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1 Introduction 

The European.unemployment problem is becoming so severe and prolonged that 
the influence of that event will almost certainly change theories of unemployment 
in the next few years. Dornbusch, Fischer (1987) 

The European unemployment problem today is still at least as relevant as it was in 
the late eighties. Has the persistente and even aggravation of the phenomenon led 
to the creation of substantial new theoretical concepts? Have we a better under- 
standing of stubborn mass unemployment compared to the state-of-the-art theories 
a dozen years ago? Do we know more about the presurnably endogenous causes 
of shifts in the equilibrium unemployment rate? Can we sufficiently explain the 
striking differences in the labor market perfomance of different countries? 1s 
there a Consensus about the major causes of unemployment and are there gener- 
ally accepted policy measures for fighting it? More than ten years after the proph- 
ecy of Dornbusch and Fischer it seems worthwhile to scrutinize the major theo- 
retical developments which have taken place since then. 

Most modern macroeconomic textbooks are still dominated by an aggregate de- 
mandfaggregate supply fiamework which implies a unique natural output or un- 
employment level. However, this clearly conflicts with the stylized fact that Euro- 
pean unemployment has followed a marked positive trend since the mid-seventies. 
According to theoretical concepts that were developed during the seventies, peri- 
ods of rising unemployment are interpreted as deviations from the natural rate due 
to expectation errors. Unfominately, since the adjustment of expectations can be 
considered to be short-lived, the model is at odds with the evidence. Moreover, 
the error correction process is unlikely to differ so substantially across countries 
that this factor could explain the significant international differences in absorbing 
shocks. In this sense, Phelps (1994, p. vii) argues that long Swings in unemploy- 
ment " ... are an equilibrium phenomenon, not a matter of misperceptions or mis- 
forecasts and consequent wage-pnce misalignmen ts...". 

We thank Jürgen Antony, Oliver Biisse, Susanne Koch, Karen Thompson i&d the partici- 
pants of the workshop "Globalization and Unemployment" at Hagen for helpful comrnents. 
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Other theoretical concepts for the explanation of stubboxn unemployment, that 
were en Vogue during the seventies and eighties, have more or less disappeared 
from sight. Among these is the quantity rationing theory as developed by Malin- 
vaud (1977, 1980) and others. Today many economists still concede that market 
disequilibria may be relevant in the short run. Yet at the Same time it is argued 
that rationing phenomena, especially on the goods market, are not likely to persist 
over a longer time horizon (cf. Zirnrnennann (1997)). A further approach, known 
as real wage-gap analysis, claims that "too high" real wages can be blamed for 
aggregate unemployment (cf. Bruno, Sachs (1985)). However, this approach can 
be criticized since the wage formation process is not modeled explicitly. Moreo- 
ver, the real wage-gap analysis is too partial in nature, since it neglects the inter- 
action between wage and price-setting agents. 

The attempt to develop a more convincing framework for explaining high unem- 
ployment as an equilibrium phenomenon has led to at least three major trends in 
macroeconomics since the mid-eighties. First, the micro-foundation of macroeco- 
nomic theory has been strengthened. The modem.analysis of the behavior of 
f m ,  households and unions is based on rational decisions. Second, the theoreti- 
cal modeik increasingly leave behind partial analysis and move on to a general- 
equilibrium fmmework. Third, Walrasian-type models which assume perfect mar- 
kets have become more and more obsolete. 

Today, the dominant explanation of aggregate unemployment, the so-called 
"structuralist" approachl, starts with imperfect competition on labor and goods 
markets. In the basic Scenario f m  exert some infiuence on the prices for their 
products and wages are detennined in a bargaining process between unions and 
employers or by efficiency wage considerations. This implies that the interde- 
pendente of wage and price formation is explicitly taken into account. The unem- 
ployment rate is the key variable that equilibrates the confiicting claims of wage 
and price-setting agents. This approach allows the influence of a variety of factors 
determining changes in equilibrium unemployment to be studied. 

Since we do not intend to surnmarize all theoretical developments since the mid- 
eighties, our contribution starts with a description of the Standard structuralist 
model. Although several reviews of this approach exist in the literature2, the basic 
framework is recapitulated in section 2. It is well known that in this model equi- 
librium unemployment is not affected by stabilization policies, but rather only 
depends on the institutional setup. Since this implication does not correspond with 
the empirical facts, we consider two extensions of the basic model. The fust 
Stresses the importance of persistence and hysteresis effects on unemployment, the 

This notion was coined by Phelps (1994). 
The most influential contibutions are Layard et al. (1991) and Phelps (1994). Excellent 

surveys can be found in Nickel1 (1990), Lindbeck (1992), Bean (1994% 1994b), Manning 
(1 995), Franz (1 996) and Blanchard, Ka'iz (1 997). 
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second focuses on open-economy aspects. It can be shown that through both ex- 
tensions the demand side once again Comes into play. 

Building on the structuralist framework, we then turn to a 1-0-sector economy 
differentiated by the skill intensity of theu products in section 4. By using such an 
approach it is possible to create a link. between macroeconomic theory and the 
recent literature dealing with the impacts of globalization and biased technical 
change on the employment performance of different skill groups. Our aim is to 
introduce some new aspects to this important debate. The paper ends with a surn- 
mary and conclusions in section 5. 

2 Unemployment as a Structural Labor Market 
Problem 

2.1 The Structuralist Model 

Rejecting the unrealistic construction of a Walrasian auctioneer, the structuralist 
model takes the assumption of imperfect competition on goods and labor markets 
as a stariing point instead. The different variants of this approach can, in principle, 
be condensed into two central equations for real wages and unemployment which 
serve as substitutes for the supply and demand relationships in traditional labor 
market analysis. 

The fust relationship, called the price-setting equation, stems from fm behavior 
on the goods markets and is usually derived under the assumption of monopolistic 
competition using a variant of the influential Blanchard, Kiyotaki (1987) model. 
This approach offers the great advantage that strategic interactions among f m  
can be neglected as the Single fm is small compared to the economy. A sensible, 
but rarely used, alternative to this type of modeling rests on the assumption of 
"conditional monopolies" whose market power is constrained by the (higher) 
marginal costs of potential competitors (cf. Vogt (1996)). However, both ap- 
proaches share the assumption of identical f m s  and individuals and of a symmet- 
ric demand for comrnodities, which, in principle, leads to the Same price-setiing 
equation in the correct-expectation equilibrium. 

Profit maxirnizing firn Set prices as a mark-up on marginal costs, the laiter 
depending on wages and employment. This price-setting equation can be solved 
for real wages, thus determining the real wage the f m  are willing to pay at each 
level of employment. We use the term "price-setting equation" for this trans- 
formed expression as well. Assuming the labor force, L ,  to be given, the level of 
employment, M, can also be expressed as (1 - U )  L ,  where u is the unemployment 
rate. Hence the price-setting equation can be written as 
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