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©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



1. Introduction1

The aim of this paper is to examine the relationship between the 
distribution of income and unemployment. The evidence presented is 
mainly cross-sectional, examining changes across the OECD economies in 
the past twenty years or so compared to the 1960s and early 1970s. Section 
2 discusses briefly the data set used. Section 3 examines the relationship 
between profitability and economic growth. Section 4 investigates the 
connections between growth and unemployment, and section 5 considers 
aspects of the distribution of income within the share of labour in national 
income. Section 6 considers the policy options.

2. The data set

Data are available over the 1960-92 period for the following 22 
countries in the OECD: Australia, Austria, Belgium, Canada, Denmark, 
France, Finland, (West) Germany, Greece, Ireland, Italy, Japan, 
Netherlands, New Zealand, Norway, Spain, Sweden, Switzerland, Turkey, 
United Kingdom, and the United States.

Of the OECD countries, GDP per capita is far lower in Turkey than 
elsewhere, being on Maddison's estimates just over $4,000 in the early 
1990s compared to just over $10,000 in Greece and $11,000 in Portugal, the 
next poorest OECD economies. Empirical studies of growth may not point 
to many firm conclusions, but a consistent finding is that models estimated 
on OECD country data usually give different results to those estimated on 
developing country data ( see Mankiw et.al.[ 1] for an example of this, and 
Reynolds [2] for some good reasons why this should be the case ). Given 
that Turkey is very clearly in the per capita income range of developing 
countries, it was excluded from the outset from the data set used in this 
paper.

Greece was also excluded, for different reasons. Greek economic data 
for the 1960s appears to exhibit more than the usual amount of uncertainty 
associated with such data, and the initial process of data screening 
suggested that Greece was a distinct outlier. Portugal, too, was almost

1 I am grateful to participants at the conference for comments on a draft of the paper 
given at the conference on Unemployment and Policies Towards It at the European 
University Institute, Florence, April 1996, and in particular to Bernard Walters
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excluded on the same grounds - for example, unemployment is estimated at 
2.5 per cent in each year between 1963 and 1973. But although, to 
anticipate, Portugal is often an outlier in the results, it was decided on 
balance to keep Portugal in the data set. In summary, cross-sectional data 
was used on the above OECD countries except Greece and Turkey, giving a 
sample of 20 countries in all.

3. Profitability and growth

A large literature has developed in the past decade which re-visits the 
question of the determinants of economic growth. Maddison [3] gives a 
clear and concise summary of the key articles. Despite the enormous 
amount of intellectual effort expended, however, no clear conclusions have 
emerged. Levine and Renelt [4], for example, carried out a sensitivity 
analysis of empirical results and stated that ' almost all results are fragile 
[with respect to] small changes in the conditioning information set'. Boltho 
and Holtham [5] argue that endogenous growth models fail unambiguously 
to dominate their predecessors'.

Almost all of the empirical work on economic growth takes place 
within a neo-classical framework. The policy implications of the recent 
literature, with its emphasis on externalities, are different to the original 
Solow neoclassical formulation of the process of growth, in which policy 
has no long run effect on growth. But, whatever factor is postulated to be 
the source of externalities and increasing returns, the literature is essentially 
concerned with trying to identify empirically the ex post contributions of a 
range of factors to the observed rate of growth. In this view of the world, the

trole of profits in capitalism is effectively non-existent. Savings, for 
example, are translated into investment and hence into growth in an 
effortless way, regardless of the level of profitability.

The classical economists such as Smith, Ricardo and Marx placed 
great emphasis on profits as the driving force of economic change. An 
elegant statement in more modem times is by Goodwin [6], in which the 
sustainable growth rate in the medium term depends proximately upon the 
share of investment in national income, which in turn is driven explicitly by 
the share of profits in national income. This latter assumption appears to

2
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have strong empirical justification, given the importance in the West of 
retained profits as a source of corporate investment.

Profits can be thought of as the key determinant of a wide range of 
factors which affect the sustainable growth rate of an economy, both 
including and going beyond whatever definition of investment is thought to 
be important. North (see, for example, [7]) has emphasised the importance 
of adaptive rather than allocative efficiency as the key to long-run growth, 
and one does not have to believe in neoclassical rational maximising agents 
to imagine that the incentive to adapt will be affected by the prospective 
level of profitability. Chandler [8], in his major study of the detailed 
histories of the 200 largest manufacturing companies in the US. the UK and 
Germany over the 1870-1940 period, provides powerful empirical support 
for North's view, showing that far from being passive recipients of the 
technological environment and markets in which they operated, successful- 
firms implemented strategies which actively shaped the markets and their 
structure. The detailed work of Schmookler [9 ]2  illustrates the importance- 
of the demand aspect of the sources of innovation. In other words, 
successful inventions are caused by factors similar to those which cause 
investment, namely expected profitability.

In this section, the hypothesis is examined that the distribution ofy 
income between wages and profits is an important determinant of growth in j 
the medium to longer term. The use of time-series data, apart from the morej 
general problems which this would create, is complicated by the fact that 
the profit share exhibits a certain degree of cyclical fluctuation. This gives a 
further motivation to our choice of cross-sectional data in which variables 
are averaged over a period of years, so that the average share of profits in an 
economy over, say, a fifteen year period, can be thought of as capturing the 
average expected level of profitability over that same period.

