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Introduction

Guy Debelle

While in recent years the unemployment rate has fallen from its peak of over
11 per centin the early 1990s, the current rate of unemployment — at just over 8 per cent,
about the average for the past fifteen years — is still of concern for both economic and
social reasons. From an economic perspective, unemployment represents the
underutilisation of one of the economy’s main resources, labour. Socially, unemployment
is associated with an array of problems, not least a lower standard of living and lower
self-esteem for the unemployed.

The higher rate of unemployment since the mid 1970s is not a problem unigue to
Australia. A large number of OECD countries have experienced a similar rise. There
have, however, been some exceptions. Most notably, the unemployment rate in the
United States has fluctuated around a relatively constant level for over three decades.
Whereas in the 1960s and early 1970s the structure of the labour market in the
United States was sometimes criticised for delivering higher unemployment rates than
other OECD countries, today it is often held up as the example to which other countries
should aspire. Onthe other hand, the relatively low unemploymentrate in the United States
has been associated, in the past two decades, with widening wage inequality.

The contrast between continental Europe and the United States is often seen as
illustrating a trade-off between a lower unemployment rate and a more unequal earnings
distribution. An important consideration in such a trade-off is the interaction of the
labour market with the social security system. A wider distribution of labour income
could be mitigated by an appropriately targeted tax and welfare system that sought to
avoid high effective marginal rates of taxation that might act to discourage individuals
from seeking or accepting employment opportunities.

The papers in this volume were commissioned by the Bank and the Centre for
Economic Policy Research at the Australian National University to consider the issue of
unemployment in Australia and to contribute to the debate about policies to reduce
unemployment. The papers covered three main issues:

« The labour market experiences of other OECD countries have been diverse over the
past three decades, as evidenced by the range of unemployment outcomes. These
varied experiences can provide lessons for Australia about the impact on unemployment
of different labour market institutions and the effectiveness of different policies.
Cross-country comparisons can also shed light on the existence of the ‘diabolical
trade-off’ between higher unemployment and greater wage inequality, and on
measures that can be undertaken to circumvent such a trade-off.

« The microeconomic aspects of the Australian labour market are important in
determining the appropriate policies to reduce unemployment. However, little is
known at the microeconomic level about the way in which employment and wages
adjust in response to developments both within and outside the labour market.
Nevertheless, it is clear that the incidence of unemployment has been unevenly
distributed across different sections of the Australian population.
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« There is an array of possible solutions to unemployment. A common theme that runs
through all the papers presented at the conference is that there is no easy policy
prescription to reduce unemployment. Rather, any approach must encompass arange
of different measures, and further, important synergies may emerge when a coherent
strategy is adopted that simultaneously implements these measures.

International perspectives

Many commentators have highlighted the distinction between labour market
developments in continental OECD Europe and the United States. The stylised description
is that the United States has enjoyed a lower unemployment rate than continental Europe
because of greater flexibility in its labour market, but that this has come at the cost of a
wider dispersion of incomes.

The paper by Jackman reveals that such a stylised description conceals a variety of
differences within continental Europe. The dispersion of unemployment rates between
European countries is greater than that between Europe and the United States. Some of
the countries with relatively heavily regulated labour markets, such as Austria, have had
low unemployment rates for a number of years.

Furthermore, a simple static comparison between Europe and the United States may
be misleading. An important feature of labour market institutions is their ability to cope
with unexpected shocks. Inthe 1960s, the different structures of labour market institutions
across countries may have been less important in the relatively benign economic climate.
However, the more tumultuous economic environment of the 1970s may have exposed
the previously hidden deficiencies in labour market structures in a number of countries.

It is difficult to isolate those features of the US and the various European labour
markets that have led to such divergent outcomes. Moreover, it is dangerous to draw
strong conclusions about the efficacy of a particular labour market policy without
considering the interactions of that policy with the other labour market institutions in the
country concerned. Thus, the adoption in Australia of a policy that has been effective in
another country may not generate the same beneficial outcomes given the different
institutional structure.

This lesson is further borne out in the comparison between the labour market
experiences of Australia, New Zealand and the United Kingdom described in the paper
by Wooden and Sloan. Significant differences in the speed and process of labour market
reforms in the three countries have not, to date, generated dramatically different labour
market outcomes. However, the labour market outcomes are also likely to have been
affected by other factors, such as differences in the macroeconomic environment and the
nature of the reform process in other areas of the economy, in particular the product
market.

The United States is often held up as the benchmark for assessing the effectiveness
of labour market institutions in other developed countries. The paper by Katz describes
the multiple dimensions of the US labour market experience. From the standpoint of
overall employment outcomes, the US labour market is outstanding. The employment
to population ratio in the United States has risen steadily over the past twenty-five years,
indicative of the fact that the US labour market has absorbed the concurrentlarge increase
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in labour supply, particularly of females. The US labour market has provided good
outcomes for females and young workers compared with a number of European
countries where labour market interventions have served to primarily protect the
employment of prime-aged males at the expense of other groups in the workforce. On
the other hand, the employment to population ratio of prime-aged males has declined in
the US.

The degree of, and trends in, income inequality in the United States appear less
favourable in international comparisons. The US has historically had a relatively wide
wage distribution and over the past two decades, wage inequality has been growing and
real wages at the bottom end of the distribution have fallen. This outcome has been
partially attributed to the impact of skill-biased technological change; thatis, developments
intechnology over a number of years have tended to favour high-skilled or more-educated
workers.

It is often argued that the interaction of skill-biased technological change with the
more flexible wage-setting system in the US has resulted in increased wage dispersion,
whereas in many European countries, skill-biased technological change has been
reflected in rising unemployment rates of less-skilled workers. However, the empirical
evidence suggests that such a characterisation is simplistic. Firstly, unemployment rates
are higher in Europe than in the US across all skill categories. Secondly, much of the rise
in inequality is ‘within group’ inequality; that is, wages have become more dispersed for
workers with very similar characteristics including education and measurable skills. The
lack of a satisfactory explanation for these trends in inequality in the US complicates the
task of drawing lessons for Australia.

Unemployment in Australia

Since 1960, the ratio of the number of people employed to the working-age population
in Australia has fluctuated around a relatively constant level, while the unemployment
rate has risen from around 2 per cent in the 1960s to an average of dfopad&nt
over the past fifteen years, with most of the rise occurring in the second half of the 1970s.
By definition, this implies that the growth in the demand for labour has not kept pace with
the growth in the supply of labour, which is indicative of shortcomings in the operation
of the Australian labour market.

