area for Sweden , for the U ni ted S tates, for the 
world rea lly is how far on thi s one to ten scale shou ld n at ions go on this 
welfare state scale? Fi ve? S ix? Eight ? Four 7 The United S tates is a little 
different from the rest of the world. We are now debating whether to regress 
toward one; but for most of the world, the debate is else where and it is 
intense and it is extremely important. In developing insightful ana lyses of 
questions like this, Assar, I believe h as no peer anywhere. He is literall y the 
first name you think of on th is subject whether you are. Swedish, Ameri can, 
German, C hinese-it doesn't matter. 

The second critical area in which Assar Lindbeck has distinguished 
himself is the question of the puzz le and indeed the tragedy of persistently 
hi gh and outrageously high unemployment in Europe, wh ere in many 
countries, as many of you probably know, current unemployment rates are 
ten times what thev were in the early 1970's. And now even in Sweden , 
a country that res isted this disease for a very long time. So the questions 
h ere in terms of European unemployment are what wou ld cause this and 
what can we do about it ? What can we do to reduce unemploymen t in 
Europe? 

A great many observers, not all, have suggested theories based on 
historicity. Based on the idea that this historicity is in the system. This is 
a word we borrow from physics meaning that history has a perman ent 
imprint on how things are now. So that with a different history you wou ld 
h ave gone to an entirely different place unlike with a pendulum which will 
always come to rest at the same point that's a system with no histori es. 
There are a number of theories of historic ity explaining permanently high 
unemployment in Europe and I think and many people think that among 
the most useful, rea listic and imaginative of these is what is ca lled the 
insider-outsider model of Assa r Lindbeck. This theory is based on the idea 
that the in's and the out 's may have different and partly conflicting 
interes ts, a no tion that applies o ther than to European unemployment. 
And in this context the in's may indeed h ave an interest in keeping th e 
out 's out. In particular keeping them unemployed so that the in 's may 
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enjoy, say , higher wages and benefits. Now, these two resea rch areas, the 
we lfare state and high European unemployment historic ity, etc. , ac tua lly 
interac t. A ssar has suggested a kind ofhi storisitic theory of bo th the we !fare 
state and the state of the European micro-economies. A ccording to th is 
idea, for example, a recess ion can lead to an expansion of the we lfare state 
through more ut ili zation of programs, through reduced stigmatation chang
ing social norms, maybe even changes in the laws governing the welfare 
state itse lf on the one hand. On the second hand, the expanding welfare 
state, vi a the du lled incentives to work and create and earn income that has 
as undes irable but almost unavoidable consequence, an expanded welfare 
stare can lead to higher unemployment. So you have potenti al for a vic ious 
c ircle by which high unemployment leads to a bigger welfare state, a bigger 
welfare state leads to higher unemployment. It rings a li ttle bit distress ingly 
true for Europe these days. 

W ell , this Award is not one just for ivory tower economic thinkers, but 
for those who are wi lling to get their hands dirty working on real world 
problems, significant problems of public policy . And so I am very delighted 
to be present ing this Award tonight to Assar Lindbeck for his sharp wit, for 
his ferti le mind, and for his dirty hands. 



FULL EMPLOYMENT AND THE WELFARE STATE 
by Assar Lindbeck 

The modern welfare state and full -employment policies have common 
intellectual roots. In the 1930s and 1940s, Keynesian visions of full 
employment and Beveridge- inspired ideas of a universa l we lfare state grew 
up in about the same intellec tual environment. Both ideas emphas ized a 
government 's responsibility for the welfare of its citi zens. The two ideas 
were also proj ec ted by approximately the same indi viduals. 

From the ve ry beginning, welfare-state arrangements and full -employ
ment po lic ies were regarded as strongly complementary . Both were des igned 
to improve the economi c security of the individual, a lthough welfa re-state 
arrangements deal large ly with life-cycle cons iderations, while full -e m
ployment po licies focus on the situation at a given po int in time. They were 
also believed to support each other. N ot only would high aggregate 
employment h elp finance the we lfare state by boosting the tax base and 
keeping down the number of benefi ciaries. A reverse causati on was also 
assumed: various welfare-state arrangements were oft en asserted to con 
tribute to full employment . Hence a v irtuous circle was postulated between 
the welfare state and full employment. G overnments also cons tructed 
specific insti tutional arrangements and regulations that were explicitly 
des ign ed to strengthen the consisten cy and complementarity between the 
welfare state and full -employment policies. 

Ac tual economic and social developmen ts during the first decades 
aft er W orld War II seemed to support the v iew of a h armonious, indeed 
symbioti c, relation between the welfare state and full -employment po li 
cies. It turned out to be poss ible to combine full employment with high 
economic security and a gradually more even distribution of income, which 
are important ambitions of the welfare state. 

Exactly wh at , then, were the asse rted complementariti es between the 
we lfare state and full -e mploy ment poli c ies , and wh y do th ese 
complementarities look less con vincing today 7 

* A ssar Lindbeck is professor at the Institute for International Eco
nomic Studies, Stockholm U niversity and assoc iate researcher at lU I, 
Stockholm. Julie Sundqvist h as improved the English language. 



I would like to organize the discuss ion of these quest:ons around four 
issues: ( i) the influence of welfare-state arrangements on short-term macro
economic stab ility; (ii) the long-term incentive effects of welfare-state 
arrangements, and related taxes, on aggregate employment and unemploy
ment; (iii) the role of explicit administrative measures to boost aggregate 
employment in the long run; and ( iv) the employment consequences of 
various labor-market regulations des igned to fulfill much the same purposes 
as traditional welfare-state arrangements. The paper concludes with ( v) a 
discuss ion , using a simple macro model , of how various welfare-state arrange
ments affect the contemporary employment crisis in Western Europe. 