Specifically, we consider the slow-down in growth which has taken 
place in almost all Western countries since the mid-1970s compared to the 
immediate post-war period. The availability of data on income distribution 
from the OECD National Accounts constrains this latter period to the years 
starting in 1960.

2 Which I first read as a post-graduate at Oxford in the early 1970s. It has taken me a long 
time to appreciate its importance, stimulated of course by the recent work of Scott [ 10]
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The variable to be explained is the change in the average annual 
growth rate of real GDP in the 1974-92 period compared to that of the 1960- 
73 period. The average annual growth rate over the 1983-92 period was also 

—compared with that of 1960-73, excluding the 1974-82 period on the 
grounds that this was a period of exceptional turbulence as economies

— adjusted to the major international shocks of the early and mid 1970s and 
hence the data do not necessarily reflect the sustainable medium-term 
growth rates during that period.

There are two explanatory variables used in the regressions. First, the 
change in the average share of labour in national income between either

-  1974-92 or 1983-92 and 1960-73. The share of labour is defined broadly to 
include not just wages and salaries, but employers' contributions to health 
and pension schemes, and so on. Data are available on the share of profits, 
but in the national accounts profits tends to be a residual variable and hence 
is not necessarily measured as accurately as the share of labour, which is 
almost entirely derived from individual and corporate tax returns. Taking 
individual years over time, the correlation between changes in the profit and 
labour shares can be small because of the existence of other components of 
national income such as rent. But in the medium term it is not unreasonable 
to regard changes in the one as being a good proxy for changes in the 
opposite direction in the other.

The use of the change in the share between the two periods removes 
problems associated with different ways of allocating income to labour 
instead of other components of national income in the national accounts of 
the different countries - Italy, for example, seems to have a labour share 
which is very much lower than the other European economies at similar 
levels of per capita income, but the difference is apparent rather than real, 
being mainly due to differences of definition.

During the 1960-73 period itself, the share of labour in national
income was rising sharply in most countries, especially in the late 1960s and
early 1970s. As a generalisation, the labour share continued to rise until 
around 1980, since when there has been a fall, although the amount by 
which the share has fallen varies quite widely across countries. But even by 
the early 1990s, in most countries the labour share was still several 
percentage points higher than its average during the 1960-73 period. Chart 1

4

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



plots the labour share for ( West ) Germany, which is quite typical of the 
experience of most of the countries.

The clear exceptions to this description of the data are Norway, the 
United Kingdom and the United States. In these three countries, the changes 
in the average labour share between 1974-92 and 1960-73 were small, 
being, respectively, 0.6, -0.9 and 1.2 percentage points, compared to the 20 
country average of 4.7 percentage points. And the deterioration in growth 
was low, being 0.95, 1.70 and 1.5 percentage points respectively, compared 
to the 20 country average of 2.7 percentage points, and the 17 country 
average net of these three of 3.05 percentage points. The simple relationship 
between the change in growth and the change in labour share is set out in 
Chart 2, which identifies the individual countries.

The Norwegian experience obviously owes a great deal to North Sea 
oil, which represents a very substantial proportion of the overall Norwegian 
economy. The protection of the profit share in the Anglo-Saxon economies, 
primarily through policies to promote 'flexible' labour markets, has led to a 
less marked deterioration in their recent growth rates, albeit at the expense 
of a widening of the income distribution within the share of labour.

The second variable used in the regressions is the average annual rate  ̂
of growth in the 1960-73 period. The purpose of this variable is in part to 
allow for the slow-down in growth which takes place according to the 
'catch-up' effect (see Maddison again for a concise summary). In other 
words, it is hypothesised that during the immediate post-war period the 
rapid rates of growth observed in most Western countries were partly due to [ 
the exploitation of the opportunity to catch up with the United States, the 
leading capitalist economy. In addition, it can be argued that some of the_l 
rapid growth in the West in the immediate post-war period was generated by 
the opportunities created by the restrictions on personal consumer spending 
which operated for most of the 1940s, and that a slow down was inevitable 
in all countries once these opportunities had been exploited to the full.

A third variable was included in the initial regressions, namely the ~> 
change in the share of capital investment in GDP between the relevant 
periods. Comparing the 1983-92 period with that of 1960-73, the coefficient 
on this”variable was incorrectly signed and completely insignificant, and 
although it was correctly signed and better defined comparing 1974-92 and

5
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1960-73 it was still below the conventional 5 per cent level of significance. 
The results are therefore reported without this variable.

The equation estimated by OLS for the 20 countries listed above was 
as follows:

DG7492 = 0.571 - 0.142*DW7492 - 0.515*G6073 (1)
(0.47) (0.050) (0.106)

R2 = 0.756; s.e = 0.587

where DG7492 is the change in growth, DW7492 is the change in 
labour share ( between 1974-92 and 1960-73 ), G6073 is the average GDP 
growth rate in the 1960-73 period, and the figures in brackets are the 
heteroskedastic-consistent standard errors.

