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submitted to the Annual General Meeting

of the Bank for International Settlements

held in Basle on 13th June 1994

Ladies and Gentlemen,

I have the honour to submit herewith the sixty-fourth Annual Report

of the Bank for International Settlements for the financial year which began on

1st April 1993 and ended on 31st March 1994.

The net profit for the year amounted to 138,085,797 gold francs, after

transfer of 3,274,041 gold francs to the Provision for Exceptional Costs of

Administration and 3,867,963 gold francs to the Provision for Modernisation of

Premises and Renewal of Equipment. This compares with a net profit for the

preceding year of 139,895,417 gold francs.

The Board of Directors recommends that, in application of Article 51 of

the Bank's Statutes, the present General Meeting should apply the sum of

41,085,797 gold francs in payment of a dividend of 240 Swiss francs per share.

The Board further recommends that 29,100,000 gold francs be trans-

ferred to the General Reserve Fund, 3,000,000 gold francs to the Special

Dividend Reserve Fund and the remainder of 64,900,000 gold francs to the

Free Reserve Fund.

If these proposals are approved, the Bank's dividend for the financial year

1993/94 will be payable to shareholders on 1st July 1994.



I. W i d e d i v e r g e n c e s in t h e w o r l d e c o n o m y

1993 was a year of contrasting developments among countries and regions.

In the industrial world, expansion gathered pace in the United States and

got under way in Canada, the United Kingdom and Australia, while Japan

and much of continental Europe remained stuck in recession. Among devel-

oping countries and the countries in transition the differences were, if

anything, even more pronounced, with the vigorous growth again recorded

in East and South-East Asia standing in marked contrast to the deepening

economic crisis in the former Soviet Union.

Financial developments, too, exhibited important divergences. Wi th the

exception of Japan, the health of financial institutions and of the corporate

sector has improved. This trend was most evident in the United States,

where banks again generated substantial profits and the position of non-

financial firms strengthened considerably. The behaviour of financial markets,

on the other hand, has been unpredictable. Renewed turbulence in the

ERM led to a dramatic widening of fluctuation bands, though subsequently

foreign exchange markets became strikingly calm. Later, bond markets in a

number of countries suffered a sharp reversal, after a sustained period of

rising prices, leaving many observers puzzled about the sequence of what

seemed to be minor causes and major effects. While systemic risks did not

actually surface in the process, these events added to concern that serious

losses can arise from risks that may not be adequately evaluated by financial

market participants.

Despite the strengthening of activity in the United States, growth in

the industrial countries as a whole remained weak, with total employment

stagnating or declining for the third successive year. Unemployment has

become the dominant social problem, particularly in Europe, where in a

number of countries joblessness rose to levels not seen since the 1930s.

However, the disappointing overall picture in 1993 once again concealed a

marked divergence in the cyclical position of the main groups of countries.

Growth accelerated in the United States, while recovery also became estab-

lished in the United Kingdom, Canada, Australia and New Zealand (see the

table overleaf). Activity in all these countries has been stimulated by low

interest rates and real exchange rates which appear quite competitive when

compared with long-term averages. Most continental European countries,

on the other hand, suffered output declines and there were few signs that

the cyclical turning-point might have been reached until late in the year.

For Sweden and Finland it was the third year of declining output, Finland

being the hardest hit among the industrial countries.



W o r l d output growth1

Country groups and regions

Countries cyclically ahead2

Other industrial countries3

Developing countries
Africa
Middle East
Asia
Latin America

Eastern Europe
World

Memorandum item:
World, exd. eastern Europe
1 Average growth rates for industrial
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GDP

as%of
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39.5
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2.5
3.9
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5.8
6.4
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3.7

1989 1990 1991 1992

percentage changes in real GDP

2.5
4.0
3.9
3.6
4.8
5.7
1.1
1.6
3.4

3.5

ire calculated using

1.0
4.0
3.6
2.3
5.1
5.6
0.7

-4.9
2.4

2.9

- 1.0
2.8
3.3
1.5
0.9
5.3
3.0

-14.0
0.6

Î.6

2.0
1.3
4.6
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1.7

1991 GDP weights and exchange
rates and, for eastern Europe, using 1990-91 GDP and exchange rates, including eastern Germany up
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GDP weights and
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Turkey anc
United

i Malta.

exchange rates and comprise all
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Sources: IMF World Economic Outlook, OECD National Accounts, UN
World Tables, national data and BIS <;stimates.

Yearbook, World Bank

The economic performance of developing countries has for some years
past depended more on the success of internal reform efforts than on
cyclical conditions in the world economy. 1993 was no exception. There
was once again vigorous growth in the increasing number of newly indus-
trialising economies, apparently relatively untouched by developments in
Europe and Japan. Apart from the familiar examples in East and South-East
Asia, the strong performance of China, Vietnam, India, Argentina, Chile and
some other Latin American countries may be noted. A few of these countries
were even confronted with problems of overheating. On a regional basis,
Asia once again turned in the strongest performance. The pace of expansion
slowed in the Middle East and Africa, but appears to have picked up slightly
in Latin America. In eastern Europe and the former Soviet Union, there
was a marked contrast between the economic performance of those
countries which are beginning to reap the fruits of reform, such as Poland,
the Czech Republic, Hungary and Slovenia, and much of the former Soviet
Union, where reforms to tackle structural and macroeconomic imbalances
have barely begun and output continues to decline.

The difficulties experienced by the industrial countries during the
recession have naturally given rise to intensive macroeconomic policy debate
at both national and international level. There have been the usual differ-
ences between policy-makers who advocate activist macroeconomic policies
and those who have serious reservations in that respect. On this occasion,
however, there is a shared recognition of the constraints within which
macroeconomic policies must be designed. Where budget deficits are high



and the debt/GDP ratio is rising, governments have little option but to

undertake measures aimed at credible consolidation in the fiscal balance,

whatever the short-term cyclical position. To do otherwise would undermine

confidence in the longer term and quite possibly bring about a counter-

productive rise in bond yields.

In the realm of monetary policy, too, there are major constraints. In

the first place, central banks directly control only the level of very short-

term money market interest rates. These are not necessarily closely related

with movements in the longer-term rates that, in many countries, are more

important for investment decisions. Indeed, inappropriate reductions in short

rates could be associated with increases in long rates if market participants

see them as a sign that longer-term anti-inflation discipline is weakening.

Nonetheless, despite a shared recognition of the constraints facing

policy-makers, and a common commitment to the ultimate goal of price

stability, there remain differences in emphasis among central banks about

how monetary policy should be implemented in a period of weak economic

activity. These differences are reflected in the willingness of the Japanese

and US authorities to bring rates down to quite low levels (and in the

case of the United States, to keep them there even when recovery got

under way), while European countries have remained reluctant to accel-

erate the pace of monetary easing so long as inflation remained above

levels that were acceptable in the longer term, or exchange rates remained

vulnerable.