(i) The welfare state and macroeconomic stability 
A ssertions that compreh ensive welfare-s tate arrangements contribu te 

to short -term macroeconomic stability are built largely on the Keynesian 
"automati c fi scal stabilizer" , which maintains the disposable income of 
households in business downturns v ia government budget defic its. Indeed, 
this is perhaps the most obvious example of complementarities between the 
welfare state and full -employment po licies- a po int emphas ized in T ony 
A tkinson's A ward Lecture las t year (Atkinson , 1995, pp. 8-9). 

Iris tempting, then, to h ypoth es ize that macroeconomic stability will be 
greater, and the possibilities of avo iding heavy unemployment better, the 
more comprehensive and generous the welfare state becomes, and hence the 
more sensitive the budget defi cit is to macroeconomic flu ctuations. The 
entire issue is much more complex, however. An important reason is that 
budget defi c its in recess ions may not be balanced, even approximately, by 
budge t surpluses in booms. One explan ation is simply a "technological" 
asymmetry: there are stricter limits to increased capac ity utilization in booms 
than to reduced capac ity utilization in recess ions. Another explanation is 
politica l: when tendencies towards large budget surpluses emerge, the po liti 
cal pressure for increased spending or lower taxes is oft en irres isti ble. 

What, then, would be the disadvantages of a rapid long-term increase 
in government debt , as a sh are ofGN P 7 One triv ial but importan t problem 
is that a dramat ic and sustained increase in the interest burden of the public 
sector tends to crowd out o ther types of public-sector spending. During the 
last few decades , this h as been the case in high-debt countries such as 
Belgium, Finland and Sweden , where the n ominal interest payments of the 
government h ave recently approach ed and/or exceeded 10 percent of 
GN P. This has induced governments to cut welfare-state spending; the 
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we ltare state 11as become a v ic tim of ga llop ing public-sector debt . 
Oth er we ll -known prob lems of ga lloping government debt are, of 

course, redistri butions of income to the disadvantage of future generations, 
and increased risks of higher inflation as the gc;vernment may want to 
infl ate away the real va lue of the defic it and the debt. Though the 
magnitude of these problems is sometimes exagge rated in the poli t ica l 
d iscuss ion , it wou ld be wrong to deny that these problems are genuine 
drawbacks of a large and ga lloping pub lic debt . 

Another problem, which has come to the forefront in recent years is that 
ga lloping government debt may generate destabilizing exjxcwcions among 
private agents- households as well as institutional lenders; see, for instance 
G iavazz i and Pagano ( 1996 ). M ulriperiod theories of household sav ing (con
sumption) predict that increased public-sector defi c its will ra ise the household 
sav ing rate, provided households take their knowledge of the government 's 
intertemporal budget constraint into account in their own microeconon1 ic 
behav ior. More specifically, people haver easons to expect that benefits will be 
cur or taxes raised in the fu ture as a result of a budget deficit today. As a 
consequence, households are likely to increase their sav ing today to counteract 
the effects of expected government budget polic ies on their futu re resources. As 
we know, econom ists have expressed serious doubt regard ing a strong vers ion 
of this theory, according to which the rise in desired household saving would 
be exactly as large as the fa ll in public-sector saving- so-called "Ricardian 
equivalence". There are, however, exceptional situations when this may be the 
case, and when the household saving rate may increase even more than 
pred icted by the theory of R icardian equiva lence. 

O ne such si tuat ion ar ises when gallop ing gove rnment deb t during deep 
recess ions genera tes a d rast ic increase in the uncertainty amo ng househo lds 
abo ut soc ia l-security entitlements (though increased uncerta inty about 
future taxes may have the oppos ite effect). As a result , househo lds may cur 
the ir consumpt ion to a la rge r extent than predicted by consumption 
theories where such uncerta inties are no t exp li c itly considered . Such 
negat ive effec ts of increased uncerta inty about future social-security en
titlemen ts o n private consumption may in some cases dv.·a rf the "trad i
tiona l" posit ive effects of the automatic stabilizer wh ich boosts disposable 
income. It may also dwarf the "n ormal" ambitio n of h ouseho lds to smooth 
the ir consumpt ion path over the business cycle , as described by standard 
I i fe-cycle theories of sav ing. U ncerrainties of these types are often be lieved 
to be an important exp lanat ion for the dramatic increases in the fin ancial 
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saving rates of households in Finland and Sweden in the midst of the deep 

recess ion with exploding government budge t defi c its , in the earl y 

1990s.Gallopinggovernment debt may also make domestic and fore ign lenders 

doubt the ability of the government to meet its debt commitments without 

starting a new round of infla tion. N ot only nominal but also real interest rates 

will then increase more than predicted by traditional macro models in which 

this "confidence factor"( increased uncertainty) is n ot considered. S uggestive 

illustrations are the rise in n ominal and rea l interest rates on government bonds 

in Finland and Sweden in the early 1990s to levels 3-4 percentage po ints above 
the German rates. These rates remained at such high levels for quite a while also 

after the fall in exchange rates (by some 15 -2 5 percent) , and even after 

domestic inflation h ad dropped below G erman inflation. 

For these various reason s, it is natural to h ypothes ize that "automatic 

budget responses" to macroeconomic fluctuation s will stabili ze aggregate 

output and employment only up to a point rela tive to the size of the budge t 
defi cit. In o ther words, the macroeconomic consequences of the automatic 

budget response may not be monotone, or even continuous. There may be a 
swklen loss in confiden ce among househ o lds and lenders wh en either the 

defi cit or the deb t, or bo th, reach a certa in leve l. But this critica l leve l can 

h ardly be predicted in advance . Thus, during deep and prolonged recess ions, 
a ve ry strong automatic budget response to macroeconomic fluctuation s can 
function as an "automatic destabilizer" rather than an automatic stabili ze r. 