Both explanatory variables are correctly signed and highly 
significant, and the degree of explanatory power of the equation is high. If 
the equation is estimated for the 19 largest OECD economies, excluding 
from the above sample Ireland, whose nominal dollar GDP is only just over 
half as large as that of the next biggest OECD economy, the estimated 
coefficients are very similar but the R2 rises to 0.867

Using data for the changes between 1983-92 and 1960-73 gives 
similar results:

DG8392 = 0.683 - 0.117*DW8392 - 0.559*G6073 (2)
(0.53) (0.036) (0.105)

R2 =0.781; s.e. = 0.556

Again, using data for the 19 largest economies improves the R2 to 
0.838. Letting the change in growth in the 1983-92 period depend upon 
DW7492, in other words upon the change in the labour share over the whole 
of the 1974-92 period and thereby capturing the longer-term effects of the 
fall in profitability in the mid- to late-1970s, gives a marginally better fit, 
with the coefficient on DW7492 being -0.161.
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Chart 3 sets out an assortment of plots designed to reveal graphically 
any weaknesses in equation (1). The top left hand plot shows the residuals 
against the fitted values to see if there is any unexplained structure left in 
the residuals. The next plots the square root of the absolute residuals against 
fitted values, which is useful to identify outliers and again to visualise 
structure in the residuals. The top right hand chart plots the actual data 
against the fitted, and the closeness of the result to the 43 degree line 
reveals the power of the fit. The bottom left-hand chart sets out a normal 
quantile plot of the residuals, which provides a visual test of the assumption 
of normally distributed errors. The next compares the spread of the fitted 
values with the spread of the residuals, and the final chart plots Cook's 
distance, which is a measure of the influence of individual observations on 
the regression coefficients.

Inspection of the various charts confirms the satisfactory nature of the 
model, with the proviso that there appear to be a few potential outliers, 
which have a relatively large influence on the regression coefficients. The 
identified points correspond to Ireland ('17' in the charts), Japan ('9'), 
Norway ('11'), Spain ('12') and the UK ('15'). Ireland in particular appears to 
be an outlier, and as pointed out above, its exclusion from the data set 
increases the already high degree of overall fit quite distinctly.

The robustness of the OLS results was therefore checked by 
estimating the model by least trimmed squares ( LTS ), introduced by 
Rouseeuw [11,12]. OLS estimates of p, the vector of coefficient estimates, 
are obtained by minimising the sum of all the squared residuals. This 
method is not robust, in the sense that a single observation can in principle 
cause P to take on any value. LTS minimises the sum of the q smallest 
squared residuals^, where q is set to be just over half of n. where n is the 
total size of the sample. LTS is a highly robust method, since almost half the 
data could be replaced by arbitrarily large values without making the 
Euclidean norm of P tend to infinity.

The LTS results are encouragingly similar to (1)
DG7492 = -0.095 - 0.186*DW7492 - 0.361 *G6073 (3)

3 The algorithm available for LTS in the package S-Plus chooses the q smallest by use of 
a genetic algorithm
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The influence of DW is somewhat greater and that of G6073 
somewhat less than in the OLS results, but the LTS estimates show that the 
results are not dependent upon a small number of extreme observations.4

Researchers such as Mankiw et.al. [op.cit.) have used the Summers 
and Heston [13] data set to investigate the determinants of growth over the 
period 1960 to 1985. The aim is somewhat different to this paper, and the 
period spans two quite different growth regimes. But nevertheless, the 
addition of a term in the average share of labour in national income to the 
Mankiw et.al. results supports the idea that this variable is important. 
Growth is postulated to depend upon LY60, the log of GDP per working age 
person in 1960 (the catch-up effect), the log of a composite term embracing 
advances in knowledge, the growth in labour supply and the rate of 
depreciation (LNGDEL) , the log of the share of investment in GDP over 
the 1960-85 period (LKY). and the log of the percentage of the population 
in secondary school (LSCHOOL). For the 22 OECD countries, the overall 
r 2 is 0.65, but most of the explanation is done by the first variable, the 
catch-up term. The latter two variables are barely significant and, indeed, 
when estimated with heteroskedastic-consistent standard errors, the 
investment variable is not significant at the conventional 5 per cent level. 
The equation is robust with respect to the exclusion of Turkey from the data 
set in terms of the point estimates of the coefficients and the R^. although 
only the catch-up variable is significant. Adding a term in the log of the 
average share of labour in national income over the 1960-85 period and 
estimating the equation by least trimmed squares gives:

DLY = - 0.298*LY60 + 0.038*LKY + 0.207*LSCHOOL

- 0.997*LNGDEL - 0.178*LAVWSH (4)

where DLY is the log difference of GDP per working age person 
1960-85. Compared to the results without LAVWSH, the coefficient on 
LKY is lower by an order of magnitude, reflecting our failure to find any 
influence of this variable on growth.