The trends in the unemployment rate over the past thirty years highlight the key
influence of economic growth and trends in labour costs on labour market outcomes.
Increases in the unemployment rate occurred primarily in three relatively short episodes
associated with the sharp contractions in economic activity in the mid 1970s, 1982—-83
and 1990-91. Furthermore, the rises in the unemployment rate in these episodes tended
to be considerably faster than the falls in the subsequentrecoveries, highlighting the costs
of variability in growth. The sharp rise in labour costs in 1974 and 1982 exacerbated the
cyclical rises in unemployment experienced at those times (and indeed contributed to the
contractions in economic activity themselves). Falling unemployment throughout the
second half of the 1980s owed a lot to restraint in aggregate wage growth, as well as the
sustained period of expansion in economic activity.
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The effects of adverse movements in labour costs may also be quite persistent. While
restraint in the growth of wages has seen real unit labour costs return to the levels of the
1960s, the unemployment rate still remains considerably higher. This is consistent with
the idea that changes in labour costs can have long-lasting effects through their influence
on investment decisions which, in turn, determine the stock of physical capital and
therefore the productive potential of the economy.

Examining developments in the labour market from an aggregate perspective can
conceal important developments at a more disaggregated level. The paper by Borland
and Kennedy documents variations in the incidence of unemployment across different
groups in the population. While the unemployment rate has risen for all sections of the
population, the rise has not been uniform. The labour market experiences of males and
females have differed significantly: the male employment to population ratio has
declined by more than 15 percentage points over the past thirty years, whereas that of
females hasincreased by a similaramount. This largely reflects the divergent performance
ofindustries which predominantly employ males, such as manufacturing, compared with
those which employ more females, such as service industries. It also reflects the large
increase in part-time employment. Over the medium term, one might expect to see the
divergent labour market trends of the two genders diminish as males increasingly seek
part-time work and employment in industries that have historically employed more
females.

The other notable divergence in labour market outcomes is that between skilled and
unskilled workers. Unemployment rates are considerably higher for less-educated and
less-skilled workers. Again, this is not particular to Australia, but is evident in most
OECD countries, and may reflect the impact of skill-biased technological change. As
discussed above, skill-biased technological change need notlead to higher unemployment
rates for less-skilled or less-educated workers if the relative wage paid to those workers
declines. In Australia, the tendency has been for quantity adjustment rather than price
adjustment, as evidenced by the relatively higher unemployment rates of the less skilled.
However, there has also been a quality adjustment in the Australian labour force. The
increase in high-school retention rates and the increased participation in tertiary
education both suggest that people are responding to the divergence in the unemployment
rates induced by the skill-biased technological change, by seeking to improve their skill
and education levels. If thisis so, then in the medium term, the increased supply of skilled
labour should reduce the difference in unemployment rates and decrease wage dispersion.

The substantial rise in the unemployment rate and the wide range of unemployment
rates across different groups in the population both suggest that much of the adjustment
in the labour market occurs, at least in the shorter term, through adjustment in quantities
— that is, the number of people employed — rather than price — that is, the wage. The
institutional structure of the labour market has a large influence on the extent to which
prices or quantities adjust.

The institutional structure of the labour market and the social security system also
have a large influence on income distribution. The unemployed receive relatively low
incomes because their primary source of income is unemployment benefits. Thus, the
unemployed are at the lower end of the individual income distribution. In principle,
however, many unemployed people could live in households where there are other
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sources of income which might offset their low personal income. Harding and Richardson
present evidence in their paper that suggests this is generally not the case. Many
unemployed people live inahousehold where there is no other breadwinner. Consequently,
households with an unemployed member are disproportionately concentrated at the
lower end of the household income distribution. In contrast, households with individuals
who are employed on relatively low wages are more evenly spread across the household
income distribution.

The evidence also shows that government cash benefits are the primary source of
income for families with an unemployed member, but are only a very small source of
income for families with wage and salary earners, implying that the welfare system in
Australia is relatively well targeted. However, it also means that any possible solution
to unemployment must consider the interaction of changes in the wage structure with the
welfare system.

Finally, to understand the rise in unemployment it is important to understand how the
labour market adjusts to adverse developments. Itis necessary to know how firms adjust
their hiring and investment decisions in response to changes in the macroeconomic
environment and to changes in the costs of employing labour or capital. The paper by
Freebairn documents that, unfortunately, there is comparatively little evidence on the
microeconomic workings of the Australian labour market. Such information is vital
when considering the design of policies to address unemployment.

Solutions

When contemplating possible solutions to unemployment, the experiences of Australia
and other OECD countries indicate no obvious or easily implementable path. Rather, an
effective solution needs to draw on a number of different elements. Furthermore,
consideration of the interaction of the different components of the policy package is
important, rather than analysing and adopting each policy in isolation. For example,
labour market programs are likely to be more effective in an environment of sustained
growth.

A critical element in any approach is the maintenance of a non-inflationary rate of
economic growth that is as steady as possible. The paper by Dungey and Pitchford
highlights that output growth is a major determinant of employment growth, and that
recessions can have large and long-lasting detrimental effects on the unemployment rate.
Consequently, macroeconomic policy can contribute to improved labour market outcomes
by aiming to achieve the highest possible rate of economic growth while maintaining a
low inflation environment.

There are, however, limits to the extent to which growth alone can permanently reduce
the unemployment rate. Unemployment in Australia currently has a sizeable structural
component. Attempts to further reduce unemployment below this rate through
macroeconomic stimulus are likely to be inflationary. Specific policies are needed to
reduce this structural component.

The paper by Debelle and Vickery suggests that moderate, but sustained, wage
restraint can deliver sizeable reductions in the structural unemployment rate. The
difficulty is determining the means by which to achieve aggregate wage restraint. In
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abstractterms, too high a level of aggregate wages reflects an imbalance of labour market
power between active participants in the labour market (insiders), and those with a less
effective presence (outsiders). Such an imbalance can diminish the benefits of
productivity-enhancing reforms if the increase in productivity is captured predominantly
by those already employed, in the form of higher wages, rather than being more evenly
distributed across the whole population, in the form of increased employment.

One means of increasing the bargaining power of outsiders is to use active labour
market programs. Drawing on the large variety of programs that have been adopted in
OECD countries, the paper by Martin presents a checklist of those labour market
programs that appear to work and those that do not. The general aim of such programs
is to increase the ability of the unemployed to compete effectively in the labour market
by increasing ‘job readiness’ in terms of basic work skills and by assisting the
unemployed in locating employment opportunities through the provision of information,
or the provision of wage subsidies which increase their attractiveness to potential
employers. Labour market programs which target potentially disadvantaged groups atan
early age, while initially expensive, can avoid greater costs in the future.

Aparticularly effective type of labour market program is one that provides opportunities
for the workforce to increase their education and skill levels. However, care must be
taken to avoid the pitfall of encouraging individuals to remain in certain forms of
education which, while temporarily reducing the measured unemployment rate, do not
provide them with the necessary training to increase their future employability. Education,
like all other forms of labour market programs, needsto be carefully targeted. Furthermore,
labour market institutions should be structured to allow the unemployed with increased
skills and education to compete effectively with the insiders.

A necessary element in any solution to unemployment is entrepreneurship. Without
a sufficient pool of entrepreneurial skills, there will not be adequate employment
opportunities for the workforce to utilise their skills and education. Impediments to
risk-taking need to be minimised so that businesses can create jobs in response to
enhanced labour market flexibility and the availability of skills.