The difference between these two approaches to the implementation

of monetary policy probably has its roots less in differences of emphasis

with respect to the objectives of monetary policy than in different views

about the nature of the transmission mechanism. Those who favour the

relatively rapid easing of monetary policy when demand is weak generally

believe that low interest rates can and should be used to stimulate economic

activity while any attendant inflationary risks will be kept in check by excess

capacity in factor and product markets. Those who favour more cautious

easing believe that the lags with which monetary policy operates are such

that the short-term effect on output is problematic while the longer-term

risks for the credibility of monetary policy are substantial.

The differences should not, of course, be exaggerated. Few would

dispute that, circumstances permitting, short-term interest rates should be

fairly low when the economy is weak. It is therefore worth looking a little

more closely at the circumstances which, apart from any inflation concerns,

may have caused central banks to keep short-term interest rates higher

than the weakness of their economies might have suggested.

Within the European exchange rate mechanism, as in any fixed but

adjustable exchange rate system, narrow margins left most central banks

with little leeway for independent action on short-term money market

rates. The decision on 2nd August 1993 to widen substantially the fluctu-

ation margins in the ERM (except between the Deutsche Mark and the

Dutch guilder) has changed this situation only in principle, since participating

central banks have clearly not abandoned their objective of keeping their



currencies close to their central parities. Chapter VII discusses the reasoning

behind this policy and the advantages which were nevertheless gained by

widening the band.

For floating currencies, too, exchange rate considerations may be

important in the setting of short-term interest rates. Even minor shifts in

currency preferences can have sizable cumulative exchange rate effects, with

initial changes feeding into expectations and thus triggering further changes.

These exchange rate effects are in turn a major channel for the genera-

tion and propagation of inflationary impulses. Interest rate changes have

potentially important effects on exchange rates not just through their direct

impact on yield differentials on short-term assets but also because they

affect market participants' expectations about the future course of monetary

policy.

Money supply developments and deviations from targets, which for

some central banks have in the past provided a powerful argument against

an anticyclical short-term interest rate policy, do not seem to have been

a major factor in guiding policy developments recently. Even a massive over-

shooting of the intermediate target variable M3 in Germany was not allowed

to exert a dominant influence on policy, attributable as it was to a whole

range of special factors. Concerns as to whether very low short-term

interest rates might trigger another asset price cycle have also not played

a major role in short-term interest rate management. In the United States

and the United Kingdom, the recovery of financial asset prices was seen

as a welcome contribution to the strengthening of balance sheets, while in

Japan most asset prices remain at relatively depressed levels.

Decisions with respect to money market interest rates should, in

principle, be influenced by the manner in which short-term interest rates

are linked to other financial asset prices and hence to decisions affecting

the real economy. These linkages - the "transmission mechanism" of monetary

policy - may well differ over time and between countries. Such differences

- the globalisation of financial markets notwithstanding - seem to be firmly

embedded in national financial structures and relate to the relative impor-

tance of short and long-term interest rates, and fixed and variable rates,

in financial contracts. However, the major easing of monetary policy in

Europe over the last year or so is likely to have a substantial impact on

activity irrespective of such differences in financial structure, as the reduction

in short-term interest rates has by and large gone hand in hand with a

similar decline in long-term rates. Chapter VI discusses these questions in

some detail.

The issue facing the United States, as the country most advanced in

the recovery process, is whether timely rises in short-term interest rates,

by dampening inflation expectations, can limit upward pressures on long-

term interest rates. The action by the Federal Reserve in the early months

of 1994, which may in part have counted on effects of this kind, did little

to confirm such assumptions - at least in the context of an unexpectedly

strong economy. It did, however, bring into play another factor of great

importance for long-term interest rates, namely the sometimes almost



mechanical international linkage between bond markets. Just as long-term

rates in different currencies had for some time declined together, largely

irrespective of national levels and movements of short-term money market

rates, in the early months of 1994 they tended to follow the lead of the

United States in the opposite direction. These linkages seem to be partic-

ularly close during periods of market disturbance. When markets are calmer,

however, differences in cyclical positions and associated developments in

monetary policies seem to be compatible with greater divergences in bond

market trends.

Important though appropriate macroeconomic policies are, many of

the most pressing economic problems facing the industrial countries require,

in addition, determined efforts to deal with structural rigidities and to

improve the flexibility of markets. In the process of adapting to increased

competitive pressures, industrial firms have reacted, as might be expected

in a market economy, by making every effort to cut costs and shed labour.

The challenge facing the industrial countries is to improve the capacity of

their economies to absorb redundant labour into new activities. This requires

action both on the demand side of the labour market, to increase firms'

incentive to take on additional workers, and on the supply side, to ensure

that labour has the requisite characteristics and is willing to accept employ-

ment at a market-clearing wage. Chapter II examines why some economies

are more afflicted by high and persistent unemployment than others. There

are indications that attitudes in most of these countries have started to

change. But some of the structural weaknesses revealed by the recession

will take a long time to remedy.

Structural policies are also clearly of key importance in the developing

countries. The task is not simply to provide increased employment oppor-

tunities, but to strengthen incentives to save and invest and to improve

the allocation of resources. A gratifying feature of developments in the past

several years has been the increasing number of countries that have taken

decisive steps towards opening their economies and subjecting the alloca-

tion of resources to market disciplines. There is an accumulating body of

evidence that such policies are effective in strengthening growth perfor-

mance. The most spectacular examples of success are to be found in the

newly industrialising economies of East and South-East Asia. Their ranks are

now being joined by countries as geographically diverse as China, India,

Pakistan, Mexico, Argentina and Poland, to cite only the larger economies

in their respective regions. All of these countries have confounded the old

accepted wisdom that developing countries could not achieve sustained

growth while the industrial world was in recession. Their potential for

success will be all the greater when the pace of activity in the industrial

countries picks up.

The recent experience of developing countries also points to the

benefits of macroeconomic stability. Although some countries (Brazil, for

example) have from time to time combined high growth with inflation, the

overwhelming evidence is that persistent high rates of price increase

undermine the sustainability of output growth. The current situation of the



former Soviet Union, where extreme macroeconomic instability has been

combined with continued structural distortion, illustrates the difficulty of

reviving growth under such conditions.

While this Report goes into many of the issues just raised, it covers

much wider ground. Among the topics discussed are the development of

world trade, including structural shifts in the pattern of trade over the last

two decades and the completion of the Uruguay Round (Chapter IV); recent

trends in international banking, securities and derivatives business (Chapter V);

the changing pattern of international capital flows and the growing attrac-

tiveness of "emerging markets" (Chapter VII); and the major developments

that have taken place over the last decade or so in payment and settle-

ment systems, with particular reference to safeguarding against systemic

risk (Chapter VIII).
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I I . D e v e l o p m e n t s in t h e i n d u s t r i a l c o u n t r i e s

Highlights

The business cycle in the industrial countries continued to be desynchro-

nised last year. Led by the United States, a recovery gained momentum in

the course of the year in the United Kingdom, Canada, Australia and New

Zealand. However, output gaps increased further in Germany and other

continental European countries while in Japan there were still few signs

that the downturn had bottomed out, even after a series of stimulatory

fiscal measures and reductions in interest rates.