4 With the 1983-92 period, LTS changed the coefficient on the DW variable to -0.081, 
very similar to that obtained using just the 16 largest countries
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Taking the 15 European economies in the sample together, the labour 
share rose from 56.3 per cent on average 1960-73 to 61.0 per cent in 1974- 
92. Annual average GDP growth in the two periods was, respectively, 4.9 
and 2.3 per cent. Of this 2.6 percentage point fall, using the LTS estimates 
from (3) we can see that some 1.75 percentage points was due to the fading 
out of the catch up effect, and around 0.9 percentage points due to the 
increase in labour share and corresponding erosion in profitability. 
Regardless of the impact on unemployment, the very real cost of Europe's 
high payroll taxes is seen in a distinctly lower rate of economic growth in 
the medium to longer term.

3. Unemployment and growth

Perhaps the most soundly based insight offered by macro-economic 
theory is the distinction between the underlying trend rate of growth and 
fluctuations around the trend during the course of the business cycle. Yet it 
is one which is frequently ignored in a great deal of policy analysis. The 
strong correlations which often exist between growth, employment and 
unemployment during the course of the business cycle are assumed to hold 
over the course of several business cycles. The emphasis on this section is 
on the relationship between growth and unemployment in the longer run, 
ignoring any transitory relationships which may exist during the course of 
the cycle, and which in any event offer no guidance as to how to achieve a 
sustained reduction in unemployment^

Since 1973, annual real GDP growth in the EU has been around 1 
percentage point a year lower than it would otherwise have been because of 
the erosion of profitability, with an overall reduction in growth of 2.7 
percentage points. Over the 1974-92 period as a whole, the average rate of 
unemployment rose by 5.1 percentage points compared to the 1960-73 
average, whilst compared to the same benchmark the average in the more 
recent years from 1991-94 was 7.0 percentage points higher.6

This simple observation appears to demonstrate a connection between 
lower growth as a result of lower profitability, and higher unemployment.

5 For example, macro-economic models are still no nearer agreement on the size of the 
short-run multiplier than they were 20 years ago. See Laury, Lewis and Ormerod [14] and 
Church et.al. [15]
6 The figures exclude Greece and Luxembourg
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Chart 4. however, plots the international evidence across 20 countries for 
the relationship between the change in average unemployment rates and the 
change in growth between the 1983-92 and 1960-73 periods. By inspection, 
there appears to be no relationship at all. which is supported by the fact that 
an OLS regression gives an R- very close to zero. An identical result 
obtains using the changes between 1974-92 and 1960-73.

In the context of changes in unemployment, the 1983-92 on 1960-73 
comparison is the more appropriate one to make than over the full 1974-92 
period and 1960-73. The various shocks to the economies took time for their 
full impact to become apparent. In addition, the European economies in 
particular

were subjected to further shocks in the early 1980s, which led to 
unemployment rising to even higher levels.

One way of illustrating this point is by the conventional method of a 
plot of the data over time, but the use of a connected scatter plot makes it 
even clearer. A connected scatter plot is essentially a simple scatter plot 
between the current level of a variable and its level at a particular lag (or 
combination of lags), but with the resulting points being connected in a 
sequential way. Chart 5 sets out a connected scatter plot of the 
unemployment rate in the UK and the rate lagged one year, over the 1960- 
94 period. The ellipses at the bottom left of the chart indicate the low 
average rates around which unemployment moved in the business cycles of 
the 1960s and early 1970s. There was an upward shock in 1975, followed 
by further gradual rises with no clear cyclical pattern re-asserting itself, 
before the early 1980s saw an even stronger upward shock.. Since the early 
1980s, however, unemployment in the UK, visualised in this way, did seem 
to settle into a recognisably cyclical pattern, around a high average level^

Although there are differences between individual countries, the 
qualitative nature of the connected scatter plot for the UK is very similar to 
many of the European economies, the Scandinavian and Austrian economies 
being the real exceptions. The American experience is quite different, with

7 Of course, there is currently a debate about UK unemployment which can be thought of, 
in the context of Chart 5, as asking whether the evidence indicates that a downward shock 
has occured, and UK unemployment will begin to cycle around a lower average rate than 
it did in the 1980s and early 1990s
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connected scatter plots showing, as might be expected, no real change in the 
average rate during the 1960-94 period around which unemployment cycles. 
But the main point to note from chart 5 in the context of this paper is that 
shocks take time to feed through, and hence it is changes in unemployment 
between the 1983-92 and 1960-73 period which are our main focus.

Even though the change in unemployment being considered is 
between the averages of 1983-92 and 1960-73, the change in growth which 
is used as the explanatory factor in the analysis is that between 1974-92 and 
1960-73. The fall in the average growth rate between the latter two periods 
is slightly greater than it is between 1983-92 and 1960-73. This needs to be 
taken into account given that the 1983-92 period began with unemployment 
already higher than in the 1960-73 period because of, at least in part, weak 
growth in the 1974-82 period.

Two contradictory pieces of evidence seem to exist. First, the fact that 
the slow-down in growth in the OECD from 1974 onwards coincides with 
much higher rates of unemployment, whether over the 1974-92 or 1983-92 
periods, than in the 1960-73 period. But, second, a cross-sectional 
regression of the change in unemployment on the change in growth suggests 
that the latter has virtually no explanatory power. This potential paradox is 
resolved by the use of least trimmed squares. Observations which are 
outliers may give a spurious impression that a relationship exists between 
two variables. Equally, however, outliers may conceal the existence of a 
genuine relationship for the bulk of the data. Chart 6 plots the same data as 
in Chart 4, adding the LTS fitted line, which shows a strong negative 
relationship between unemployment and growth for many of the countries.