Recent experiences in several countries a lso illustra te that ga lloping 

government debt during deep recess ions may make the authorities h es ita te 
to take discretionary expansion ary fisca l-po licy actions, precise ly because of 

con cerns about ga lloping government debt. Thus, the re are good reason s 

to express some doubt both about the re levan ce of the automatic fi sca l 

stabilizer and about the po litica l fe as ibility of discret ion ary fi sca l-po licy 
action in deep recess ions, a t least in countries with a lon g histo ry of rapidly 

ri sing government debt. In the case of more "normal" cyclical fluctuation s, 

and in countries with a track record of "budget di sc ipline", bo th the 

a utom atic stabilizer and discretionary fi sca l po licies are more likely to work 

as usually predicted by traditional Keynes ian economics. 

(ii) Long-term incentive effects on aggregate employment 
Welfare-sta te arrange ments are often assumed n o t only to stabili ze 

aggregate employment during the course of the business cycle , but a lso to 

boost the aggregate employment rate in a long- term perspective. One version 
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of this view, mos t prominently expressed by Alvin H ansen ( 1941 ), is that 
aggrega te o utput in modern capita list economies has a tendency to stagnate 
below full employment because of "excess ive" private saving. It has often 
been argued th at this could be mitigated by both increased economic 
security v ia soc ia l insurance reforms, and redistributions of income to low
inco me groups wi th high marginal propensiti es to con sume. 

This stagnation theory disappeared from the intellectual scene during the 
"golden age" of rapid economic growth and full employment in the first decades after 
World W ar II. TI1e idea may, however, have some relevance for the situation in 
W estem Europe in recent years, as long as we accept the hypothesis that increased 
uncertainty about futme social-security entitlements induces households to increase 
their saving rates. But this would have only a temporary effect on aggregate demand, 
until investment and net export have adjusted to the higher saving rate. 

TI1ere are, however, better arguments as to why welfare-state arrangements 
may stimulate aggregate employment in a long-term perspective. In particular, 
subsidies to investment in human capital among groups with phys ical, mental, 
cultural or educat ional handicaps are likely to boost the employment prospects 
of individuals with particularly high unemployment risks. TI1is holds not only 
for subsidies of education and health care, but also for spec ific measures that 
mitigate child poverty and prov ide social services like prenatal care and improved 
nutrition for pregnan t women and children-all important examples of welfare
state arrangements that boost the investment in human capital. 

N o wadays it is often a lso argued that general subsidizatio n of education 
will reduce unemployment via an overall ri se in the marginal product of 
labo r. Positive effects of such ac tions on th e demand fo r labor presuppose , 
however, that rea l wages do not increase in the same proportion as the 
marginal produ ct of labor, or even more. It is far from obvious that this 
condition is usually met in reality , as incumbent workers often try to se ize 
as much of increased labor producti vity as poss ible through higher wages. 

The long-te rm consequences of va rio us transfer programs for aggrega te 
employment and unemployment are even more co mplex. There is cer
ta inly a strong distribution J. I case for suppo rting the incomes of indi viduals 
who are o ut of work. Inder:d , this is one of the bas ics of the modern welfare 
state 1 Generous unemployment benefits also help individuals finance 
periods of job search long enough so that they do not h ave to accept the first 
job offe r that comes a long. But it is unavoidable that gen erous we lfare-state 
benefits discourage some individuals from job search and induce o thers to 
leave the labor force . In other words, it is inev itable that gene rous benefits 



will raise the reserva tion wage of some individuals. 
Strong macroeconomic shocks during the last two decades have also 

"thrown" many citizens onto various safety nets, where they have remained for 
long periods of time in W estern Europe. It is tempting to hypothesize that this 
h as weakened previously dominating social norms aga inst liv ing off various 
welfare-state benefits. Long-tenn negative effects on labor-force participation 
and aggregate employment are obvious consequences (Lindbeck, 1995 ). 

It is often also argued that high payroll taxes , which finance much welfare
state spending in several countries h ave contributed to high and prolonged 
unemployment. This may seem intuitive ly obvious to the layman , but the issue 
is more complex than it sounds. In the short run, higher payroll taxes will 
certainly raise labor costs and hence reduce the demand for labor, as nominal 
wages are often set for one or a few years ahead. In a long-term perspective, 
however, payroll taxes would usually be expected to be shifted backwards onto 
labor in the form of corresponding! y lower real wage rates. A bas ic reason is that 
capital is internationally mobile, which means that higher payroll taxes cannot 
cut into the return on capital assets to any large extent. 

The payro ll tax, h owever, is just one example among many of "tax 
wedges" , i.e ., differences between the wage costs of firms and the take
h ome pay of wage earners. Indeed, all taxes on labor income, including 
income taxes and consumpt ion taxes , enter symmetrically into th e payroll 
tax in the tax wedge (Lindbeck, 1996) These other taxes should , therefore, 
be expected to h ave the same long- term effec t on aggregate employment 
as payroll taxes, though the effects diffe r in the short run. Due to the 
symmetric role of a ll taxes on labor in the long run , the problem of wide tax 
wedges cannot be solved, or even mitigated , simpl y by switching from 
payroll taxes to other taxes on labor. Employment cannot be stimulated by 
lower payroll taxes, unless ei ther part of the tax burden is shifted fro m labor 
to other agents, such as to pensioners or capital owners (which is not easy ), 
or workers accept lower after-tax real wages, or, pu bli c-sector spending is 
cut so that the general tax leve l can be reduced. 