Despite the divergence in real growth, and relatively large changes in

nominal and real effective exchange rates, inflation rates continued to

converge. At the end of last year the rise in consumer prices averaged

3% in the industrial countries, the lowest rate in thirty years apart from

1986, which was influenced by falling oil prices.

At the same time, and notwithstanding a marked decline in the United

States, unemployment continued to rise last year and now affects over

33 million people in the industrial world. The problem is especially severe

in the EU countries, where over 11% of the labour force is unemployed

and about one-half of the jobless have been out of work for at least a

year. Many workers have dropped out of the labour force, discouraged by

the poor employment prospects, and a large proportion of those in work

are only working part-time, some of them by choice but most because

full-time jobs are not available.

Another aspect of the European unemployment problem is the high

persistence of unemployment. Wi th every business cycle trough since 1970

the number of unemployed has progressively ratcheted up, pointing to

worsening structural problems in the European labour markets. These include

regulatory or institutional arrangements which prevent real and relative

wages from adjusting to changes in supply and demand, disincentives to

work caused by social transfers and taxes, a lack of incentives and oppor-

tunities to improve skills and difficulties in adjusting to and benefiting from

technological progress and increased trade with the developing countries.

While most of the rise in unemployment since the onset of the recession

is cyclical, solutions to the structural problems which do not jeopardise

recent gains in the fight against inflation call, above all, for measures to

increase flexibility and improve work incentives.

Cyclical as well as structural factors also contributed to the dete-

rioration in fiscal balances and the acceleration of government debt

accumulation. The rise in unemployment compensation and other forms of

assistance was almost universal and was not confined to countries still in



recession, highlighting the unsustainability of certain transfer and pension

systems in the medium term due to the ageing of the population. Fearing

a further deterioration in medium-term sustainability, most high-debt countries

last year made efforts to offset the automatic stabilisers by implementing

austerity measures. Other countries were able to attenuate the downturn

and yet maintain credibility by combining a deterioration in the primary

balance with new medium-term consolidation programmes.

Main features o f recent developments

Desynchronised business cycle

The growth of output in the industrial countries in 1993, at just over 1%,

was well below that of productive potential for the third consecutive year.

Moreover, the business cycle continued to be highly desynchronised (see

the graph below). Almost half of the countries recorded negative growth

and, underlining the weakness of the recovery, only a few countries managed

to reduce the gap between actual and potential output. As a result, the

number of unemployed rose to over 33 million, with Europe accounting

for more than half of this figure.

The US economy, which had been among the first to enter recession,

has continued to lead the recovery, aided by low interest rates, a strength-

ening of balance sheets in the private sector and improved competitive-

ness in several key industries following restructuring and cost-cutting. The

strengthening of US domestic demand contributed VA-2% to aggregate

GDP growth in the industrial countries and was by far the most significant

factor in overall growth last year. In Japan, on the other hand, domestic

demand remained subdued and the output gap widened further. Substan-

Growth below
potential ...

... despite US
recovery

Widening output
gaps in Japan ...

Real G D P in the th ree major industr ial countr ies

Percentage changes over four quarters

United States
Japan
Western Germany

1990

Source: National data.

1991 1992 1993
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Personal saving in selected countries'1

Annual averages, as a percentage of disposable income

United States
Western Germany
United Kingdom
Canada
Australia

89

25

20

15

10

93 85 89 93
* For France, Italy and the United Kingdom, gross saving; for other countries, net saving. Figures for
1993 are partly estimated.
Sources: OECD Economic Outlook and national data.

... and Germany

Improved
household and
business
confidence ...

tial increases in public spending and transfers over a period of eighteen

months (see page 36) and lower interest rates were unable to offset fully

a growing underlying weakness in private sector spending, in part because,

unlike in the United States, the process of balance-sheet correction still

has a long way to go. Moreover, the dampening effects of an appreciating

currency on the export sector appear to have worked through very quickly

while large terms-of-trade gains have not led to a corresponding increase

in consumer spending. The output gap also rose in western Germany

although it remained smaller than in previous recessions. In eastern Germany,

on the other hand, output growth accelerated in the course of the year,

spurred by construction and capital goods spending and activity in the

services sector. Signs of internal or autonomous sources of growth can

also be observed, though transfers from western Germany have remained

very high.

Apart from the United States, recovery was evident in several other

countries that had entered the recession relatively early. In Canada net

export growth provided a significant contribution owing to the strength of

the US economy. More generally, however, the recovery can be related to

an improvement in household and business confidence, especially pronounced

towards the end of the year, reflecting the combined effect of low interest

rates and stronger financial balances of both households and enterprises.
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A typical feature seen in all countries in the early phase of recovery was

a decline in household saving rates, in marked contrast to those countries

that are still in recession (see the graph on page 11), where household

consumption remained depressed by fears of job losses and generally low

confidence. In Germany, however, a fall in the saving rate prevented a

further deepening of the recession.

The improved confidence in the United States was reflected in invest-

ment and household spending on durable goods. In fact, fixed capital

formation was easily the most buoyant component of aggregate demand. The

strength of spending on consumer durables underlines the stronger balance-

sheet position of the household sector as a whole. However, an element

of some concern is the relatively high debt service/income ratio of middle-

income households, which have been most adversely affected by the stag-

nation of real wages (see page 25). In the United Kingdom the recovery

was led by private consumption, whereas private fixed investment remained

well below its 1989 peak, despite a sharp reduction in debt interest payments

and rising profits.

The weakness of investment in continental Europe and Japan was less

surprising given the continuing recession. The contraction in spending on

business equipment in Japan, Germany and Italy reduced overall output by

114-2%. The decline in Japan was particularly steep as the effects of previous

overinvestment and distorted balance sheets were reinforced by falling

profits in many export industries due to the appreciation of the yen. Expen-

diture on consumer durables, notably automobiles, was also weak in Japan

and most of Europe. Residential investment, on the other hand, was rela-

tively well maintained in Japan and Germany owing to, respectively, the

availability of housing loans at low interest rates and excess demand as a

result of immigration.

A slightly different cycle can be observed in the commercial real estate

market. Business has started to revive in the United States and the United

Kingdom, but not yet in Canada and Australia. Last year, for the first time

since 1987, total financial returns on US commercial real estate were positive.

In Japan, by contrast, commercial property prices have continued to fall,

in Tokyo by almost 40% since their peak. Because real estate loans in Japan

account for about one-quarter of banks' total loan stock, the continuing

slump has contributed to a marked rise in non-performing loans and has

heightened banks' reluctance to lend.

... stimulating
spending on
durable goods
in some
countries ...