The estimated regression is in fact:

DU8392 = -5.51 - 4.625*DG7492 (5)

method of estimation: Least trimmed squares

This technique, described in section 2 above, effectively ignores 
outliers to fit the regression line to the bulk of the data. Chart 6 can 
therefore be used to identify the outlier countries. Ireland is a conspicuous 
example and, given that the regressions of section (2) also showed Ireland to 
be an outlier, it could perhaps be removed from the data set. Essentially, it is
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a very small economy which has been able to preserve its growth rate since 
1973 through transfers from the EU and by attracting a certain amount of 
foreign direct investment, albeit with a low employment content.

Of the other countries, Japan is the most obvious outlier, but Austria, 
Finland, Portugal, Sweden and Switzerland all showed increases in average 
unemployment which were much lower than would be expected given the 
change in economic growth rates. The UK is also a potential outlier, with 
increases in unemployment higher than expected.

We return to a discussion of the outliers in section 4, simply noting at 
this stage that the reduction in growth since 1973 did not automatically lead 
to substantial increases in unemployment.

Using the information from the LTS regression, the outliers can be 
excluded in various combinations using OLS in order to produce familiar 
measures of fit and significance. The exclusion of Ireland and Japan, the 
two most obvious outliers, does produce a negative relationship between 
changes in unemployment and growth, but one which is at the very margin 
of significance with an R2 of only 0.171. Dropping in addition Portugal and 
Switzerland leads to a much more powerfully defined equation, with and R2 
of 0.468 and a coefficient on the change in growth of -3.283. The further 
exclusion of Austria and Finland gives:

DU8392 = - 2.07 - 3.495*DG7492 (6)
(1.51) (0.577)

R2 = 0.748; s.e. = 1.713 OLS

If the UK is also excluded, we obtain:

DU8392 = - 3.22 - 3.834*DG7492 (7)
...(1.32) (0.493)

R2 = 0.844; s.e. = 1.406 OLS

Of course, whilst the overall fall in average growth was 2.7 
percentage points, it is reasonable to assume that the portion of the fall 
attributable to the 'catch-up' factor had no effect on unemployment. GDP
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growth was high for twenty-odd years after the war because of the potential 
for high productivity growth was exploited, but by hypothesis as this latter 
factor fell away, so did GDP growth.

We therefore re-ran the regressions above, concentrating on that 
proportion of the fall in GDP growth attributable to the erosion of 
profitability. This was done by adding to the actual change in growth the 
factor 0.361*G6073 which is the amount attributed by equation (3) to the 
fall in growth due to the 'catch-up' factor.

The results, in terms of both the outliers and the degree of 
explanatory power, were virtually identical to those of the equations above 
which used the actual change in growth. Excluding Ireland and Japan, the 
growth variable was on the bare margins of significance, with an R^ of only 
0.101, but the OLS regression on the same sample as (6) gave:

DU8392 = 2.96 - 4.741 *Z (8)
........ (0.87) (0.694)

R2 = 0.695; s.e. = 1.887

where Z is defined as DG7492 + 0.361 *G6073.

The evidence, then, suggests a limited role for higher economic 
growth in reducing unemployment over time. The average rate of growth of 
the EU countries in the sample over the 1974-92 period was 2.1 per cent. If 
this, by some means, were raised to the 3.5 per cent average envisaged by 
the Delors White Paper, using equation (8) suggests that, over a twenty year 
period the average rate of unemployment would fall by ( 3.5 - 2.1 )*4.7 = 
6.6 percentage points. This would succeed in reducing by just over a half 
the present average rate of unemployment in the EU.

The twenty year horizon is dictated by the fact that the evidence on 
which the above regressions is based relates to the change in growth over a 
twenty year period. Of course, the implied 6.6 percentage point fall is an 
average over the period. So, if growth were instantaneously increased by 1.4 
percentage points a year and the resulting fall in unemployment were 
smoothed over the period, this fall would be observed after just (!) 10 years.
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But the evidence of equation (3) suggests that such an increase in 
growth would need to be accompanied by a 1.4/0.186 = 7.5 percentage 
point fall in the share of labour in national income, and a corresponding rise 
in the share of profit. Again, to emphasise, it is here that the real cost of 
high payroll taxes is seen. The welfare of all Europeans is worsened by the 
resulting reduction in the sustainable growth rate, and, indirectly, 
unemployment is increased.

Overall, in order to bring about a fall of 6-7 percentage points in 
European unemployment after 10 years by higher economic growth, an 
immediate and sustained fall of over 7 percentage points in the share of 
labour in national income is required. This could be in the form of 
reductions in the non-wage costs of labour, or in the form of real wage cuts. 
Either way, it is an understatement to suggest that such policies would cause 
political problems. Of course, there is an inherent uncertainty around the 
particular quantitative estimate which is made, but the evidence does 
indicate that the change in the profit/wage mix which is required is large. 
We therefore turn to a different aspect of the phenomenon of distribution, 
namely the distribution of income within the overall labour share in national 
income.

