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Introduction
Labour market problems usually more attention than other economic issues. It is practically impossible to read the press reporting on economics without finding constant reference to the problematic situation in the European labour markets. After three years of recession the mood in Europe is gloomy. The press, politicians and some economists doubt that the European economy has a future. They reproduce the dogma that the European economy is sclerotic in producing jobs compared to the dynamic U.S. economy.
This paper addresses some issues in European labour market performance. First we look at the data to give a picture of the past and the actual situation in the European labour markets. Second, we compare the economic performance of Europe with the U.S. Third, we evaluate the explanations given in the economic literature for the rather high unemployment rate in Europe over the last 25 years. Fourth , in the last paragraph we look at labour market policy and make some speculations about future evolutions in the labour market
1. Employment and unemployment in Europe
Looking at the historical data (table 1 and 2) for the EU (15 countries) one observes the following set of facts:

· Until 1973 unemployment was very low. It was the period of “full employment”.

· After the oil crisis of the  seventies it raised till 11 % in the 1980’s and remained at that level during the first half of the 1990’s. It appeared to turn around in 1997 but de decline stopped in 2001.
· There strong differences in evolution as well as in level among the member states.

· The employment rate decreased slightly till the midst of the 1990’s and it increased again above the level of 1981. Only Ireland and Spain had sharp decreases in there employment rate. The increase since 1995 reflects there exceptional reduction in unemployment during recent years.
The evolution in the EU (25 countries) shows the following picture:
	
	1998
	1999
	2000
	2001
	2002
	2003

	Unemployment rate
	9.4
	9.2
	8.7
	8.5
	8.9
	9.1

	Employment rate
	61.2
	61.9
	62.4
	62.8
	62.8
	62.9


The evolution seems to be rather similar to that in the EU (15 countries). However the unemployment rate and the employment rate are respectively 1.0 and 1.5 % points higher / lower in the EU(25) than in the EU(15). The average of the unemployment rate in the new member states is higher than in the EU(15). The average employment rate is lower.
Comparing the EU(15) unemployment rates with those of the U.S. in the second half of the 1990’s we observe that the EU rate was the double of the U.S : on average 9 % to 4.5 %. However the gap in 2003 is narrowed to 2% point. In 2003 the youth unemployment rate in EU(15) was 15.9 to 12.4 in the U.S. In Europe the youth unemployment rate decreased with 5 % points in comparison with 1996. In the U.S., however, it remained constant.
Does the weaker performance of the European labour market means that the U.S. economy is more efficient than the European economies? We will answer this question in the next paragraph.
2. Has the European economy performed weak compared to the U.S.?
After the euphoria of 2000 the mood becomes gloomy in Europe. The press, politicians, business people and even economists (one of them is Siebert (2003)) are pessimistic about the possibilities of Europe to recover from the recession. Governments are trying to be optimistic but there declarations such as the goal adapted at the Lisbon conference in 2000 to make the EU “the world’s most dynamic and competitive economy of the world within 10 years” are perceived as largely pathetic and empty. The argument goes as follows: European growth must be based on innovation. The globalisation of financial and product markets makes the sclerotic European model vulnerable for foreign competition. Europe has to transform completely its inflexible economic and social relations.
Blanchard (2004) argues that things are not so bad and that a deep and wide –ranging reform is taken place in Europe. Euro-pessimists often refer to the gap in PPP GDP per person between Europe and the U.S. and the fact that the gap remained constant over the last 30 years. The facts are correct. The interpretation of that the gap can be misleading as is shown in the data below (U.S. = 100):