Some decrease in unemployment could be achieved through increased relative wage
flexibility, rather than through increased aggregate wage flexibility. That is, the wide
range of unemployment rates across the different groups in the workforce may reflect the
inability of the wage-setting system to allow relative wages to adjust to imbalances in
labour demand and supply. Allowing greater adjustment in relative wages may also
deliver alower aggregate wage level, as relative wages fall for those groups experiencing
the higher unemployment rates.

An outcome where wages fall for certain sections of the population may raise concerns
about equity. However, the inequity of lower wages must be weighed against the inequity
of unemployment, particularly given that unemployed households are, in general, lower
in the income distribution than low-wage households. An important issue in such a
debate is whether the employment generated by the lower wage outcomes is the first
pointin a career path that leads to higher wages later in the working life, or whether those
gaining employment predominantly remain locked into low-wage employment. The
evidence on this in Australia is, however, fairly scant.
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A policy prescription to reduce unemployment that includes a reduction in real wages
should also consider the interaction of the wage system with the social welfare and tax
systems. The social welfare system is an effective channel for providing assistance to
low-income households, but it is essential to ensure that it does not create incentives for
benefit recipients to avoid participation in the workforce. Thus, a necessary component
of any reform package should be the reduction of high effective marginal tax rates facing
lower income workers, without compromising the social objectives of the welfare
system.

In summary, there are many dimensions to unemployment and correspondingly many
elements in any solution to unemployment. A policy approach that is likely to lead to a
sustained fall in unemployment will require the maintenance of steady non-inflationary
growth, and will include measures that increase the employability of those without jobs,
such as education and re-skilling, and increase their relative bargaining power, to restrain
growth in labour costs.



Reflections on US Labour Market
Performance

Lawrence F. Katz

1. Introduction

The United States has produced rapid employment growth (almost entirely in the
private sector) and an impressive unemployment record relative to most other advanced
nations over the past two decades. The contrast of strong US labour market performance
to persistent high unemployment throughout much of the OECD has been particularly
striking in the 1990s. From 1990 to the fourth quarter of 1997, total employment in the
USincreased by 10.9 per cent, and the US unemployment rate declined from 5.5 per cent
to 4.7 per cent. Over the same period in OECD Europe, total employment actually
declined by 1.7 per cent and the unemployment rate increased from 8.0 per cent to
10.2 per cent (OECD 1998, pp. 40—41). Furthermore, the United States has combined
strong employment growth with low and declining inflation in the 1990s.

How has the US economy managed to do a much better job at creating private sector
jobs to absorb the growth of its working-age population than other advanced nations?
The conventional explanation is that the US labour market is relatively flexible, and
labour markets in Western Europe and some other OECD nations are relatively rigid
(e.g. OECD 1994; Krugman 1994). The US labour market has rather decentralised
wage-setting with limited influence of unions and government, and thereby is viewed as
exhibiting greater flexibility of real wage levels and of relative wages. US labour market
flexibility also arises from unemployment benefits of more limited duration, less
stringent employment protection rules, and more geographically mobile workers thanin
most OECD nations. Although this US model appears to have generated buoyant
employment growth in recent decades, the United States has also experienced slow real
wage growth and a substantial increase in overall wage inequality and in educational
wage differentials. The consequent large declines in the real and relative earnings of
less-educated and low-paid workers have been associated with a large rise in the
non-employment rate among less-skilled men, increased family income inequality, high
and persistent poverty rates, and a wide range of social problems concentrated among
those from disadvantaged backgrounds and living in low-income neighbourhoods. The
nations of continental Europe have experienced much greater real wage growth and
much less increase in wage and income inequality than the United States.

Thus no advanced nation appears to have been able to fully escape rising wage
inequality, secular increases in unemployment, or both. Unemployment and/or
non-employment rates have increased significantly for the less skilled throughout the
OECD. Both adverse macroeconomic events (e.g. oil price increases in the 1970s, a
slowdown in total factor productivity growth since 1973, and high real interest rates in
the 1980s and 1990s) and strong shifts in labour demand against the less skilled (possibly
arising from rapid skill-biased technological change and globalisation pressures) probably



Reflections on US Labour Market Performance 9

have played important roles in the jobs problems of OECD nations. But, as the
comparison of the United States and Europe suggests, the jobs problem manifests itself
somewhat differently in different countries. The typically unconventional Paul Krugman
(1994, p. 71) has summarised the hard-headed version of the conventional flexibility
hypothesis for these patterns by noting that ‘the European unemployment problem and
US inequality problem are two sides of the same coin’ in which markets will tend ‘to
produce increasingly unequal outcomes, or to produce persistent high unemployment if
thistendency is repressed’. While this interpretation probably contains substantial grains
of truth, reality appears to be somewhat messier. Unemployment among the unskilled
has tended to be lower in some rigid wage nations (e.g. Norway, Germany) than in more
flexible Britain and Canada (Nickell 1996). Labour market adjustments to changes in the
relative demand for skill also depend on education and training policies, macroeconomic
policies and experiences, and wage-setting institutions in a manner possibly more
complicated than suggested by a simple diabolical trade-off between inequality and
unemployment (Freeman and Katz 1994, 1995).

This paper undertakes two primary tasks. The first is to provide a more detailed
assessment of the performance of the flexible US labour market over the past few
decades. The second is to attempt to distil the lessons from the US experience for how
to improve the labour market outcomes of less-skilled and disadvantaged workers, while
maintaining the benefits of labour market flexibility. Section 2 places the evolution of
US unemployment in a comparative perspective. Section 3 uses a simple framework for
thinking about the determinants of the equilibrium unemployment rate (the ‘natural rate
of unemployment’) to examine alternative explanations for divergent unemployment
patterns in the United States and other OECD nations. Section 4 documents growing
inequality in US labour market outcomes and measures of economic well-being.
Section 5 offers some brief concluding remarks on the available evidence on the
effectiveness of alternative policies to assist low-wage and disadvantaged workers under
the US flexible labour market model.

2. The US Unemployment Experience in Comparative
Perspective

Table 1 summarises the unemployment experiences of the United States, selected
other countries, and the OECD as awhole from 1950 to1%8@.OECD unemployment
rate averaged about 3 per cent during the 1950s and 1960s. Unemployment throughout
the OECD increased sharply in the aftermath of the oil shocks of the 1970s and continued
rising in the worldwide recession of the early 1980s. The overall OECD unemployment
rate more than doubled from 2.8 per cent in the 1960s to 7.0 per cent in the 1980s, and
has remained at an even higher rate in the 1990s.