4. The distribution of labour income

The evidence of section 3 shows that a number of countries in the 
past twenty years managed to contain the rise in unemployment, despite 
experiencing marked slow-downs in economic growth. The various models 
of behaviour which brought this about are now, in their different ways, 
under severe strain, but each of them can be thought of as operating through 
the distribution of labour income.

The very low levels of productivity in the Japanese domestic service 
sector are well documented. The high levels of employment relative to 
output are paid for by the high prices of these services, which can be 
thought of as a tax on the income of the personal sector as a whole. 
Japanese society differs from other Western countries in many aspects, but 
this is the single most striking difference in terms of the outcome for the 
overall level of unemployment. The pervading business culture which 
frowns upon the dismissal of workers during times of recession has 
undoubtedly curbed the amplitude of the fluctuations in Japanese

14

©
 T

he
 A

ut
ho

r(s
). 

Eu
ro

pe
an

 U
ni

ve
rs

ity
 In

st
itu

te
. 

D
ig

iti
se

d 
ve

rs
io

n 
pr

od
uc

ed
 b

y 
th

e 
EU

I L
ib

ra
ry

 in
 2

02
0.

 A
va

ila
bl

e 
O

pe
n 

Ac
ce

ss
 o

n 
C

ad
m

us
, E

ur
op

ea
n 

U
ni

ve
rs

ity
 In

st
itu

te
 R

es
ea

rc
h 

R
ep

os
ito

ry
.



unemployment arising from the traded sector of the economy during the 
course of the cycle. But, at least until very recently, the belief that demand 
would soon resume and validate the decision to retain rather than sack 
workers has proved correct. So the cultural attitude towards dismissal does 
not by itself seem to be a major factor accounting for low unemployment. 
Rather, it is the effective tax on personal incomes levied through high prices 
of services.

In policy terms, it is difficult to see how such a solution could be co­
ordinated in the private sector of the European economy. But in many parts 
of the trading public sector - including here privatised industries such as 
those in the UK which are subject to heavy regulation on pricing - it would 
be possible to carry out such a policy. In other words, to increase prices 
with the explicit aim of using the resulting revenue to create jobs. Indeed, it 
does appear that such a policy is already in effective operation throughout 
much of Europe. One has only to think of the subsidies to many European 
airlines, for example, in order to understand the point.

It is a matter of political judgment as to whether support could be 
gathered for an extension of such a policy. The economic argument that this 
would raise the costs of European industry and hence reduce 
competitiveness is not a strong one. The resulting increase in costs would 
only be a matter of a few per cent at most, which could easily be offset by a 
fall in the effective exchange rate. Krugman [16] first pointed out with the 
example of the US dollar that, contrary to the beliefs of many economists, 
the correlation between real and nominal movements in the effective dollar 
rate is very high, so that changes in the nominal rate are reflected only very 
slowly in the domestic price level, if they are reflected at all. A similar 
result holds for the European currencies, and in particular for the German 
mark.

The distributional consequences of the approach to unemployment in 
Sweden and Finland are obvious. The high taxation in this case is not 
indirect via high prices, but is manifested directly through high explicit 
levels of personal taxation. Although the 1990s have seen some reluctance 
on the part of Swedes and Finns to meet the required bills, the differences 
between the attitude towards taxation of these electorate and those of many 
other European countries explain much of the policy differences between 
Sweden in particular and other European partners. Clearly, if the European
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electorate as a whole were willing to finance a permanent rise in the level of 
taxation, the public service sector could act much more effectively as an 
employer of last resort, and unemployment could be reduced substantially.

The current high rates of unemployment in Finland and Sweden - 
much higher than their 1983-92 averages - are due to the very sharp 
recessions experienced in those countries from 1990 to 1993 following the 
collapse of the banking systems through speculative losses mainly in the 
European property market. In Sweden, the fall in real GDP was as large as 
in the Great Depression in the 1930s, and in Finland it was very 
substantially greater, being some 13 per cent. It is not surprising that taxes 
could not be raised sufficiently to cope with shocks of such severity. What 
is surprising is that economists such as Ljungqvist and Sargent [17] can 
attribute these recent increases in unemployment to generous welfare state 
provisions rather than to the severity of the economic recession.

The Swiss and Austrian experiences have a number of similarities to 
that of Japan (see, for example, Rowthom [18]). Switzerland, for example, 
has a highly open and efficient traded sector, but the rest of the economy is 
highly protected and, where necessary, subsidised explicitly. Agriculture is 
very inefficient by standards in other countries, but it is regarded as an 
important feature of the Swiss way of life. Both countries absorbed in part 
the impact of the oil price shock by expelling foreigners and both, in their 
domestic sectors, are highly regulated.

The crucial importance of the distributional issue can be seen in the 
markedly contrasting outcomes for unemployment in Portugal and Spain. 
In the early 1970s, the two had many factors in common, not least the 
regulated nature of the economies which had existed under the 
dictatorships. Compared to the 1960-73 period, both countries saw marked 
reduction in growth from 1974 to 1992, being 4.1 percentage points in 
Portugal and 4.5 percentage points in Spain. Unemployment in the former 
period was virtually identical, being 2.5 and 2.6 per cent respectively. Both 
countries have extensive welfare provision on the lines of the general EU 
model. Yet in the 1983-92 period, unemployment in Portugal averaged only 
6.5 per cent, compared to no less than 18.5 per cent in Spain.