... but not in
others

Incipient
recovery in
commercial real
estate markets

Relative cyclical positions and exchange rate effects

Cyclical forces also influenced movements in net exports (see the table

opposite). Generally, countries in a relatively weak cyclical position benefited

from positive growth of net exports, especially those that had also expe-

rienced a marked real exchange rate depreciation. In several of these

countries net export growth was the only source of stimulus. For example,

in Italy and Finland net export growth contributed 41/2% to GDP, and in

Sweden and Spain 3%. By contrast, in Turkey the stimulus from domestic

Forces affecting
net export
growth
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Industr ial count r ies : real GDP,

Countries and
country groups

United States
Japan
Germany
France
Italy
United Kingdom
Canada

Group of Seven

Australia
Austria
Belgium
Denmark
Finland
Greece
Ireland
Israel
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
Turkey5

Other industrial

All industrial

domest ic demand and

Real GDP
1981-91

2.4
4.2
2.73

2.3
2.3
2.6
2.4

2.8

2.8
2.5
2.2
2.3
2.3
1.7
3.6
3.6
2.2
1.2"
2.6
2.8
3.2
1.8
1.9
5.0

2.6

2.8
1 Demand components generally
2 Percentage point contribution to
Source: National data.

1992

2.6
1.2
2.1
1.2
0.7

-0.6
0.7

1.7

2.1
1.5
1.4
1.2

-3.8
0.9
4.6
6.6
1.4

-0.3
3.4
1.1
0.8

-1.9
-0.1

6.4

1.0

1.6

exclude the

1993

net expor ts 1

Domestic demand
1981-91

annual |

3.0
0.1

-1.2
-0.9
-0.7

1.9
2.4

1.2

3.4
-0.3
-1.3

1.2
-2.6

0.0
2.5
3.5
0.2
4.9
2.3

-0.5
-1.0
-2.1
-0.6

7.2

0.2

1.1

2.5
4.2
2.43

2.5
2.6
3.0
2.5

2.9

2.1
2.5
2.2
1.7
2.7
2.0
1.2
3.9
2.2
1.2"
1.2
2.9
4.0
1.9
2.4
4.5

2.6.

2.9

statistical discrepancy

1992
jercentage

2.9
0.4
2.7
0.2
0.8
0.4
0.0

1.6

2.8
1.7
2.5

-0.6
-5.9

0.8
-1.5

5.9
1.4
3.1
1.9
3.7
1.1

-2.2
-3.0

8.2

0.8

1.5

figures fo

1993
changes

3.9
0.3

-1.4
-1.9
-5.0

2.0
1.8

1.1

2.5
0.6

-2.2
0.4

-7.3
0.8
1.5
5.7

-0.4
6.4
2.3

-0.9
-3.6
-4.9
-1.4
16.0

-0.7

0.8

• 1993 are

Net exports
1981-91

-0.1
0.1
0.53

-0.3
-0.4
-0.4
-0.2

-0.1

0.5
-0.1

0.0
0.7

-0.5
-1.1

2.8
-1.1

0.3
-0.2"

1.4
-0.7
-1.0

0.0
-0.5

0.2

-0.2

-0.1

1992

-0.3
1.0

-0.6
1.0

-0.1
-0.9

0.8

0.1

-0.3
-0.1
-1.1

1.8
2.1
0.0
6.2

-0.4
0.1

-3.6
1.8

-3.2
-0.4

0.3
3.2

-1.9

0.3

0.1

partly preliminary or
GDP growth. 3 Western Germany only. 4 Fiscal years beginning 1st

2

1993

-0.9
-0.3

0.2
1.0
4.6

-0.2
0.5

0.1

0.5
-0.9

1.0
0.8
4.5

-0.9
1.0

-3.2
0.5

-2.0
-0.4

0.5
2.8
2.8
0.8

-9.2

0.9

0.2

ästimated.
April. 5 GNP.

demand was entirely "lost" through a real appreciation of the currency and

lower net exports.

In other cases exchange rate movements and relative cyclical positions

influenced net exports in opposite directions. Despite a comparatively

weak cyclical position, Japan recorded negative net export growth owing

to a substantial real appreciation of the yen. On the other hand, notwith-

standing the early onset of recovery, Canada showed positive net export

growth, due to a favourable real exchange rate and a relatively weak

domestic demand position compared with its major trading partner.

Among the smaller economies, Australia benefited from its closeness to

the booming Asian market and Ireland, like Canada, from a relatively weak

cyclical position vis-à-vis its major trading partner. By contrast, in Austria

even moderate domestic demand growth exceeded that of neighbouring

countries.
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Further progress in reducing inflation

Average consumer price inflation in the industrial countries fell to only 3%

last year, the lowest rate since the sharp oil price decline in 1986 (see the

table below). There has been a significant convergence of inflation rates in

the Group of Ten countries, which was further consolidated in 1993 and

the early part of this year. Despite the recession and a marked reduction

in the growth of nominal wages and unit labour costs, Germany's inflation

rate remained above the average for the industrial countries, owing mainly

to developments in the services sector and public tariffs. However, following

recent settlements in wage-leading sectors, implying negative real wage

growth and, through more flexible working hours, a widening of enterprises'

scope for reducing costs, price inflation is generally expected to continue

to decline this year, even allowing for the effect of higher indirect taxes.

Another notable feature of the inflation picture is that convergence

has taken place despite large divergences in nominal effective exchange

rates. In particular, consumer price inflation has continued to fall in countries

that over the last two to three years have experienced a substantial

Low and
converging
inflation rates

Consumer price inf lat ion

Countries

United States
Japan
Germany
France
Italy
United Kingdom
Canada

Australia
Austria
Belgium
Denmark
Finland
Greece
Ireland
Israel
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
Turkey

Average4

1982-90 1991 1992 1993
March June Sept. Dec.

1994
March

annual percentage changes, based on end-of-period figures1

4.0
1.7
1.72

4.4
7.2
5.8
4.4

7.3
2.8
3.4
4.4
5.5

18.4
4.7

78.8
1.5
9.0
6.1

15.8
7.7
6.8
2.8

50.5

4.3

3.1
2.7
6.1
3.1
6.0
4.5
3.8

1.5
3.1
2.8
2.3
4.2

18.0
3.6

18.0
3.7
1.0
2.9
9.2
5.5
8.1
5.2

71.1

4.2

2.9
1.2
3.6
1.9
4.6
2.6
2.1

0.2
4.2
2.4
1.5
2.3

14.4
2.3
9.4
2.3
1.3
2.2
8.4
5.3
2.0
3.4

66.0

3.1

3.1
1.2
4.7
2.23

4.3
1.9
1.9

1.2
3.9
2.9
1.1
2.73

16.4
1.9

10.8
2.5
1.0
2.5
7.3
4.0
4.9
3.6

58.0

3.2

3.0
0.9
4.7
1.9
4.2
1.2
1.6

1.9
3.6
2.4
0.9
2.0

15.8
0.9

11.2
2.3
1.3
2.3
5.6
4.9
4.8
3.1

67.2

3.1

2.7
1.5
4.5
2.3
4.2
1.8
1.9

2.2
3.4
2.8
1.2
1.7

12.8
1.4

10.4
2.8
1.5
2.2
6.0
4.3
4.2
3.4

68.2

3.1

2.7
1.0
4.3
2.1
4.0
1.9
1.7

2.0
3.5
2.7
1.5
1.6

12.1
1.5

11.3
2.6
1.4
1.8
6.4
4.9
4.1
2.5

71.1

3.0

2.5
1.3
3.2
1.5
4.2
2.3
0.2

1.4
3.1
2.3
1.7
0.4

10.2
1.7
9.6
2.9
1.3
1.0
6.0
5.0
1.8
1.3

73.6

2.8
1 Quarterly figures for Australia, Ireland and New Zealand. 2 Western Germany only. 3 New index.
4 Weighted average, based on 1991 exchangerates ancconsumption weights.
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Changes in consumer prices by contributing