The situation is different, however, in the case of low-wage workers. For 
this group there are limits as to how far wages can adjust downwards as a result 
of higher payroll taxes. For instance, minimum wages- whether stipulated by 
legislation or by wage bargaining - establish a wage floor for low-productivity 
workers. When this floor binds, higher payro ll taxes will raise wage costs, which 
will normally reduce labor demand. This is an important point , as minimum 
wages are quite high in some countries in W estern Europe. 
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Other employment problems will arise for low-productivity workers if 
there is no institutionally determined wage floor. Full backward shifting of 
payro ll taxes onto wages would then bring wages below the reservation wage 
of some workers. This would occur regardless of exactly how the reserva tion 
wage is determined: by the return to do-it-yourself work, black market work 
(adjusted for risks of being detected), or the benefit leve ls of various social 
safety nets, such as unemployment benefits, early retirement or social 
ass istance (adjusted for the "discomfort" of relying on such ass istance ). 

The negat ive effects of wider tax wedges on labor demand are particu
larly strong in the case of household services, as the marginal rate of 
substitution between home production and market purchases is espec ially 
large in this case. Obvious examples are repairs and maintenance of durable 
consumer goods and apartments, cleaning, gardening, child care, the 
preparat ion of food , etc. This means that wide tax wedges tend to crea te 
parti cularly serious problems for market production and emp loyment in the 
household service sector. Indeed, this is generally regarded as posing se rious 
problems today in several countries in Western Europe. 

(iii) Administrative measures to boost employment 
Politicians and public-sector administrators have not pass ive ly accepted 

the disincentive effects on aggregate employment and unemployment gen
erated by various benefit systems and tax wedges. In fact, some welfare-state 
rules have been exp licitly designed, or redesigned, to mitigate such disincen
tive effects, and hence to boost aggregate employment. The most widely used 
technique appears to be work requirements in various benefit systems -
often under the slogan workfare instead of welfare. Such adm inistrative 
connect ions between work and benefits existed already in the social insur
ance systems created by Bismarck in Germany. Similar connect ions have 
recently been emphasized also in countries with Beveridge-type "universal" 
welfare arrangements, where the benefits have traditionally been tied to 
citi zenship rather than to the work contract and working experience . 

S uch arrangements are particularly common today regarding benefits 
connected with early retirement , sickness, work injury, unemployment and 
maternity leave. Unemployment benefits are often also cond itioned on the 
willingness to accept offered jobs or education. In some countries the same 
also app lies to transfers to single mothers. An illustration of the conse
quences of not tying benefit s to work requirements is the apparent long
term benefit dependency among single mothers in the Un ited States. This 



dependency is not a result of particularly generous benefi ts in this country, but rather 
of not consistently and effectively combining rights to benefits with requirements of 
work, education or training, and with offers of organized child care outside the home. 

Such administ rati ve t ies between benefi ts and work h ave sometimes 
been quite successful in the sense that labor-force parti cipation and JOb 
search h ave been en couraged. For instance, the high labor-force participa
tion and low unemployment rates in Sweden in the 1970s and 1980s, in 
spite of ve ry high marginal tax rates and generous benefits for non -work , 
can h ardly be explained without reference to such t ies. Today , the indi 
vidual is usually deni ed generous benefit s if he/she h as n ot worked outside 
the home fo r a number of years. Thus, at least in the Swed ish we lfa re state, 
Bismarck tends to h ave overtaken Beveridge. 

Workfare elements in benefit systems are likely to flmction rather we ll as 
long as aggregate unemployment is low. Such arrangements are much more 
problematic in societies with mass unemployment, because large groups of 
individuals have not then had a chance to acquire enough entitlements to 
generous benefits. New generations of low-skilled workers entering the labor 
market are perhaps the most obvious example. When out of work, they are forced 
to live on very low benefi ts, such as social assistance or minimal discretionary 
unemployment benefits. As a result, a new "class society" of beneficiaries is 
created: those with and those without much previous work experience. 

There are, however, transfer systems where this problem is avo ided. O ne 
example is benefi ts to th e working poor - so-called work-in-cash benefits
which encourage benefi ciaries to work rather than stay unemployed or drop 
out of the labor force. Specific examples are the "family credit" in the United 
Kingdom and the "earned-income tax credit" in the U nited S tates. 

So-call ed active labor market j)olicy is another example of welfare-state 
arrangements explicitly des igned to enhance employment prospects. Such 
policies , in particular in the form of publi c works programs, were, of course, 
pursued during depress ions long before World W ar II. More recentl y, 
however, active labor-market po licy h as been designed mainly to improve 
the functioning of the labor market . This h olds both for direct job creat ion , 
for instance v ia employment subsidies, and for mobility-enhancing poli 
cies, such as n ation wide labor exchanges, job counseling, retraining or 
subsidies to workers who are willing to move geographically. A main 
rationale for such po licies h as been to remove mismatch es between 
demand and supply in differen t parts of the labor market . At present, the 
emphas is on active labor-market po licy seems to h ave shifted to attempts 
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to raise the productivity of low-wage workers, h ence integrating acti ve 
labor-market policy with educational policy. 

N eedless to say, there are strict limitations to the effi ciency of active labor
market policy. In the case of direct job creation - public work programs as well 
as subsidies to private employment- the crowding-out of other jobs is obvious. 
Swedish studies suggest that such crowding-out is particularly strong in the 
construction sector (Krueger and Forslund, 1996). There are also obvious 
limitations to mobility-enhancing programs, including retraining. In particu
lar, such policies do not function unless there are lots of vacancies, and the real 
product wage rises less than in proportion to the acquisition of more skills. 