	
	PPP GDP per person
	PPP GDP per hour
	Hours per person

	
	1970
	2000
	1970
	2000
	1970
	2000

	U.S.
	100
	100
	100
	100
	100
	100

	EU-15
	69
	70
	65
	91
	101
	77


 Source: Blanchard (2004, p. 4)
The difference in GDP is often perceived as prove for the inefficiency of the European Economy. The evolution in GDP per hour, however, shows that labour productivity has increased faster in Europe than in the U.S.. GDP per hour increased in the U.S. by 38 % and hours per person by 26 %, which means a growth in GDP by 64 %. In Europe GDP per hour increased by 80 % and hours per person decreased by 20 %. So GDP per capita only increased by 60%, leaving the gap constant. Given that leisure is a normal good, one can argue that the higher growth in labour productivity is allocated partly to increased income and partly to increased leisure. This conclusion holds only if the choice for leisure depends on the preferences of workers. When the hours per person had remained constant in Europe income per capita would have been nearly the same has in the U.S.
3. What causes the remaining high level of European Unemployment?
In the former paragraph we have shown that the growth performance of the EU economy is not inferior compared to U.S. economy. But the story does not tell us the reasons for the significant difference in unemployment. Looking at the data in paragraph 1 we observe that differences in labour market performance within Europe are at least as big as with the U.S. Is there an explanation?
Initial explanations focused on shocks. The oil price increases coincided with an initial increase in unemployment in the first half of the 1970’s. Therefore research at the end of the 1970’s focused on the role of shocks to explain the increase in the natural rate of unemployment. At the beginning of the seventies the high rate of productivity growth of the post war period came to an end. To the extent that workers and their unions did not adapt to these changes, these shocks could have led to an increase in the cost of labour and therefore to an increase in unemployment. At the same time the tight money market kept the real interest rates high and to an increase in the cost of capital and capital accumulation and by implication to substitution of labour by capital. The shock approach is also know has the hysteresis- hypothesis which emphasise the slow adjustments of the labour market to shocks: unemployment breeds unemployment. 

The shock explanation has two weak points. First, it is unrealistic that to suppose that workers are not willing to adjust to a new reality after 20 years. Second, the shocks were similar to most of the European countries. Researchers looked then for other explanations: shocks caused by technological innovation and globalisation where seen as the new causes of labour-capital substitution. Results of the empirical research are mixed. 
These problems led researchers to look for causes of the inflexibility in the labour market institutions and the generosity of the social security system. This The labour market institutions existed already in the 1960’s and the increase in the benefits of the social security system increased marginally in the 1980’s. The systems differ fundamentally across Europe. Freeman (1998) argues in his famous article about “War of the models” that it is difficult to show the impact of institutions on unemployment. Most of the research is prescriptive of nature: “But even the most egotistical to us realises that we do not have the scientific knowledge we would like for diagnosis and prescription.” 
Part of the unemployment increase can attributed to excessive wage demands in the early 1980’s. In the late 1980’s, however, excessive wage demands disappear and were substituted by wage moderations.
Blanchard and Wolfers(1999) combined quantitative information about unemployment , shocks and measures of labour market institutions to look at the interactions between shocks and institutions.  Their results suggest that for a given shock, countries with either long lasting unemployment benefits or high unemployment protection, or little coordination and centralization of collective bargaining, experienced a larger and longer increase in unemployment. Recently Nickell (2003) has argued that the evolution of institutions has played a stronger role in the evolution of unemployment than Blanchard and Wolfers had concluded.
From the overview above one may conclude that labour market institutions matter, they affect the duration and the level of unemployment caused by the effect of shocks.

High social protection is not inconsistent with low unemployment. However the social protection system must be efficient.
4. To conclude: labour market policy and the future evolution in the European labour market?
In Europe governments are switching from a passive labour market policy to an active one. Data of public expenditure on labour market policy measures show that passive policy in all the countries is still dominant with the exception of Sweden and Denmark were both policies are in balance (see table 3). In the rest of EU(15) the active policy approach get moderate to low financial sources.
Labour market policy is part of social policy. In the context of the enlargement of the EU and the opt-out of some member states from the Social Chapter of the Maastricht Treaty we have to deal with question: do we develop a central European social policy or do we prefer a system based on the subsidiarity principle with a minimum of derectives from Brussels. Doe we have to leave labour market regulations to a minimum statutory framework establishing freedom of contract? The last option means that we allow the member states to compete by downsizing labour market conditions, especially in countries with weak labour unions.
Another option is to change labour market and social policy fundamentally based on the theory of transitional labour markets. 

Which option is the best? This is a normative question which can the basis of the discussion.
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