factor: selected periods and countries

Consumer prices1

Contribution of unit labour costs2

Contribution of the nominal effective exchange rate2

United Kingdom

L t L

Canada 20

16

12

n

72-76 79-82 90-93 71-76 82-86 90-93 76-79 83-86 91-93

Australia Finland Sweden

D

Spain 16

12

- 4
73-78 84-86 91-93 70-73 77-78 90-93 76-79 80-83 91-93 79-83 90-93
1 Percentage changes, annual rates. 2 Calculated as the percentage change in unit labour costs
(the nominal effective exchange rate) multiplied by the compensation (import) share in GDP.
Sources: OECD National Accounts and national data.

... despite large
variations in
exchange rates

depreciation of their currency, raising the question of whether the "pass-
through" of exchange rate changes into retail prices is different from that
in earlier periods. The graph above tentatively examines this issue for seven
countries. In most cases consumer price inflation is significantly below the
rates observed in earlier periods of currency depreciation. However, the
lower rates of inflation can be attributed mainly to the simultaneous and
marked reduction in unit labour cost increases whereas in several countries
(Italy, Canada, Finland and Sweden) the estimated contributions of exchange
rate changes in the 1990s are similar to those seen in periods when inflation
was much higher. Indeed, in three of the countries unit labour costs have
fallen during the period of depreciating exchange rates as a result of lower
nominal wage increases, cuts in employers' social security contributions and
significant one-time productivity gains.
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Changes in consumer prices and wholesale prices by

cont r ibu t ing factor : selected per iods and countr ies

Consumer prices1

Wholesale prices1

Contribution of unit labour costs2

Contribution of the nominal effective exchange rate2

United States Japan Western Germany

u u
-2

-4
1980-84 1990-93 1984-88 1990-93 1984-87 1991 -93

1 Percentage changes, annual rates. 2 Calculated as the percentage change in unit labour costs
(the nominal effective exchange rate) multiplied by the compensation (import) share in GDP.
Sources: OECD National Accounts and national data.

The contributions of unit labour costs and exchange rates to consumer

price inflation have been entirely different in the three largest economies,

all of which, in effective terms, have experienced an appreciation of their

currency during the 1990s (see the graph above). Wi th stagnating output,

Japan's tradition of lifetime employment has resulted in significant increases

in unit labour costs; even allowing for the exchange rate effect in indus-

tries mainly serving the domestic market, profit margins have fallen. In

Germany the reasons for the marked rise in consumer prices compared

with the earlier period of appreciation are mainly to be found in the

services sector and public tariffs, while in the tradables sector profit margins

have been squeezed. Developments in the United States are more similar

to those in the countries with depreciating currencies, as unit labour costs

have fallen and have thus reinforced the effects of exchange rate movements.

Inflation in the
three major
economies

The p rob lem o f high and persistent unemp loyment

Wi th output growth generally expected to recover this year and inflation

projected to remain low, the most serious problem facing policy-makers in

the OECD countries is unemployment. Last year over 33 million workers,

or 8.2% of the labour force, were "actively seeking work" and by the end

of 1994 unemployment is expected to reach 35 million, or SVi% of the

labour force. If those who have dropped out of the labour force because

Over 33 million
jobless ...
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... with a large
proportion of
long-term
unemployed ...

... and high youth
unemployment

Low
unemployment
in Japan

of the poor job prospects ("discouraged workers") and workers in invol-

untary part-time employment are also included, the overall rate of unem-

ployment last year might have been as high as MVi%, with Japan accounting

for a substantial part of the 4-point difference. The figure would be even

higher and more disturbing if those who are kept off the unemployment

register through public training schemes, subsidised employment or early

retirement were taken into account as well. In the OECD countries the

average number of persons covered by such measures amounts to at least

2-3% of the labour force, but in some countries, notably in Europe, the

number of workers benefiting from specific labour market measures in the

early 1990s was equivalent to 50-75% of those registered as unemployed.

Unemployment is progressively becoming the dominant social problem

in the industrial economies. In several continental European countries (see

the table on page 26) about one-half of all unemployed have been out of

work for twelve months or more, which suggests that they are being

"dislodged" from the labour market because they have lost the skills sought

by employers or have become demotivated and have reduced their search

activities. Moreover, in contrast to the early 1980s unemployment is increas-

ingly concentrated among prime age (25 to 44-year-old) male workers.

Female workers have generally found it easier to obtain jobs in the services

sector, though in many cases as involuntary part-time workers. While youth

unemployment rates still tend to exceed average rates except in countries

with apprenticeship systems (see page 27), they have fallen in some countries

owing to specific employment and training measures. Elsewhere, notably in

France and most of southern Europe, youth unemployment has remained

around 25%, even though a high proportion of the young have left the

labour force discouraged by the poor job prospects.

Different levels and adjustment patterns of unemployment across countries

While high unemployment is a serious problem throughout most of the

industrialised world, the level as well as the dynamic behaviour differ signif-

icantly between countries (see the graph overleaf). In the United States,

unemployment is very sensitive to changes in output, partly due to the

scope for temporary lay-offs. The rate of unemployment rose to almost

11% during the recession of the early 1980s, but fell to nearly 5% during

the subsequent recovery and has since been significantly below the average

for the European Union.

In Japan, and similarly in Europe, temporary lay-offs are virtually unknown

and temporary output fluctuations are frequently absorbed in reduced

working time, in some countries partly financed by government contribu-

tions. Thus the average unemployment rate in Japan has remained in the

2-3% range during the last ten years, even though GDP growth has been

as volatile as in the United States. Unemployment in the EFTA countries

followed a pattern very similar to that in Japan until the late 1980s but

then rose sharply in all countries except Austria. These increases were

partly due to the depth of the recession. However, in some countries they

also reflected a progressive erosion of international competitiveness during
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Unemp loymen t rates in selected countr ies and coun t ry groups

Quarterly averages

United States
Japan
EFTA countries1

EU countries2

Canada
Australia

87 89 91 93
1 Excluding Iceland and Liechtenstein. 2 Twelve member states.
Source: National data.

most of the previous decade as domestic demand growth had kept actual

unemployment at an unsustainably low level.

Unemployment is a particularly severe problem in the EU countries,

Canada and Australia. First, the average levels are higher than in the United

States, Japan and most of the EFTA countries. Secondly, unemployment has

shown a much greater degree of persistence. Wi th each output trough since

the early 1970s unemployment has steadily increased because, unlike in the

United States, cyclical recoveries have been accompanied by comparatively

small employment gains (see the table on page 20). Moreover, the average

duration of unemployment is much longer in Europe than in other countries

while labour market "turnover", as measured by job losses and gains, is

relatively small. Consequently, many observers have concluded that even

though a recovery will help to reduce labour market slack, the rate of unem-

ployment at which inflation will re-emerge is rising and is now considerably

higher than in the 1970s.