1. The data, for the most part, represent OECD standardised unemployment rates which should be more
comparable between countries than the published unemployment rates from national sources.
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Table 1: Unemployment Rates in Selected OECD Countriés
Unemployment as a per cent of total labour force

1950s 1960s 1970s 1980s 1960s 1997

United States 4.4 4.7 6.1 7.2 6.0 4.9
Canada 3.8 4.7 6.6 9.3 9.9 9.2
Japan 2.1 1.3 1.7 2.5 2.7 34
OECD Europe - - 4.5 8.8 10.0 10.4
France 15 1.7 3.8 9.0 11.1 12.4
Germanyf) 4.9 0.6 1.9 5.7 6.5 7.7
Italy 7.2 3.8 4.7 7.5 10.2 12.1
Netherlands 15 0.9 4.0 9.6 6.9 5.2
Norway 1.7 1.7 1.6 2.8 5.3 4.1
Portugal 2.2 2.4 4.6 7.3 5.8 6.8
Spain 2.1 2.3 4.2 17.5 20.3 20.8
Sweden 1.7 15 1.8 2.2 7.0 10.2
United Kingdom 1.7 2.0 4.4 10.1 8.7 7.1
Australia 15 2.0 3.9 7.5 9.1 8.7
New Zealand 0.9 0.9 15 4.1 8.1 6.7
OECD 35 2.8 4.3 7.0 7.3 7.3

Notes: (a) The reported numbers are OECD standardised unemployment rates.

(b) The average for 1990 to 1997.

(c) West Germany, data for the 1990s are from Council of Economic Advisers (1998).
Sources: Martin (1994, Table 1) and OECD (1997, 1998).

Table 1 indicates that most major OECD nations shared a pattern of rising
unemployment from the 1960s to the 1970s to the 1980s. But the magnitudes of the
increases vary widely across countries, with the largest increase in Spain, and
unemployment experiences have diverged somewhat in the 1990s, with continued
increases from the 1980s in most European countries and Australia, but unemployment
declines in the United States, United Kingdom, and Portugal.

The table highlights the distinctive aspects of the evolution of US unemployment. The
United States has moved from having a consistently higher unemployment rate than the
OECD asawholeinthe 1950s, 1960s and 1970s to having a much lower rate in the 1990s.
The United States is the only major OECD economy with a lower average unemployment
rate in the 1990s (from 1990 to 1997) than in the 1970s: 6.0 per cent in the 1990s versus
6.1 per cent in the 1970s. In fact, the current US unemployment rate of 4.3 per cent in
April 1998 is the lowest experienced since 1970.

The composition of US unemployment also differs substantially from many other

OECD nations. The United States has much larger month-to-month flows into and out
of unemployment than most OECD economies (OECD 1994) and a much lower
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incidence of long-term unemployment than any advanced OECD economy. Long-term
unemployment (six months and over) as a percentage of total unemployment in 1996
stood at 17.4 per cent in the United States as compared with 27.7 per cent in Canada,
48.7 per cent in Australia, 61.5 per cent in France, 66.7 per cent in Portugal, and
72.2 per cent in Spain (OECD 1996). US unemployment rates for the working-age
population are particularly low (and employment/population ratios are particularly high)
for young workers (those aged 16 to 24), women and older workers (those aged 55 to 64).
But the non-employment rate for US prime-aged men increased from the early 1970s to
the mid 1990s, with a rise in persistent withdrawal from the labour force among
less-educated and low-wage males (Juhn 1992; Murphy and Topel 1997). Long-term
joblessness in the United States tends to show up in non-employment, but not in
unemployment. In fact, the non-employment rate of males aged 25 to 54 was higher in
the United States in 1996 than inthe OECD as awhole (12.1 per centversus 11.9 per cent),
despite alower US unemployment rate among this group: 4.3 per centversus 5.5 per cent
(OECD 1997). Overall, the US labour market does a relatively good job of moving new
entrants and women into employment. European labour market institutions (especially
employment protection laws) seem geared to keeping married males in work, but appear
to make it tougher for new entrants to gain steady employment.

2.1 Cyclical versus structural unemployment

Most analytical discussions of unemployment since Friedman (1968) and Phelps (1968)
start with the hypothesis that at any given time, a national economy is characterised by
a ‘natural rate of unemployment’ (also denoted the non-accelerating inflation rate of
unemployment or NAIRU). Aggregate demand expansions can (at least temporarily)
push the economy below this rate of unemployment, but only at a cost of accelerating
inflation. Shocks that raise unemployment above the natural rate similarly lead to
decelerating inflation. As long as policy avoids explosive inflation or deflation, the
economy cannot remain persistently above or below the natural rate of unemployment,
but it may fluctuate around it.

This hypothesis suggests separating changes in unemployment into ‘cyclical
fluctuations around the natural rate, and ‘structural’ movements in the natural rate itself.
In an influential but extremely long sentence, Milton Friedman (1968, p. 8) explained:
‘The natural rate of unemployment is the level which would be ground out by the
Walrasian system of general equilibrium equations, provided that there is imbedded in
them the actual structural characteristics of the labour and commodity markets, including
market imperfections, stochastic variability in demands and supplies, the cost of
gathering information about job vacancies and labour availabilities, the costs of mobility,
and so on’. Thus, changes in labour market institutions, changes in unemployment
benefits policies, demographic changes and Friedman'’s catch-all category of ‘so on’ are
potential structural sources of changes in unemployment.

Figure 1 illustrates the time patterns of the unemployment rates for the United States,
OECD Europe, and Australia from 1970 to 199The figure suggests cyclical

2. See Debelle and Swann (1998) for a detailed assessment of the recent evolution of unemployment and
employment in Australia.
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unemployment fluctuations around a relatively stable natural rate in the United States,
and a possible upward driftin the natural rate in Europe and Australia. The unemployment
rates appear to have ratcheted upward in Europe and Australia with each successive
business cycle. The acceleration in inflation in most European economies in the late
1980s, despite much higher unemployment rates than in the 1960s or early 1970s,
strongly indicates a large rise in natural rate of unemployment. The deceleration of
inflation in the early 1990s suggests some additional cyclical component has played a
role in recent high European unemployment.

Figure 1: Unemployment in the US, OECD Europe and Australia

% %
10k OECD Europe 110
/’/\/
8 -8
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2.2 Unemployment and inflation in the United States and
OECD Europe

| next explore in a bit more depth, the extent to which a relatively stable natural rate
of unemployment since 1970 or so is consistent with the experience of the flexible
US labour market, and inconsistent with the experience of less flexible OECD labour
markets (proxied by OECD Europe). The standard framework for estimating the natural
rate of unemploymenty) is the expectations-augmented (or accelerationist) Phillips curve
in which the rate of growth of price inflation (or more generally the difference between
current inflation and expected inflation) depends on the deviation of the unemployment
rate from the natural rate:

Ap-Ap,y =-fu-u)+e=a-Pu+e 1)

wherepis the log of the price levaljs the unemployment rai@is a positive coefficient,
a equalsfu,, ande is an error term. Expected inflation is assumed to equal the lagged
inflation rate Qp ,). A regression of the change in the inflation rate on the unemployment
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rate yields estimates of the natural rate of unemployment {a /f). The basic idea
behind Equation (1) is that price inflation increases when unemployment is below the
natural rate and decreases when it is above.