A n illustration of the limitation of active labor-market po licy is that 
open unemployment in Sweden increased from 1. 5 to 8 percent during the 
period 1990- 1993 in spite of the fact th at participation in such programs 
increased from about one to 5 percent of th e labor force. Systematic empirical 
studies also confirm the limitations of the favorable effec ts of active labor
market policies in Sweden (Calmfors, 1994; Krueger and Forslund, 1996). 

It is oft en also argued that an expansion of permanen t jJUblic-sector 
employmen t boos ts aggregate demand for labor in the long run. In my own 
country, Sweden, the ri se of public-sec tor employment from 15 percent of 
the labor force in 1970s to 33 around 1990 - the entire increase consisting 
of females- is oft en asserted to explain both the low unemployment rates 
in the 1970s and 1980s and the dramatic increase in labor-force participa
tion of females during these decades. Such effects sh ould be expected to be 
only temporary, however, in the sense that they are likely to subside after 
the expansion of public-sec tor employment h as stopped. There is no good 
reason to assume that the long-run unemployment rate depends much on 
the sector compos iti on of labor demand at a specific point in time. 

(iv) Labor market regulations and aggregate employment 
Labor market regulations are used in several countries as complements 

to or substi tutes for benefit systems. The two most obvious examples are 
perh aps minimum wages and job-security legislation. 

Minimum wages - via legislation or collective wage barga ining -
certainly contribute to raising the income of some of the "working poor" , 
in particular in some W estern European countri es where minimum wages 
are particularly high . But it is equally obvious that high minimum wages 
resul t in unemployment for some low-skilled aP,1 inexperienced workers. 
Man y types of jobs that exist today in the United S tates h ave simply been 



wiped out in several countries in Western Europe by the combinat ion ofh igh 
minimum wages and wide tax wedges, in particular in the service sec tor. 

By contrast, the rather low minimum wage in the United States has 
probably not done much to reduce the demand for low-skilled workers. 
Indeed, it is well known that modest minimum wages, below the potential 
equilibrium leve l, may even raise employment for a firm with a monopsonis
tic position in the labor market. Much higher minimum wages in the US 
would , however, create unemployment problems of the same kind as in 
Western Europe for the unskilled. Low minimum wages in the United States 
h ave, of course, instead engendered the except ionally wide dispersion of 
wages in that country. The basic reason for the large number of "working 
poor" in the United States, however, is the poor level of education and 
training among the lower deciles in the US distribution of wages. 

Job-security legislation, i. e., lega l restrictions on the freedom of firms to 
hire and fire employees, is designed both to protect the indi vidual worker 
against arbitrary treatment and to stabilize the size of the workforce of 
individual firms over the business cycles. Such legislation has turned out to 
h ave much more complex consequences than originally envisioned by its 
adherents. While it tends to smooth fluctuations in aggregate employment 
over the business cycles, it cannot prevent major recess ions from resulting in 
large reductions in aggregate employment. This is we ll illustrated by recent 
employment experiences in Western Europe. As a spec ial illustration: in the 
deep recess ion in Sweden in the early 1990s, aggregate employment fell by 
12 percent within three yea rs in spite of rather strict job-security legislation. 

As labor turnover costs discourage both the firing and the hiring of 
labor, we cannot presume in which direc tion they will influence the average 
leve l of employment over the cycle, as long as we do not consider the 
consequences for wage formation. However, labor turnover costs also h elp 
incumbent workers, so-called insiders, to push up wages above the reserva
tion wage of jobless workers, so-called outsiders, without the latter being 
ab le to ge t jobs (Lindbeck and Snower, 1988). In particular, in business 
upswings, insiders may use their market powers to raise wages, which puts 
a brake on new hiring. This means that legislated labor turnover costs are 
more likely to reduce the average leve l of aggregate employment over the 
cycle when the consequences for wage formation are taken in to accoun t 
than if such consequences are neglected. High labor-turnover costs are 
particularly problematic if firms are highly uncertain about their future 
sa les prospects, and hence about their future need for labor inputs. 
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Job-secur ity legislation also has complex distributional consequences. The 
most fundamental distributional effect is probably that it favors "insiders", i. e., 
incumbent workers, at the expense of"outsiders" i.e., Jobless workers or workers 
in temporary jobs, in the labor market. Seniority rules, however, also help low
product ivity workers with high seniority to keep their jobs at the expense of 
high-productivity workers with low seniority. Moreover, it is often argued that 
"last-in-first-out rules" make it eas ier for workers to get new jobs if they are fired, 
because then they are not singled out as inferior workers. 

A s high labor-t urnovercosts, brough t about by job-security legislat ion, 
make ch anges in the number of employees expensive, firm s are a lso induced 
to va ry the number of working hours per emp loyee during the business cycle 
(Abraham and Houseman , 1993 ). It may be a rgued that this type of 
fl ex ibili ty in working hours over the cycle is soc ially favorable , as it results 
in a more even distribution of employment opportunities among indi vidual 
employees in recess ions. There is a lso another advantage of fl ex ible 
work ing hours over the cycle: it mitigates the rise in the number of 
"outsiders" during recess ions. As a resu lt , fewer individuals will lose thei r 
skills, social networks and se lf-co nfidence during recess ions. Moreover, to 
the ex tent that wages are set in the interest of the so-called "insiders" in the 
labor market , wage format ion will be more conduc ive to high employment 
in the subsequent boom, as a larger number of workers are able to keep the ir 
jobs during the recession. Cyclical variations in hours of work can, 
however, be ach ieved by other means than job-security legis lation. They 
can simply be brought about by special contracts between firms and their 
employees about fl ex ible hours of work over the business cyc le . 