Persistently high
unemployment in
EU countries...
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... and low
employment
rates

Falling labour
supply growth

The poor labour market performance of Europe, compared with the

United States and Japan, is also evident from employment rates (see the

graph overleaf), defined as the proportion of the population of working

age which is employed. While employment rates in both the United States

and Japan have increased over the last twenty-three years, they have fallen

in EU as well as EFTA countries, in the former group to a level that is

almost 20% below that of Japan. On this alternative measure, developments

in Canada have been similar to those in the United States, while the

employment rate in Australia has fallen, though by less than in the EU

countries.

Possible causes of high and persistent unemployment

The problem of high and persistent unemployment is mainly concentrated

in the EU countries. Labour force growth does not appear to have been

the primary cause of the rise in unemployment in these countries. Rather,

it can be related to the inflexibility of labour markets in the face of changes

in economic conditions. The reasons for the particularly sluggish response

and for the severity of the unemployment problem in the EU countries

are not yet well understood, though wage rigidities and various institu-

tional factors appear to play a major role.

Labour supply and job creation

The table below shows a decline in labour force growth during 1982-93

compared with the previous period except for Japan and Australia. The

increase in the latter two countries is the result of rising participation

rates, while in the United States and Canada the slowdown is mostly due

to demographic factors. In Europe the decline in labour force growth can

also be related to demographic factors, though participation rates fell in

some countries as workers withdrew from the labour force because of

poor job prospects or in response to measures encouraging early retire-

ment. Consequently, Europe's unemployment problem cannot be ascribed

to labour supply developments but has to be explained by the failure to

create jobs.

Changes in the labour supply and the populat ion o f w o r k i n g age

Countries and
country groups

United States
Japan
EU countries*
Canada
Australia
EFTA countries

1970-82
Labour supply Population of

working age

1982-93
Labour supply Population of

working age
percentage changes, annual rates

2.3
0.9
0.7
2.9
1.9
0.9

* Excluding eastern Germany.

1.6
0.9
0.8
2.0
1.9
0.5

Sources: OECD Labour Force Statistics and BIS estimates.

1.3
1.1
0.5
1.4
2.0
0.4

0.8
0.8
0.7
1.0
1.6
0.6
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Changes in real output and employment

Countries and
country groups

United States
Japan
EFTA countries
Australia
Canada
EU countries

Western Germany
France
Italy
Spain
United Kingdom

Periods1

1982-90
1984-91
1984-90
1983-90
1982-90
1983-91
1983-91
1984-91
1982-91
1986-91
1983-90

1 Periods chosen to include only years with

Cumulative
change
in GDP

30.0
36.0
17.5
30.5
32.5
25.0
29.5
19.0
25.0
23.5
25.0

Cumulative
change in

employment

18.5
10.5
5.5

24.5
18.5
8.5

10.0
3.5
5.0

15.0
14.0

positive employment growtl

Ratio2

1980s

0.60
0.30
0.30
0.80
0.55
0.35
0.35
0.20
0.20
0.65
0.55

i; for Japan, initia
years based on changes in employment growth. 2 Ratio of cumulative employment change
lative output change for the periods selecteeand for 1970-93.

1970-93

0.65
0.20
0.15
0.40
0.50
0.07
0.06
0.06
0.07

-0.05
0.02

and final
to cumu-

Note: Regressing changes in employment on output changes for the United States and the EU countries
respectively and allowing for a structural shift between the 1970s and 1980:
obtained:

1970-81
Intercept Elasticity

United States -0.00 0.85
EU countries -0.70 0.30

1982-93
Intercept Elasticity

-0.60
-1.35

Sources: OECD National Accounts and Labour Force Statistics.

0.85
0.85

, the following results were

A low rate of job creation has been an almost perennial European

problem (see the graph opposite): since 1970 employment in the EU countries

has grown by only 5Vi% and in the EFTA countries by less than 10%,

compared with 50% or more in the United States and Canada. Low employ-

ment growth in Europe cannot be simply explained by low output growth,

as GDP in the EU countries has expanded as rapidly as in the United

Employment rates in selected countries and country groups1

1 1970 I 1 1993 80

United Japan Canada Australia EU countries2 EFTA
States countriesJ

70

60

50

40
1 Total employment as a percentage of the population of working age. 2 Twelve member states.
3 Excluding Iceland and Liechtenstein.
Source: OECD Labour Force Statistics.

Low rate of
job creation
in Europe
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O u t p u t and employment in selected countr ies and count ry groups

Cumulative percentage changes, 1970-93

Output

United
States

Japan

ZI Employment, of which:

Canada

In industry

Australia EU countries1 EFTA 15°
countries2

125

1 Twelve member states. 2 Excluding Iceland and Liechtenstein.
Source: OECD Labour Force Statistics.

High and rising
unemployment
in the 1980s...

States, though not as fast as in Japan, Australia and Canada. But output

growth in Europe has been much less labour-intensive than in the United

States (see the table opposite). The labour intensity of output growth is

also relatively low in Japan, while the employment/output ratios observed

for Canada and Australia are closer to the US ratio. A low rate of job

creation per unit of output growth, of course, implies high growth of labour

productivity, which is in general desirable. However, in order to reap the

benefits of large productivity gains ways must be found to use productively

the labour that is saved.

The response of nominal and real wages to exogenous changes

In any event, the current unemployment problem in Europe does not

appear to have been caused by changes in the labour intensity of output

growth, since this has not declined (indeed it has risen) in recent years

(see the note to the table opposite). The European unemployment problem,

and in particular the rise in joblessness in the early 1980s, is more likely

to be linked to real wages and to the way in which European labour

markets react to exogenous developments. The table on page 23 considers

the response of unemployment to two such developments: declines in

inflation induced by the need to strengthen medium-term stability and terms-

of-trade changes. These are rather crude measures of labour market responses,
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in particular for the Nordic EFTA countries in the 1990s, when the principal

policy objective was to correct imbalances that had built up during the

1980s. In addition, the earlier terms-of-trade improvements were absent

and external shocks in the form of lower exports significantly affected

labour market developments.

Nonetheless, the table clearly indicates that one important element of

the unemployment problem in Europe, as well as in Canada and Australia,

is the sluggish response of labour markets. The degree of disinflation and

the associated strength of the policy measures taken in Europe were not

significantly greater than in North America. Moreover, the European countries

benefited from considerably larger terms-of-trade gains than the United

States, Canada and Australia, though not as much as Japan. The reasons

for the sluggish labour market response are not explored in the table, but

there is ample evidence to suggest that real wage targets are far more

entrenched among workers in the EU countries than in Japan and the EFTA

countries, with real wage behaviour in the United States, Canada and

Australia falling somewhere in between. Consequently, the rigidity of real

wages in circumstances when adjustments are called for is probably the

most important reason for the rise in EU unemployment in the 1980s.