The question must now be addressed as to how far the marked 
widening of the distribution of labour income in the Anglo-Saxon
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economies, the United States and the United Kingdom, is responsible for the 
relatively low levels of unemployment which now obtain in these two 
countries. Chart 6 suggests at one level that this has played little role, for 
most of the change in the average rate of unemployment 1974-92 compared 
to 1960-73 can be accounted for by the change in economic growth. If 
anything, the change in UK unemployment was, averaged over the period as 
whole, higher than might have been expected. This latter point is explained 
by both the unexpected severity of the 1980-82 recession, which eliminated 
rapidly large number of jobs in inefficient sectors of manufacturing, and by 
the privatisation of virtually all the trading industries in the public sector, 
with the resulting massive shake-out of jobs.

The most recent fall in UK unemployment since 1994 is partly 
cyclical, but has also been accompanied by a further fall in the share of 
labour in national income^. Clear indications of a relatively recent structural 
break in UK labour market behaviour are given by the fact that the fall in 
unemployment from 1994 to date has not led to a rise in inflation, the first 
time this has happened since the 1920s.

An important point in this debate is the fact that the institutional and 
market structures which permitted a more effective defence of the profit 
share in the Anglo-Saxon economies themselves enabled, via economic 
growth, unemployment to be lower than it would otherwise have been. 
And, on the evidence of the previous paragraph, recent structural falls in the 
labour share in the UK are enabling unemployment to be reduced even 
further.

It is a matter of judgement as to whether, given the historical 
background of the 1960s and much of the 1970s, a counter-factual case 
could be constructed in which the profit share was maintained without being 
accompanied by a widening of the income distribution within the share of 
labour. To put the argument differently, it seems at least plausible that in the 
Anglo-Saxon economies those forces which enabled the profit share to hold 
also contributed to the widening of the income distribution.

8 These further falls led the Director o f the Confederation of British Industry to call this 
year, rather bizarrely, for a reversal of the process. This must be one of the few occasions 
on record when a representative o f industry has called for a reduction in profits
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Each of the two economies experienced a factor particular to itself. 
In the case of the UK, there was legislation on labour law, which has 
weakened dramatically the power of the British trade union movement. On 
the assumption that trade unions were able, to varying degrees, to command 
a wage premium for their members and on the further assumption that a 
general reduction of union power made it easier for employers to erode the 
premium amongst the less skilled and educated^, the labour legislation has 
led to a widening of the British income distribution.

The specific factor in the case of the US is that of immigration, which 
is an emotive issue in America. Certainly, academic empirical work does 
not appear to suggest a strong effect on the distribution of income (see. for 
example, Katz [19] for a discussion of the literature). This may reflect in 
part the bi-modal nature of the skill distribution within the immigrant 
population into the United States. But the majority are unskilled compared 
to the native population, and their numbers have increased sharply since 
1980. Compared to the massive migrations around the turn of the century, 
the numbers are relatively small. But they are distinctly higher than at any 
time since the end of the First World War. Since 1980. the net increase in 
the stock of immigrants into the US, legal and illegal, is at least 5 per cent 
of the total population. In European terms, it is as if the populations of 
France, Italy and the UK had each increased by some 3 million since 1980 
as a result of immigrants, most of whom are relatively unskilled. It is 
difficult to believe that this would not have had some readily discernible 
effect on the distribution of labour income, particularly in a relatively de­
regulated labour market such as that of the UK.

The factors common to both the Anglo-Saxon economies, indeed to 
the West as a whole, are technological change and the globalisation of the 
world economy. The impact of the former on income distribution is by no 
means clear-cut, although American economists in particular appear 
convinced that it has had a decisive impact. The phrase 'globalisation' is 
used to cover a wide range of effects, from the increased competition in 
goods markets from the Asian economies, to the ability of Western capital 
to locate almost anywhere around the world. The scale of globalisation, 
particularly compared to the pre-First World War period, is often

9 An assumption with strong empirical support, albeit indirect. Trade union membership 
has effectively halved in the past decade, so that now it is heavily concentrated in middle 
class occupations in the public sector
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exaggerated. Hirst and Thompson [20], for example, provide a detailed 
factual antidote and set the recent experience in a historical context. But the 
perceived ability of capital to locate outside the West has undoubtedly 
increased sharply during the 1990s. The Asian economies are increasingly 
attractive, and political changes have opened up the former Eastern bloc. 
Theoretically, as Minford [21] for example argues, the impact of 
globalisation on the distribution of income in the West should be 
substantial.

A key question is why, given these general forces, the distribution of 
labour income of those in work has not widened elsewhere to anywhere near 
the extent which it has in Britain and the United States. One possible 
argument is that a combination of factors is required to generate the critical 
force, as it were, required to trigger off a marked shift. The UK and US have 
each had their own particular factors at work, discussed above, which 
formed the catalyst.