(v) Macroeconomic shocks, equilibrium unemployment and 
unemployment persistence 

Unemployment rose in three abrupt steps in Western Europe in the mid-
1970s, the early 1980s and the early 1990s. A rather generally accepted view, 
wh ich I share, is that th ese stepw ise increases in unemployment were initiated 
by maJor macroeconomic shocks in connection with the oi l-price hikes in 
the mid - and late 1970s and restrict ive economic policies designed to fi ght 
inflation , susta in fixed exchange rates and reduce budget defic its. 

The most ch aracteristic fea ture of the W est European unemployment 
experience, however, is not these stepwise increases in unemployment rates 
assoc iated with major suppl y and demand shocks; similar increases h ave 
occurred in other parts of the world , such as in the United States. Rather, 



it is the inability of unemployment rates to return to the pre-shock leve l 
later on . Thus, it is the weak net hiring of labor during business upsw ings 
that may be regarded as the basic employment problem in Western Europe. 
As a result , the aggregate unemployment rate in W estern Europe since the 
early 1970s has "ratcheted up" from about 3 percent to about 10 percent. 
During the same period, the employment rate for people of working age fell 
from 65 to abou t 58 percent. This contrasts strongly with the United States, 
where the unemployment rate has bas ically flu ctuated without any upward 
trend at all , and where the employment rate for the working-age population 
has increased considerab ly over time (Lindbeck, 1996 ). 

What has been the role of various welfare-state arrangements for this 
development in Western Europe? One possibility is that the increasingly 
generous welfare-state arrangements during the 1950s, 1960s and early 1970s 
gradually increased the equilibrium unemployment rate, defined generally as a 
rate that is sustainable in a long-term perspective. Another poss ibility is that 
some welfare-state arrangements contributed to making high unemployment 
persistent after various supply or demand shocks had pushed up the actual 
unemployment rate above the equi librium rate. It is useful to discuss these two 
possibilities using a simple macro model with a non-clearing labor market. 

The labor market in this schemat ic mode l consists of an aggregate 
labor-demand function (LD), a wage-setting function (WS) and an aggre
gate labor-supply function (LS) . The functions are dep icted in Figure 1A; 
for details, see Bean (1994) and Lindbeck (1993 , chaps. 4 and 5). Labor 
demand is then , fo llowing standard analys is, assumed to be a negat ive 
function of the real product wage ( w) and a positive function of labor 
productivity (b). It is useful to wr ite the function in inverse form 

(1) wd = D(N,b) 
- + 

LD-funct ion 

where N is aggregate employment and the subscript d denotes that the 
left-hand side expresses the real wage desired by firms for alternative sizes 
of the workforce. The general form of this function is the same for firms 
that operate under monopolistic competition and under perfect competi
tion in the product market. The main difference is that the real wage rate 
in the former case is influenced by the firm itself (when it sets its output 
price) . Note that the labor demand function for profit-maximizing firms 
does not include an expression for the level of product demand . The reason 
is, of course, that the equilibrium labor demand function for profit
maximizing firms is derived from the marginal product of labor and the 



real product wage. (In the case of mo nopolistic competition in the 
product marker the LD-funcrion also includes a parameter for the e las tic
ity of product demand ; this parameter is "buried" in the function sign , D.) 
Note that, as will be explained below, an aggregate demand shi ft in the 
prod uct marker rends to move the actual employment level off the equilib
rium labor demand curve, as long as prices and wages are sticky. 

Wage se tting is assumed to be a pos itive function of the employment 

rate ( N I N) , where N is the labo r force . It is also a positive functio n of 

labo r produ cti vity (b) and the unemployment benefit s (B) : 

(2 ) w=G(NIN ,b,B) 
+ + + 

W S-function . 

Such a fu nction can be deri ved from several a lternative theori es of 
wage-se tting beh av io r, such as labor-union models, effic iency-wage mod
els and insider-outsider models. 

Labor supply ( N) is assumed to be a pos itive functio n of the real 

consumptio n wage rate (though the funct ion is perhaps verti ca l at high real 
wage rates and horizontal at low rates ): 

(3) N=F(w(l-t)) 
+ 

LS- function , 

where t is the sum of th e income tax and the payroll tax (a ll other taxes 
not taken in to account here ). 

Long- te rm "equilibrium employment" is now defined by the inte rsec
tion of th e labor-demand function and the wage-setting function ( w,

1 
= w) 

, i.e., at the employment rate a t which labor demand and wage-se tting 
behav ior are consistent. This employment level is denoted N

0 
in Figure 1. 

Corresponding "equilibrium unemployment" is denoted ul,. 
Figure I : A simple macro model 
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If the actual unemployment rate is lower (higher) than u
0

, the real product 
wage is assumed to rise (fall) , nonnall y by way of an increase in nominal wages 
that is greater (smaller) than the rise in nominal prices. This equilibrium 
concept is closely related to (though not identical with) the conventional 
NAIRU concept , i. e., the non-accelerating inflation rate of unemployment, 
which defines the unemployment rate at which inflation (of nominal wages or 
prices) is constant; see Lindbeck 1993, A ppendix Band C hapter 4. 

In this simple framework, more generous unemployment benefits shift the 
W S curve upwards, lowering equilibrium employment and raising equilibrium 
unemployment. The intuitive reason is that it is less dangerous for insiders and 
unions to push up wages when unemployment benefits become more generous, 
and that firms have to offer higher wages under such circumstances to reduce 
quits and shirking. Increased generosity of other benefit systems (such as early 
retirement) have, in principle, similar effects. (Higher minimum wages will 
instead shift theWS curve upwards in its lower part .) 