Finding ways to reduce real wage rigidity is also fundamental to preventing

even higher unemployment, all the more so since a rise in the EU countries

is far more difficult to reverse than elsewhere.

The severity of the unemployment problem in the European Union

The second half of the 1980s was a period of cyclical recovery and

falling unemployment in the OECD countries. However, the extent to which

earlier and lower levels of unemployment were restored varied widely. In

the United States, Canada and Australia the restoration rate was 100% or

more and in Japan about two-thirds of the job losses were reversed. In

the European countries, by contrast, the period of output recovery was

shorter and the restoration rate was less than one-half. The lack of job

creation was particularly serious in the EU countries as it meant that the

downturn in the early 1990s started from an unemployment rate which

was 3 percentage points higher than prior to the previous downturn.

Moreover, even after the recovery more than one-half of the unemployed

had been without a job for twelve months or more, a proportion only

slightly less than at the peak unemployment level of 1986. In North America,

on the other hand, the proportion of long-term unemployed was less than

7% and in the EFTA countries less than 10%.

Capital shortages and high wage shares. The question then arises as to

whether the recovery in Europe was curtailed because of capacity constraints

and/or excessive labour costs relative to labour productivity. Business fixed

investment was weak in the early 1980s and the shift towards labour-saving

investment observed in many countries has raised fears that earlier and

lower rates of unemployment can no longer be achieved, because the

necessary output capacities are not available. Developments in capacity

utilisation rates may provide some evidence of capital shortages even though

... due to real
wage rigidities ...

... and lack of job
creation during
cyclical recovery

Risk of capacity
constraints ...
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Disinflation and changes in

Countries and
country groups

United States
Japan
EU countries5

Australia
Canada
EFTA countries

Decline in the
rate of inflation1

(a)

7.3
4.6
8.7
4.8
8.4
5.1

(b)

1.9
1.2
2.0
7.0
3.8
3.6

1 Decline in the rate of inflation measured
Column (a)

1981-86 (United States and Canada)
1980-87 (Japan and EU countries)
1982-85 (Australia)
1981-87 (EFTA countries)

unemployment

Change in the
terms of trade2

(c)

-1.0
-3.0
-1.6

0.8
2.0

-1.0

(d)

-0.4
-1.0
-0.3

1.5
0.8

-0.2

Change in
unemployment3

(e)

0.6
0.6
4.0
1.9
3.2
0.7

(0

1.3
0.2
1.6
1.7
2.7
3.2

"Sacrifice"
ratio"1

(g)

0.10
0.15
0.45
0.40
0.40
0.15

by the GDP deflator over the following periods:
Column (b)

1989-93 (United States and Canada)
1990-93 (Japan, EU and EFTA countries)
1988-93 (Australia)

2 Change in the ratio of import to export deflators (scaled by the ratio of foreign trade to GDP]
the periods of disinflation. 3 Cumulative annual rise in unemployment over the
tion. 4 Measured as (e)/(a) and (f)/(b) respectively. s Excluding eastern Germany
Source: OECD Economic Outlook.

(h)

0.70
0.15
0.75
0.25
0.70
0.90

over
seriods of disinfla-

... notably
in services

Mostly stable or
falling labour
shares of income

recent changes in relative factor prices have meant that profitable output
capacity may be higher than previously assumed. Prior to the latest recession
three of the major EU countries recorded utilisation rates which were very
close to earlier peaks, whereas in Canada, Australia and the United States
less than 95% of earlier peak rates had been reached, even following output
increases twice as large as those seen in Europe. Indicators of business
fixed investment by sector point to a marked shift from industry to services,
in line with the general decline of the share of industry in overall GDP.
However, the growth of investment in the services sector has been compar-
atively modest in the EU countries, indicating a low capacity to generate
new jobs in services and a possible source of the secular decline in the
ratio of vacancies to the number of unemployed. As was shown in the
graph on page 21, industrial employment relative to total employment has
fallen in most countries, but while the United States has been able to
create new jobs in the services sector, this has not been the case in the
EU countries to the same extent.

The labour cost issue is examined in the graph overleaf, which shows
developments in the labour share of income. The US labour market is char-
acterised by highly stable factor income shares, whereas in Japan and the
EU countries the wage share rose in the mid-1970s and again following
the second oil shock but has since declined. In the EFTA countries there
was a sharp rise in the 1970s, which may have been due to the high-
employment policies pursued combined with marked increases in non-wage
labour costs. During the current recession the wage share has fallen as
real wage growth moderated and productivity growth was boosted by
labour-shedding. In Canada and Australia, by contrast, the recession appears
to have increased the labour share of income. In Australia, though, the
wage share has remained well below earlier levels and actually declined
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Wage shares in selected countr ies and coun t ry groups

Compensation of employees as a percentage of total factor income

United States
Japan
EFTA countries1

70

66

75 80 85 90 75
1 Excluding Iceland and Liechtenstein. 2 Twelve member states.
Sources: OECD National Accounts and Labour Force Statistics.

EU countries2

Canada
Australia

80 90

last year as the recovery gained momentum, whereas in Canada it is the

highest for twenty-five years.

A t first glance, the graph does not point to excessive labour cost

growth as a cause of higher unemployment in the 1980s, except possibly

in Canada. On closer examination, however, the following considerations

cast a different light on the issue:

- the fall in the wage share could be due to an unemployment-induced

moderation of real wage growth. Consequently, at lower rates of unem-

ployment excessive labour shares of income might re-emerge unless the

underlying behaviour of real wages has changed. On this question, however,

the evidence is ambiguous. Econometric studies of wages and prices do

not point to any changes in wage behaviour, except, possibly, for the United

States. On the other hand, more intensive international competition together

with institutional changes might imply that wage behaviour has moderated

significantly and become more sensitive to the influence of market forces.

The 1980s saw a general move towards decentralised bargaining, partly

reflecting a lower degree of unionisation and partly as a result of the shift

from industry to service employment. Most countries have abolished wage

indexation or, as in France, replaced earlier systems based on past price

changes with wage adjustments geared to the expected rate of inflation,

thereby increasing the responsiveness of nominal wages to anti-inflation

policies. Another significant change, most notable in the United States and

the United Kingdom, is the decline in union density owing to shifts in

employment towards sectors with low unionisation rates, a reduction in

union membership in traditionally unionised sectors and policies curbing

union power;

Yet labour
costs may be
too high ...

... unless wage
behaviour has
changed or...
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... real wages
adjust to changes
in productivity...

... and
international
competition

The employment
effects of
high redundancy

costs...