Columns (1) to (3) in Table 2 present estimates of several versions of Equation (1) for
the United States using annual data from 1970to 1997, with the adjusted Consumer Price
Index (CPI-U-X1) as the measure of the price index (for comparability with our
European data) and the overall civilian unemployment rate. Gordon’s (1997a, b)
state-of-the-art reduced-form Phillips curve specification includes longer lags of past
inflation, price control dummies, a slowly moving natural rate, and controls for supply
shocks. But this simple formulation does a reasonable job of capturing the relation
between US price inflation and unemployment. The restriction that the coefficient on
lagged inflation fp ,) equals one in the price-price Phillips curve equation does not do
much injustice to the US data for the period since £97e estimates in column (2) of

Table 2: Price Inflation and Unemployment in the United States and
OECD Europe

United States OECD Europe
@ (2 ®3) 4 (5)
Constant 5.08 4.93 5.68 7.33 4.29
(1.26) (1.22) (1.30) (1.55) (1.36)

D80 -0.04 2.08 2.04

(0.59) (1.12) (1.30)
D90 -0.92 2.13 2.96

(0.58) (1.38) (1.58)
Ap, 1.08 1.00 1.00 0.73 1.00

(0.09)

Unemployment -0.85 -0.77 -0.84 -0.89 -0.78
rate (1) (0.23) (0.18) (0.20) (0.23) (0.27)
Durbin-Watson 1.71 1.60 1.78 1.73 1.80
statistic
R? 0.74 0.74 0.77 0.89 0.84
n 28 28 28 25 25

Notes: The USregressions cover 1970to 1997; the regressions for OECD Europe include 1971 to 1995. The
dependent variable in all regressions is the inflation ¢ ¢ indicates that the coefficient is
constrained to equal 1. The numbers in parentheses are standard errors.

p = 100 x log(Consumer Price Index), using the CPI-U-X1 for the United States and the average
inflation rate for OECD Europe (using CPI information in each country and relative PPP GDP
weights);u is the civilian unemployment rate measured in per cent; D80 = 1 for the 1980s and
0 otherwise; D90 = 1 for the 1990s and 0 otherwise.

Sources: Citibase and the Council of Economic Advigée98) for the United States. The data for
OECD Europe were provided by Olivier Blanchard and are based on data from the OECD.

3. The coefficient on lagged inflation in the price-price relation of Equation (1) is much lower for the
pre-1970 period and has increased over time as inflation has become more persistent in line with the
Lucas (1976) critique of the Phillips curve.
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Table 2 imply a natural rate of unemployment of 6.4 per cent. Despite the high t-statistics,
Staiger, Stock and Watson (1997) have shown that such estimates do not tightly
determine the natural rate once one takes into account parameter uncertainty.
Experimentation with time trends, or with decade dummies, suggests a rather stable
US natural rate, but provides some evidence of a reduction in the US natural rate of
unemployment in the 1990s (to 5.7 per cent according to column (3) of Table 2).

The extent to which inflation accelerates when unemployment is low and decelerates
when the rate is high is further illustrated for the United States in Figure 2. Following
Staiger, Stock and Watson (1997), we plotthe change ininflation (using the chain-weighted
GDP deflator) on unemployment in the previous year for the past 25 years and the OLS
prediction line for the relationship. The implied natural rate of unemployment is
6.56 per cent over this period. The plot shows that inflation tends to accelerate in the next
year when unemployment is below the estimated (time-invariant) natural rate (9 out of
12 observations) and tends to decelerate when unemployment is above this unemployment
level (9 out of 13 observations). Inflation decelerated in 1996 and 1997 despite quite low
unemployment rates in the previous year, further suggesting a decline in the US natural
rate in the 1990s or some favourable (transitory) supply shocks (Gordon 1997b). One can
do somewhat better with more sophisticated models, or with a demographically adjusted
unemployment rate. Still, the natural rate hypothesis with a reasonably stable NAIRU
and cyclical fluctuations in unemployment around the NAIRU seems to work fairly well
for the United States. But the experience of the past few years of continued declines in
unemployment below previous estimates of the NAIRU (typically 6 per cent or higher
in the early 1990s) with no acceleration in inflation, raises the issues of what appears to
have caused a recent decline in the US natural rate of unemployment.

Figure 2: Change in Inflation versus Unemployment in Previous Year
US; annual data; 1973-97
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We now turn to OECD Europe. Figure 1 illustrates that the unemployment rate rose
from 3.2 per centin 1970to 10.8 per centin 1995. Columns (4) and (5) of Table 2 present
estimates of simple reduced-form Phillips curve specifications for OECD Europe where
inflation (Ap) is measured by the average inflation rate in OECD Europe (using CPI
information in each country and relative PPP GDP weights) and the unemployment
measurel) is the unemployment rate for the whole of OECD Europe (the ratio of total
unemployment to the total labour force). To capture the trends displayed in Figure 1 in
a relatively agnostic manner, we use dummy variables for each decade.

In contrast to the United States, there has been a clear upward shift in the natural rate.
Column (4) of Table 2 implies point estimates of the natural rate for OECD Europe of
5.5 per cent in the 1970s, 8.1 per cent in the 1980s, and 9.3 per cent in the 1990s,
although the shifts are not very precisely estimated. There also appears to be a strong
relation between the change in inflation and the (increasing) natural rate: the coefficient
on unemployment is of similar magnitude and nearly as significant as the corresponding
coefficient for the United States.

The (time-varying) natural rate model appears to be fairly consistent with unemployment
and inflation behaviour in the US and Europe. The large differences in unemployment
experiences of the past twenty-five years largely reflect a large rise in structural
unemployment in most OECD countries relative to the United States.

3. Possible Explanations for US Unemployment
Performance

A large and growing literature examines a wide variety of explanations for the rise in
the natural rate of unemployment in most OECD economies and for cross-country
differences in levels and changes in unemployment (e.g. Bean 1994; Jackman, Layard
and Nickell 1996; Layard, Nickell and Jackman 1991; OECD 1994; Phelps 1994). In this
paper, | focus on a selective list of factors that may play a role in the distinctive
unemployment performance of the US economy: the treatment of the unemployed (the
generosity of the welfare state), wage-setting institutions, and employment protection
policies.

The US labour market has been characterised by less generous and shorter duration
unemployment benefits, less union and government influence in wage-setting, and fewer
onerous restrictions on hiring and firing than most other OECD countries for many
decades. This US model translated into higher unemployment than experienced by other
OECD economies prior to the 1970s and has been associated with relatively low
unemploymentin the 1990s. This pattern suggests that large macroeconomic shocks and
market forces pushing towards greater wage inequality (e.g. skill-biased technological
change) may have differential impacts depending on an economy’s labour welfare-state
policies and labour market institutions. The short duration of unemployment benefits and
flexibility of wages may make the United States less susceptible to developing widespread
long-term unemployment following an adverse shock.

3.1 A simple framework

| begin by developing a simple framework based on Blanchard and Katz (1997), for
thinking about the determinants of the natural rate of unemployment. Theories of the
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natural rate of unemployment have developed along four main lines emphasising
different aspects of wage-setting. The competitive approach focuses primarily on the
heterogeneity of reservation wages, and how, especially at the bottom end of the wage
distribution, workers shift back and forth between employment and non-employment in
response to changes in labour market opportunities (Juhn, Murphy and Pierce 1993).