But, whatever the answer might be to this question, the fact is that the 
distribution of labour income has widened markedly in the UK and the US. 
This has been accompanied by distinctly smaller reductions in the share of 
profits than in other Western countries compared to the 1960s and the early 
1970s. The evidence from the UK in the 1990s suggests a further shift 
towards profits has taken place. The higher is profitability in the medium 
term, the higher is the rate of economic growth and the lower is 
unemployment. And the factors which enable profitability to be maintained 
also facilitate a widening of the income distribution between those in 
employment. In this sense, the widening of the income distribution has been 
a necessary condition in the Anglo-Saxon economies for the relatively low 
level of unemployment which now obtains. This is not to say that 
profitability could not be restored elsewhere without the application of the 
brute forces which also cause the labour distribution to widen, but it is not 
immediately obvious how a consensus might be built up as to how this 
could be done.
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5. Policy implications

The evidence above points to the conclusion that there does not-, 
appear to be a costless way of making substantial and permanent reductions 
in the level of European unemployment. A sustained rise in the underlying- 
rate of output growth has the potential to reduce unemployment. But 
halving the current rate over a period of ten years requires a large and 
immediate shift in the distribution from wages (broadly defined) tojirofits.

The Anglo-Saxon economies have maintained the share of profits in 
national income much more effectively than have the European economies, 
but have done so in the context of institutional frameworks which permit 
market forces - both those particular to each country and those which are 
more general in their potential impact - to operate in a ruthless manner.] 
These same factors which have helped preserve the profit share have also! 
led to a widening of the distribution of labour's share of national income. -I

In this approach, unemployment is relatively low. and the direct costs 
are borne by those who suffer from the widening of the distribution of 
labour income. In the European model, those who remain in work see their 
wages rising in line with real output, and the costs are borne by the 
unemployed.

A number of countries, such as Japan, Sweden and Austria, have 
maintained low unemployment for most of the past twenty years by models 
which also involve - in their different ways - a re-distribution of the income 
of the personal sector. Certain aspects of these strategies involve problems 
of co-ordination if they are to be brought into existence. But the main-] 
problem appears to be one of political economy, in that European 
electorates in general do not seem to be willing to vote for the explicitj 
transfers of income which these approaches entail.

The concept of work-sharing is yet another approach to the 
distributional question. The idea is by no means restricted to its literal 
definition, but should be thought of more imaginatively in terms, say, of 
shorter working hours either during the working year or re-distributed over 
a lifetime. This requires a pro rata reduction in income, in return for which 
people get increased leisure.
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It is the strong revealed preference of consumers throughout the West 
since the war. Under the regime of the 'three Fifties', just a few decades ago, 
the average worker who remained in full-time work throughout his or her 
lifetime would work for ( 50 x 50 x 50 ) = 125,000 hours during a lifetime. 
Even for a 'full-time' worker, in the mid-1990s this figure has fallen to some 
65 -70,000 hours. In other words, during the second half of our century- 
alone, the amount of work which a 'full-time' worker is expected to do in the 
course of a lifetime has fallen by almost a half. The benefits of growth have- 
been taken as much in the form of more leisure as they have been in higher 
real incomes.

Indeed, over a much longer time span, increases in leisure time have 
proved a popular choice. Using the data in Maddison [op.cit.], we can see 
that the number of total annual hours worked on average in the EU is the 
same in the 1990s as it was in 1870. Until the First World War, total annual 
hours rose, but since then there have been steady reductions. Essentially, 
compared to 1870 there are twice as many people in employment in the 
European countries, working on average for half the number of hours a year.

Despite the evidence of its popularity revealed in actual behaviour, 
the idea is often attacked by economists on the grounds that it is derived 
from the lump of labour fallacy, from the mistaken idea that there is only a I 
fixed number of jobs available. But on the contrary, the number of jobs can_i 
grow over time. It is not the number of jobs which is fixed, but the share of 
labour in national income which is required to sustain any given medium 
term growth rate. The growing real value of this share can be taken up 
entirely by those in employment, leaving the number of jobs constant, or, at 
the other extreme, entirely by new jobs leaving the level of real wages 
constant.

Some, but by no means all, economists might feel more comfortable 
with the concept of work-sharing if they recalled that it was a solution 
which Keynes contemplated with equanimity. In a short and little 
remembered passage in chapter 22 of the General Theory, his only 
argument against it as a policy was that it was 'premature'. He believed that 
the prevailing levels of real income were such that the 'great majority' still 
required substantial increases. At the time of the General Theory, real per 
capita GDP in Europe was in the range $3 - 6,000 (on Maddison's data), 
whereas now the range is $16 -20,000.
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Unemployment involves costs. These are both direct, in terms of the 
financial cost to the taxpayer and, perhaps more importantly, indirect in 
terms of higher crime, poorer health and less social cohesion. But there is no 
costless technical economic solution. A range of approaches is available, 
but each example involves a particular solution to distribution of income, 
both between profits and labour and within labour's share.

April 1996

Address for correspondence:
Post-Orthodox Economics, 35 The Avenue, Kew,
Richmond, Surrey TW9 2AL, UK
tel: 444 181 940 8562
fax: 444 181 940 0573
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