- although it might appear that firms' demand for labour should not

be affected as long as real wages and labour costs increase in step with

labour productivity, causality may also run the other way. Rising real wage

costs in Europe could have induced firms to increase productivity through

lay-offs or more capital-intensive investment, whereas in the United States

employees seem to have scaled down their wage claims in step with the

gradual decline in productivity growth. As was shown in the graph on

page 21, there is a striking difference between the EU countries and the

United States with respect to the ability to create new jobs. This is "matched"

by an equally striking difference in the development of real wages, which

have been virtually flat for thirty years in the United States compared with

average growth of around 2% in the EU countries;

- with growing international mobility of real capital and the increasing

exposure of industrial countries to competition from lower-cost developing

countries and reforming countries in eastern Europe, there are also grounds

for including cost developments in other countries in calculating "warranted"

real wage changes. In Australia and North America exposure to competi-

tive pressures from the South-East Asian countries and Mexico respectively

may have contributed to the recent rise in unemployment, notably in indus-

tries with a large share of unskilled workers. Unit labour costs in Europe

are significantly higher than those in the newly industrialising economies

(NIEs), but trade with these countries still accounts for only a fraction of

total demand. On the other hand, since 1980 the EU countries' share in

world trade of manufactured goods outside Europe has fallen from 22 to

17Vi%. In addition, more liberal trade with eastern Europe could in the

future have implications for wage levels in sectors such as steel and textiles

even if the initial changes in trade are likely to be rather modest.

High hiring and firing costs. A factor contributing to the persistence of

unemployment and to the high proportion of long-term unemployed in the

EU countries (see the table overleaf) is no doubt high hiring and redun-

dancy costs. When redundancy payments equal several months' pay, required

warning periods are long or lay-offs are subject to lengthy and difficult

negotiations, enterprises will only reluctantly take on new employees, and

only once a recovery of output is clearly evident. As the table on page 20

showed, the ratio of employment to output changes is low in the EU

countries compared with Australia, the United States and Canada, owing

mainly to developments in Germany, France and Italy. Even lower ratios

are to be found for the EFTA countries and Japan. In the former case this

is widely ascribed to high redundancy costs in some countries, while in

Japan the main reason is the lifetime employment system prevalent in large

manufacturing enterprises. Redundancies are particularly costly and compli-

cated in Spain, which has contributed to a poor employment performance

over the longer term. During the 1980s the ratio of employment to

output growth increased significantly, but this can largely be explained by

the rise in female part-time employment and, in particular, by a regulatory

change allowing temporary work contracts; as a result, by the end of last

year more than 30% of all employed workers were on temporary contracts.
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Long- te rm unemployment : * selected years and <

Countries

United States
Japan
Canada
Australia
Finland
Norway
EU countries

Western Germany
France
United Kingdom
Belgium

1983 1985 1987

:ount r ies

1989 1991

as a percentage of total unemployment

13.3
12.9
9.9

27.5
19.8
6.3

46.0
39.3
42.2
47.0
66.3

9.5
12.9
10.3
30.9
21.1
10.2
54.6
47.9
46.8
48.6
69.8

8.1
18.9
9.4

28.6
19.0
5.0

53.5
48.2
45.5
45.9
74.9

* Long-term unemployed defined as workers who have been without a
more.
Source: OECD Employment Outlook.

5.7
18.7
6.8

23.0
6.9

11.6
53.0
49.0
43.9
40.8
76.3

6.3
17.9
7.2

24.9
9.1

20.2
46.4
45.5
37.2
28.1
61.6

job for twelve months or

High taxes and the costs of the welfare state. In many European countries

employers' social security contributions have been increased to finance

government expenditure, notably the rising costs of the welfare state (see

page 32 below). Together with other non-wage labour costs, these payments

account for nearly 50% of total labour costs in several EU countries,

compared with around 25% in the United States and Japan. Because social

security contributions and other non-wage labour costs typically rise in

periods of high unemployment, they tend to reduce the cyclical sensitivity

of total labour costs and may thus help to explain the high "sacrifice" ratio

observed in the table on page 23 and to some extent also the greater

persistence of unemployment. Moreover, since most social security contri-

butions paid by employers are subject to ceilings, the ratio of non-wage

labour costs to wages tends to be higher for lower-paid workers, which

may have contributed to the shift in labour demand towards skilled workers

(see below). Finally, to the extent that social security contributions are

used to finance high unemployment benefits they may create disincentive

effects, boosting real wage growth as well as unemployment.

Unemployment and the flexibility of wage structures. For a number of

reasons the rather rigid wage structures observed in most continental

European countries constitute part of the unemployment problem. The fall

in union density in the United States and the United Kingdom may be

partly responsible for the lower persistence of unemployment in these

countries. In the United Kingdom unemployment had already started to

decline last year, when the recovery of output was still very weak. By

contrast, continued high union densities could be one of the reasons for

the rigid wage structure and the persistently high unemployment rates in

some of the Scandinavian countries and Germany. The large proportion of

long-term unemployed in Europe, in particular among unskilled workers,

can undoubtedly be related to inflexible relative wages in the face of

... and non-wage
labour costs

Rigid wage
structures as a
source of
unemployment
persistence ...
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... though there
are exceptions

No single cause

technology and trade-induced declines in the relative demand for unskilled

labour. There is also evidence that large regional disparities in unemploy-

ment are not reflected in regional wage differentials. Even excluding the

former GDR, regional unemployment disparities have widened in Germany

while the corresponding wage differentials have narrowed. In Canada, where

the degree of unemployment persistence is also relatively high, a similar

development was observed during the second half of the 1980s. The problem

is, however, most acute in Italy, where for decades unemployment in the

South has been substantially higher than in the North without inducing any

adjustment of relative earnings.

Yet the hypothesis that narrow and rigid wage differentials can be seen

as a principal cause of high unemployment is subject to some important

caveats. Differences in the growth of the skilled and highly educated

workforce explain to a large extent why wage differentials related to

education have been more stable in Germany than in the United States.

Moreover, owing to the apprenticeship system German workers can better

adjust to shifts in relative demand without any change in wages than their

counterparts in the United States. In the United States many new entrants

have very low or no skills, whereas new entrants in Germany have typically

received theoretical as well as vocational and practical training, creating a

high degree of substitutability between different groups of workers when

changes in relative demand call for adjustments. Finally, while institutional

and statutory arrangements have undoubtedly contributed to the stability

of the wage structure, notably in Germany but also in other European

countries, there is little firm evidence that this has been a direct cause of

higher unemployment. For instance, the rise in unemployment among unskilled

workers in Germany has been only marginally higher than that in total

unemployment. Conversely, despite a high degree of flexibility unskilled

workers in the United States and the United Kingdom have experienced

difficulties in finding jobs and have either remained unemployed or left the

labour force.

Concluding observations

One general conclusion emerging from the preceding discussion is that

there is no single explanation of the differences in labour market behaviour

across countries nor any clear consensus as to how the unemployment

problem can be solved. Measures that have led to positive results in some

countries may not work in others. For instance, the levels as well as the

changes over time of unemployment in Australia and Canada are strikingly

similar to those seen in the EU countries. However, further analysis points

to significant differences in the underlying behaviour of labour and product

markets between those two countries and the EU countries, suggesting

that the potential solutions would also differ.

Nonetheless, a few general observations can be made. First of all, the

current unemployment rate of 11Vi% in the EU countries is partly cyclical

and should decline as the recovery proceeds. Attempts to speed up the

recovery are subject to risks as inflation is sensitive to both the level of
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