The three other main approaches explore deviations from competitive wage-setting.
The efficiency-wage approach focuses on the complexity of transactions of labour
between workers and firms, and the potential role of wages in affecting productivity.
Firms may choose to pay workers more than their reservation wage in order to get and
keep better workers, economise on turnover costs, or to motivate greater effort or
co-operation from their employees (Katz 1986). Furthermore, firms and workers
typically have some bargaining power. The bargaining power of workers arises from the
fact that they cannot be costlessly and instantaneously replaced. The bargaining power
of firms arises because most workers cannot costlessly and instantaneously find an
equivalent job. The matching approach emphasises the large flows of workers in the
labour market and has formalised wage determination as the result of decentralised
bargaining (Diamond 1982; Pissarides 1990). Formal models of union wage-bargaining
behaviour represent a similar alternative approach (Layard, Nickell and Jackman 1991).

Despite their many differences, these four approaches have a common basic structure.
They can be represented in a simple graph like Figure 3, which has the real wage on the
vertical axis and one minus the unemployment rate on the horizontal axis. They each lead
to a natural rate of unemployment determined by the intersection of an upward-sloping
‘supply wage relation’ (or wage-setting curve), such\&#PJ_ in Figure 3, and a
horizontal ‘demand wage relation’ (or price-setting curve), sucWa (in Figure 3.

The demand wage relation gives the wage that firms can afford to pay. The supply wage
curve shows the wage firms have to pay as a function of unemployment.

Figure 3: Determination of the Natural Rate of Unemployment
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These two relations can be represented by the following two equations:
W/P=Bg(u, X;) g,<0 )

W/P = A f(Xy) 3)

whereW is the nominal wage® is the price level, is the unemployment ratB,is the
reservation waged measures the level of total productivity (under the assumption of
Harrod-neutral technological progres§)includes factors affecting wage-setting (such

as unionisation, wage-setting institutions, and the extent of labour market flowx), and
represents all the factors which affect the real wage that firms can afford to pay (including
the real interest rate and prices of other non-labour inputs). The reservatioB isage
likely to depend on the generosity of unemployment benefits, the value of leisure,
non-labour income, and ‘black market’ earning opportunities. The reservation wage
might also be thought of as an ‘aspiration wage’ to the extent it is affected by fairness
considerations related to past or customary rates of real wage growth.

Equation (2) gives the wage as a function of labour market conditions. Each of the
main theories has the implication that the tighter the labour market, the higher the real
wage given the reservation wage. In a weak labour market, workers will be willing to
settle for a lower wage in bargaining/matching models. In a strong labour market, the
bargained wage will be much higher than the reservation wage. Efficiency wage models
also tend to imply the tighter the labour market, the higher the wage required to prevent
shirking (by increasing the cost of job loss), raise morale or limit turnover. The exit rate
from unemployment, rather than the unemployment rate itself, is likely to be the correct
measure of labour market tightness in efficiency wage and matching/bargaining models.
What matters to the unemployed is not how many of them there are, but how many there
are relative to the number of hires firms are willing to make. Thus the escape rate from
unemploymentHl/U), whereH is the number of hires atthe number of unemployed,
belongs inX_. The (W/P) curve could also represent a standard upward-sloping labour
supply curve in a competitive labour market.

The demand wage relation, given by Equation (3) and represented by the horizonal
line (W/P), in Figure 3, shows the real wage consistent with the employment decisions
of firms. If we focus on the medium run — a period long enough for firms to adjust all
factors of production including capital — we can think of the real wage of the firm as
independent of the level of employment. This can be thought of as a factor-price frontier,
giving the real wage consistent with other input prices and the condition that firms make
zero pure profit. In this case, the demand wage depends on the level of productivity,
characteristics of the production function, and other input prices (including the real
interest rate). When firms operate in imperfectly competitive goods markets, the
behaviour of the mark-up of price over marginal cost will also matter for wages. The
higher the price of goods given the wage, the lower the real wage paid by firms.

The natural rate of unemploymeunt)(is the rate at which the supply wage equals the
demand wage:

9(ur, Xs) = (A/B) 1(Xq) (4)
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This equilibrium is given by poiri in Figure 3. The natural rate of unemployment
is negatively related to the ratio of productivity to the reservation weBednd depends
on the other factors affecting the supply wage and demand wage. | next use this
framework to help assess alternative explanations for differences in the evolution of the
natural rate of unemployment in the United States and other OECD nations.

3.2 Unemployment benefits, insider power and hysteresis

The resources available to the unemployed may be an important determinant of the
natural rate of unemployment. An increase in the generosity of unemployment benefits
generates two effects that tend to raise the natural rate. The first direct effectis an increase
in the reservation wage relative to productivity, leading to an upward shift of the supply
wage relation\(/P), in Figure 3. Increased transfers to the unemployed are likely to
require increased taxes (typically payroll taxes) on the employed and thereby increase
the ‘tax wedge’ and produce a downward shift in the demand W&, (n Figure 3
(interpretingW/P as the take-home real wade).

Much microeconometric evidence indicates that more generous unemployment
benefits — in terms of both benefit levels and the duration of benefit availability — are
associated with longer duration of unemployment spells (e.g. Katz and Meyer 1990;
Meyer 1990). Of course, the longer unemployment spells of benefit recipients could be
offset by shorter spells of non-recipients (Levine 1993). But increased benefit generosity
for experienced workers tends to reduce the cost of job loss at a given unemployment rate
and thus raise the bargaining power of incumbent workers as well as firms’ optimal
efficiency wages. A rather consistent finding in cross-country studies using data from the
1980s and 1990s is that greater unemployment benefit generosity (higher replacement
rates and especially greater duration of benefits) is associated with higher unemployment
(Layard, Nickell and Jackman 1991, Forslund and Krueger 1997).

By almost any measure, the United States has a less generous unemployment benefit
system and overall set of welfare-state supports for the unemployed and poor relative to
most other advanced economies. The OECD (1994) rates the US average replacement
rate (over five years of unemployment for various demographic groups) as the third
lowest among 21 countries with data (only Italy and Japan come out as less generous).
The relatively short duration of unemployment benefits (6 months for most eligible
workers but sometimes expanded by several more months in recessions) is the driving
force behind the US ranking.