Labor-market legislation that st rengthens the bargaining powers of 
insiders and unions also shifts the W S curve upwards. Obv ious examples 
are more o r less automat ic extensions of collective-bargain ing contrac ts to 
non -organi zed workers and the right of unions to st rike o r to enforce 
blockades aga inst employers who are not involved in bargaining conflicts. 
Another example is job-securi ty legislation (higher cos ts of hiring and 
firing labor) .1 The result is, aga in, high er equilibrium unemployment. 

High er payroll taxes can also be depicted as upward shifts of the W S 
curve, though the curve would subsequen tly be expected to come down 
aga in because of long- term backward shifting onto reduced rea l wages, 
except in the lower section of the curve, where minimum wages may 
prevent such shifting of payro ll taxes onto wages. 

There are strong indicat ions that the equilibrium unemployment rate 
h as increased during recent decades in most countries in W estern Europe. 
This suggests that there is a component of "structural" unemployment in 
W estern Europe. In the case of W est Germany, this is illustrated in Figure 2 
by statistics for the NA IRU for nominal wages (OECD Economic Surveys, 
Germany, 1995). While constant wage inflation in W est Germany in the 
1970s required an unemployment rate in the interva l 1-4 percent, the 
corresponding figure has been 5-8 percent from about the mid-1980s. 
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r:i gure 2 . NAIRU for wages in West Germany 
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So fa r I h ave di sc ussed the poss ib ility tha t the ri se in unemployme nt in 

W estern Europe is the result of an increase in the equilibrium unemploy

m ent ra te. An alterna ti ve, o r ra ther perhaps comple mentary, inte rp re ta

tio n of th e p rolo nged ri se in unemploym ent in W este rn Europe , is tha t 

dem and and supp ly sh ocks h ave long- lasting effects o n the unemploym ent 

level because of va ri o us mechani sms o f unemplo)•men t per.m tence . With this 

interpre ta ti on of events, the p roblem would be tha t une mploym ent tends 

to come down o nly ve ry slow ly in W es tern Europe after h av ing been push ed 

up above the equili bri um rate by va ri o us supply and dem and sh ocks.To 

highlight thi s issue , it is necessary to expand the mode l to include an 

aggrega te p rod uct marke t. This is don e sch em ati ca lly in panel B of Figure 

I. The product -supp ly func tio n (PS ) is simply a mirro r image of the LD

funcri on, deri ved by substituting labo r de m and into an aggrega te produc

tio n func tio n, H( N , b). This m akes product supply ( Q) a nega tive func tio n 

of the rea l wage and a pos iti ve func tio n of labo r produc ti v ity (b): 

(4) Q=H(N,b) = J(w,b) 
+ + - + 

PS-funcrio n. 

This is quire con ventional. Our aggrega te p roduct d e mand functio n 

(PO) is a lso ra ther conventio n al. Product demand is assumed to be a 

pos iti ve func tion of rea l mo ney ba lances (m/p) , the rea l exch an ge ra te 

(ep */p ), gross n a tion a l inco m e, i. e ., aggregate o utput (Q), and a shift 

parame te r (A). The la tte r reflects , inte r a li a, disc re tion ary po licy actio n s. 

(5) Q" = K(mjp , ep *jp , Q, A) 
+ + + + 

PD-func tio n 
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where m is the quantity of mone y, p the price leve l, e the exch ange rare 
and p* fo re ign prices. H ere, aggregate product demand has been as
sumed to be independent of the distribu t ion of national income on 
wages and capital income. lf aggregate product demand ri ses by a higher 
wage sh are (for instance, because of a high er marginal propensity to 

consume out of labor income than out of capital income), the PD-curve 
in Figure 2 would slope upwards instead of being ve rtical (as in the 
figure ). lt would instead slope downwards in the oppos ite case (for 
instan ce, because the margin al propensity to inves t is high er for cap ital 
income th an for labor income ). The slope of the labor curve, however, 
is not important for the principles of the subsequent an alys is. 

Equili brium in the product market requires that Q" = Q: the aggregate 
price leve l ad justs to equilibrate the product market in the long run, aft er 
long- term equilibrium employment and outpu t h ave been determined in 
the labor market (and th e product ion function). 

Restrictive demand management (a reduction in A) , as pursued at severa l 
occasions by various O EC O countries from th e mid -1970s to the early 
1990s, may now be dep icted as a leftward shift of the PO curve, for instance 
to PO'. As long as wages and pri ces do n ot ch ange, aggregate product 
demand will fall from Q

0 
to Q

1
• As a resul t, the "effec tive" labor demand 

falls below N
0

, to a po int inside the long- term labor demand curve . Say it 
winds up a t po int b, with labor demand N 

1
, in panel A of Figure 1; N 

1 
is 

simply derived from the production function Q = H( N, b) , for Q = Q
1

• 

Thus, actual unemployment winds up above the long- term equilibrium 
unemployment rate. Indeed, this is probably what h as happened in W est
ern Europe aft er the earlier mentioned demand shocks from the mid-1970s 
until the early 1990s. In the terms of our model, this illustrates that demand 
man agement is able to influen ce aggregate employment and unemploy
ment by shifting actual labor demand off the long- term labor demand 
curve , and hence outside equilibrium unemploymen t. 