Less generous support for the unemployed is clearly a possible explanation for a more
flexible US labour market and currently lower structural unemployment in the
United States than in Europe or Australia. But similar differences in unemployment
benefits were apparent in the 1950s, 1960s and 1970s when the United States had
persistently higher unemployment than these other countries. Although unemployment
benefits have expanded in some countries over the past few decades (e.g. Portugal,

4. A potentially offsetting effect is that higher unemployment benefits may allow the unemployed to wait
longer to find better employment matches, increasing average productivity and the demand wage. But
little evidence exists suggesting such an effect is empirically important.
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Norway), large increases in unemployment are present in countries with rather stable
estimates of replacement rates and benefit duration (e.g. Germany) and those with
declining generosity (e.g. United Kingdom). Thus an explanation focusing on the
welfare state policies must explain why generous benefits are associated with much
higher unemployment in the 1990s than in the 1960s or 1970s. Two possibilities are that
the generosity of the treatment of the unemployed affects the dynamic response to
adverse macroeconomic shocks or has become more costly in terms of unemployment
in the face of a decline in the relative demand for less-skilled workers. Explanations for
the strong recent performance of the United States because of wage flexibility arising
from relatively little union influence or government influence in wage-setting, also must
focus on how such institutions affect the evolution of unemployment in the face of
shocks.

This logic has motivated the analysis for explanations based on ‘hysteresis’ — the
notion that the history of unemployment itself may have long-lasting effects on the
natural rate (Blanchard 1991; Blanchard and Summers 1986). Various shocks to many
OECD economies, including the oil shocks of the 1970s and tight monetary policy in the
1980s, led to high unemployment. Even after these shocks had played out by the late
1980s, sustained high unemployment dominated by long-term unemployment translated
into a higher natural rate of unemployment. The periods of high unemployment were of
shorter duration in the United States, and the lower generosity of unemployment benefits
and lower insider bargaining power, meant the unemployed continued to put strong
pressure on wage-setting in the United States.

A number of potential channels exist for hysteresis in unemployment. A long period
of high unemployment, particularly when unemployment benefits are long-lasting, leads
to an increase in the proportion of the long-term unemployed. This pattern is apparent
in the 1980s in most countries with persistent high unemployment into the 1990s. If the
human capital of the long-term unemployed depreciates or if they become discouraged
and less effective in job search, their impact on wage bargaining will decrease, leading
to an upward shift of theA/P) relation and a higher natural rate of unemployment.
Concentrated high rates of joblessness and (perceived or real) lack of opportunity in the
legitimate labour market may further erode human capital by increased crime involvement
and drug use. These changes may have long-lasting effects across generations through
family and neighbourhood effects. Sociological factors may also effectively increase the
reservation wage of the unemployed by reducing the stigma of joblessness and making
it more acceptable to utilise benefits to their fullest (Lindbeck 1995).

Much evidence is suggestive of such ‘social hysteresis’ effects in concentrated
poverty areas of US cities (Wilson 1996). The empirical case for these hysteresis
mechanisms affecting the evolution of national unemployment rates is somewhat
ambiguous. But Ball (1997) presents striking evidence that those OECD countries with
longer or larger disinflations, especially those with both long disinflations and generous
(long duration) unemployment benefits, experienced larger increases in the natural rate
of unemployment from 1980 to 1990. Under this scenario, the United States experienced
no increase in the natural rate of unemployment in the 1980s because of a sharp but rapid
disinflation in the early 1980s and because of short duration unemployment benefits
reducing hysteresis effects.
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3.3 Relative demand shifts

Skill-biased technological progress may well have important effects on unemployment.
It is simplest to think of two groups of workers: the skilled and the unskilled. The
unskilled are paid a wage very close to their reservation wage. The skilled are likely to
be paid a wage much higher than their reservation wage. Shifts in the demand for the
unskilled imply movements along a very flat labour supply schedule, shifts in the
demand for skilled workers imply movements along a steep labour supply curve. Thus,
relative shifts in demand towards the skilled lead to an increase in the natural rate when
the reservation wages of the skilled and unskilled do not move proportionately with shifts
in the wages firms can afford to pay them. Juhn, Murphy and Topel (1991) and Murphy
and Topel (1997) present suggestive evidence of such differences in labour supply
responses to wage shocks for high- and low-skill US males.

A rapid pace of relative demand shifts favouring the more skilled (possibly driven by
an increased rate of skill-biased technological change or by globalisation factors) as
compared with growth in the relative supply of skilled workers can have differential
effects on unemployment and wage inequality depending on labour market institutions.
Higher relative minimum wages, more generous social benefits for the non-employed,
and greater pressure for wage compression in most OECD nations in comparison with
the United States, imply a larger increase in unemployment among the less skilled and
a greater increase in overall unemployment. These same factors imply larger increases
in wage inequality in the United States.

This hypothesis suggests a much larger increase in unemployment for unskilled than
for skilled workers in rigid-wage countries. The absolute differences in unemployment
rates between high- and low-education males have increased sharply in most countries,
but the proportional changes have not been very different over the past two decades
(Nickell and Bell 1995). If education provides only a noisy indicator of skill, a rise in
unemployment among a small share of less-skilled but highly educated workers could
generate such a pattern of similar proportional increases in unemployment for high and
low education groups. Furthermore the rise in within-group wage inequality in the
United States even among the highly educated suggests that policies maintaining
within-group wage compression could reduce the employment of relatively less-able
workers in all education groups especially if support for the unemployed is generous and
such individuals are quite reluctant to compete for less-skilled jobs. But patterns of
changes in unemployment and employment/population ratios by demographic group do
not appear to line up closely with differences in the growth of between-group wage
inequality across countries (e.g. Card, Kramarz and Lemieux 1996; Krueger and
Pischke 1997; Nickell and Bell 1995).

3.4 Labour market rigidities: employment protection

Employment protection policies are often mentioned as a possible culprit for high
European unemployment, and the lack of restrictions on hiring and firing is viewed as
facilitating rapid employment growth in the United States. OECD (1994) rates the
United States as having the lowest degree of legislated employment protection among
21 OECD countries. This raises the question of whether greater employment protection
should increase the natural rate of unemployment.
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Matching models provide a useful framework for assessing the effects of such
restrictions (Blanchard and Katz 1997). Firing restrictions are likely to have three
separate effects. First, firing restrictions lead firms to retain workers they otherwise
would have laid off. This will lead to fewer job separations, and thus fewer hirings in
equilibrium. Second, these restrictions may reduce the effectiveness of the matching of
workers to firms and lower average productivity and the demand wage. Third, firing
restrictions insulate incumbent workers from the outside labour market, strengthens
them in bargaining, leading them to obtain a higher wage for given labour market
conditions.

Thus, firms can afford to pay a lower wage, but workers can extract a higher one at
agiven exitrate from unemploymeRt{). The equilibrium exit rate from unemployment
unambiguously has to go down: labour market prospects have to be sufficiently dismal
to make workers accept the lower wage despite their higher bargaining power. The effect
on unemployment, however, is ambiguous. In terms of Figure 3, the demand wage
declines, but the supply wage schedule could move in either direction depending on the
relative magnitudes of the effects of greater worker bargaining power at a given exit rate
(a leftward shift) combined with a lower exit rate (a rightward shift). Greater firing
restrictions lead to a more sclerotic labour market with lower flows of workers and a
longer average duration of unemployment, but they do not necessarily lead to a higher
rate of unemployment (e.g. Blanchard 1998).