The oil-price hikes in 1973/74 and 1979/80 instead shifted the LO curve 
downwards, as such hikes are approximately equivalent to a negative produc
tivity shock (as value added falls). Unchanged aggregate employment in the 
short run then requires either a rise in public-sector employment (mov ing the 
LO-curve back to the right) , or a downward shift of the WS curve. Neither of 
these circumstances occurred in most countries in W estern Europe in connec
tion with the first oil price shock in 1973-1974. This is another reason for the 
rise in unemployment in the mid-1970s in W estern Europe; see Lindbeck 1996. 
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Why, then, has unemployment persisted for so long in W estern Europe 
after these unemploymenr -generating demand and supply shocks 7 Both theo
retical considerations and empirical evidence suggest that long periods of 
unemployment make individuals search less, which tends to result in a more 
or less prolonged upward shift in the W S curve. An increase in the number of 
outsiders, which automatica lly occurs during recessions, has similar effects on 
theWS curve, assuming that insiders are less concerned with the cmploymenr 
possib ili ties of outsiders than with their own economic situation. 

Shortage of phys ical and human capita l during business upsw ings h as 
a lso been singled out as an important mechanism that genera tes une mploy
ment persistence . This argument builds o n the hypothes is tha t the stock of 
both phys ical and human capita l tends to deteriorate during prolonged 
recess ions, and that phys ica l or human capital shortage will therefore 
res trict the poss ibilities to increase aggregate employment in the next 
boom by way of demand expansion. In the context of Figure 1A, this can 
be depic ted as a downward drift of the LD curve. 

My earli er discuss ion of the consequences of various welfare -state 
arrangements can now be ti ed in. More generous benefits, wider tax wedges, 
stri cter job-security legislat ion and higher minimum wages not only rai se the 
equilibrium unemployment rate; they a lso accentuate va rious persistence 
mechanisms. The main exception is that subsidies to investment in human 
capita l contribute to shifting the LD-curve to the right. 

Unfortun ate ly, econometric studi es carried ou t so far have not been 
able to distinguish clearly between ch anges in equilibrium unemployment 
and unemploy ment persistence. As a result , the statistically calculnted 
equilibrium unemployment rate tends to sh adow the ac tual rate. This 
means that the re lative importance of unemployment persistence and 
high er equili brium unemployment can o nly be guessed today. There is, 
however, at least one reason to assume that high unemploy ment persis
tence is a mo re important explanation fo r prolonged unemployment in 
Western Europe than th e ri se in the equilibrium unemployment rate : most 
we lfare-s tate reforms and regulations that are likely ro have rai sed the 
equilibrium unemployment rate had already taken place in the 1950s and 
1960s, i. e., long before th e dramatic rise in unemployment occurred . 
Indeed, it was not until after strong demand and supply shocks h ad push ed 
up the actual unemployment ra te that se rious and prolonged unemploy
ment problems emerged in W estern Europe. 



(vi) Concluding remarks 
Welfare-state arrangemen ts and full e mployment policies are st ill 

complementary to some extent, as traditionally asserted. There is no 
question that fu ll employment and high labor-force participation help 
make amb itious welfare-state arrangements sustainable. The reverse 
causa tion - from the we lfare state to the employment situation- is more 
problemat ic. Though large we lfare-state spend ing programs and related 
taxes do function as automatic stab ili ze rs during ordinary business cycles, 
there is, as we h ave seen, a ri sk that automatic budget responses to short
term macroeconomic fluctuations will destabilize rather than stab ili ze the 
national economy in deep recess ions. This risk is most obv ious in cou ntri e:; 
that h ave a history of rap idly rising government debt (as a share of GNP). 

The long-term consequences of various welfare-state arrangements for 
aggregate employment and unemployment are also rather complex. Invest
ment in human capital, which is an important aspect of welfare-state policies, 
wi ll most likely enhance the long-tenn employment prospects of potential 
low- income groups. It is unavoidable, however, that generous benefits for 
people out of work will reduce labor-force participation and raise "search" and 
"wait" unemployment for some individuals. Wide tax wedges have similar 
effects. 

Workfare arrangements and tight administration of benefit systems 
can certainly mitigate these problems. But there are limits to what can be 
achieved th is way. Moreover, when benefits are tightly tied to previous 
work history, a new "class society" of beneficiaries tends to emerge, 
encompass ing an underclass of beneficiaries with weak attachment to the 
labor market . This problem became acute afte r full employment broke 
down in Western Europe in the late 1970s. 

Direct labor-market regulations also h ave quite complex, and often 
ambiguous, consequences. While minimum wages boost the incomes of 
some low-wage earners, they certainly impair the employ ment prospects of 
those who are "priced out of the labor market". Moreover, while job
security legislation may be hailed for reducing fluctuations in aggregate 
employment over the business cycle, it prolongs the recovery of employ
ment after long and deep recess ions. 

The most general conclusion of my lecture is perhaps is that while 
welfare-state arrangements and full -employment polic ies are often fairl y 
consistent, it is necessary to revise the traditional, rather idyllic vision of 
a symbio tic relation between them. When contemplating future we lfare-
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~ tate reforms as wel l as wh en attempting to return rn full employ ment , the 
complex relati ons between th e two h a\· e to be we ighed much mnr<' 
carefull y than has been done so far. The purpose wou ld be nor only ro 
mitigate the probl em of benefit dependency, but a lso ro restore a function
ing labor mark er in Western Europe, and to soh-e the problem of rhe 
'\\·o rking poor" in the Un ited States. 

I ha\·e a lso emphas ized thar ne ither ex isting \\·e lfare-srate arrange
ments, nor a rol lbac k and reform of rhese arrangements, are subst itutes for 
macroeconomic po li cies des igned to keep aggrega te product demand on a 
le\·el \\·ith rhe production capac ity of rhe economy. The stepwise increases 
in unen1ploymenr in Western Europe during th e las r quarte r of a century 
giYe stark illustrat ions of rh is po inr.lr is necessary both to avo id unemploy
ment-generating shocb and to miti ga te unemployment persistence aft e r 
such shocks h a\·e , n e\·e rrh elcss, occ urred. 
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