The cross-country evidence strongly suggests that greater employment protection is
associated with lower worker flows and a higher level of long-term unemployment, but
there appears to be little robust relationship between firing restrictions and overall
national unemployment rates (Blanchard and Portugal 1998; Nickell 1996). Although
employment protection appears to have large effects on the operation of the labour
market and on unemployment duration, its effect on unemployment appears ambiguous
when itis analysed in isolation. But the interaction of firing restrictions with other labour
market distortions (e.g. high minimum wages and/or strong union roles in influencing
wages in new positions) and with product market restrictions (e.g. regulatory barriers to
the formation of new enterprises) might have a large effect on the unemployment rate of
some groups (young workers, new labour market entrants) and thereby affect the overall
unemploymentrate. Such interactions may play importantroles inthe greater concentration
of high unemployment among young workers and women in Spain and Italy. It is also
unclear how the introduction of fixed-length contracts not covered by employment
protection affects the overall labour market. They allow more new entrants to be hired,
but may reduce investments in stable employment relationships. Employment protection
by insulating insiders from labour market pressures may also increase the persistence of
unemployment in response to shocks. These are important issues for future research.

More generally, the multiple features of US labour market flexibility (a less generous
welfare state, decentralised wage-setting with only modest direct union and government
influence, comparatively few onerous restrictions on hiring and firing) combined with
relatively unfettered product markets may add up to more than their individual parts in
terms of creating an environment of strong employment growth and much labour market
competition. But such overall flexibility with relatively low levels of social protection
implies much greater disparities in wages and incomes than other OECD nations.
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Substantial geographic labour mobility in response to regional shocks also may play a
role in the ability of the US economy to respond to shifts in product demand (Blanchard

and Katz 1992). Pragmatic monetary policy (that has recently been willing to experiment
with gradual reductions in unemployment rates to below previous estimates of the

NAIRU) also may be an important component of US success in the 1990s.

These observations suggest that piecemeal reforms of ‘rigid’ labour markets (e.g. just
reducing unemployment benefit levels) may have a small impact in the face of large
remaining labour and product market restrictions and overly cautious monetary policy.
For example, Italy, with stringent employment protections rules and a strong impact of
wage adjustments favouring low-wage workersgttada mobilgin the 1980s, generated
high and persistent unemployment despite less generous unemployment benefits than
the United States. And moves to temporary contracts have not solved high unemployment
in France and Spain. Such interaction effects are difficult to identify in standard
cross-country regressions with few observations. Thus more detailed analyses of the
effects of specific labour market reforms may be helpful.

3.5 Has the US natural rate of unemployment declined
in the 1990s?

The continuing decline of US unemployment over the past few years to levels well
below existing estimates of the NAIRU may be indicative of favourable structural
developments that have reduced the US NAIRU. Several hypotheses have been offered
for this strong recent employment and inflation performance.

The first posits favourable demographic shifts from the entry of baby-boom cohorts
inthe 1970s to much smaller young cohorts in the 1990s. But the decline in unemployment
is found in all demographic groups and the timing does not appear quite right. A second
posits increased anxiety and perceived (and possibly actual) job insecurity which has
reduced the willingness of workers to hold out for high wages even in a seemingly very
tight labour market. Arise in earnings instability (Gottschalk and Moffitt 1994) and some
evidence of (cyclically adjusted) increased rates of permanent job displacement are
consistent with this view (Farber 1996). But the high levels of consumer confidence in
recent polls do not suggest unusually widespread anxiety. A third hypothesis is that
favourable supply shocks (e.g. a decline in the rate of growth of health care costs,
spectacular reductions in computer prices, increased competitive pressures on pricing
from a strong dollar) are the driving force, and these factors may be transitory
(Gordon 1997b).

A fourth explanation is that the efficiency of job matching and labour market
competition have been increased by the growth of private sector employment
intermediaries (especially temporary help agencies). Employment in temporary help
services increased from under 0.5 per cent of US employment in the early 1980s to
approximately 2 per cent by 1996, and employment growth in temporary agencies
accounted for approximately 10 per cent of all US employment growth in the first several
years of the recovery from the unemployment peak of 1992 (Autor 1998). The greater
ease for firms of locating qualified and screened employees through intermediaries
lowers hiring costs, creates greater pressure on wage-setting of incumbent workers by
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reducing bottlenecks in the labour market, and may facilitate better employment
matches. An inward shift in the Beveridge curve relationship between the help-wanted
index (a proxy for the vacancy rate) and unemployment is consistent with this hypothesis
(Bleakley and Fuhrer 1997), but declining use of help-wanted ads with more use of
intermediaries may play a role in this pattern.

In summary, only time and further research will allow us to determine the extent that
the recent strong US unemployment record with low inflation reflects structural changes
reducing the NAIRU or favourable transitory factors. The strong economic expansion of
the past five years and currently tight labour market appears to have improved the
economic situation of less-educated and disadvantaged workers, but changes in the
distribution of labour market outcomes over the past few decades display the downside
of the US flexible labour market model.

4. Rising Inequality in US Labour Market Outcomes

The inequality of economic well-being has increased substantially along many
dimensions in the United States over the past two decades. The enormous disparities in
the fortunes of American families in recent years have largely been associated with
labour market changes that have increased overall wage inequality, and shifted wage and
employment opportunities in favour of the more educated and more skilled. These
changes have been carefully documented by many researchers using a wide variety of
publicly available household and establishment date® Sathile much debate exists
concerning the causes of rising inequality, there is substantial agreement concerning the
‘facts’ that need to be explained.

Recent broad changes in US labour market outcomes can be summarised as follows:

¢ Fromthe 1970s to the mid 1990s wage dispersion increased dramatically for both men
and women, reaching levels of wage inequality for men that are probably greater than
at any time since 1940. The weekly earnings of a full-time, full-year worker in the
90" percentile of the US earnings distribution (someone whose earnings exceeded
those of 90 per cent of all workers) relative to a worker in thgpk@centile (someone
whose earnings exceeded those of just 10 per cent of all workers) grew by approximately
45 per cent for men and 35 per cent for women from 1971 to 1995 (Katz and
Autor 1998). Earnings inequality has expanded even more rapidly if one considers the
very top part of the distribution (the upper 1 per cent). This pattern of rising wage
inequality was reinforced by changes in the distribution of non-wage compensation
and working conditions (Hamermesh 1998; Pierce 1997).

* Wage differentials by education and occupation increased. The labour market returns
to years of formal schooling, academic achievement as measured by test scores,
work-place training, and computer skills appear to have greatly increased in the 1980s
and early 1990s. The earnings of young college graduates increased by 33 per cent
relative to those of young high school graduates from 1979 to 1995. But the gender
differential in wages has narrowed substantially since 1979.

5. SeeFreemanandKatz (1994), Gottschalk (1997), Gottschalk and Smeeding (1997), Katz and Autor (1998),
and Levy and Murnane (1992) for recent surveys of the literature and more detailed references.
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« Wage dispersion expanded within demographic and skill groups. The wages of
individuals of the same age, education, and sex, working in the same industry and
occupation, are much more unequal today than ten or twenty years ago.

» The real earnings of less-educated and lower-paid workers appear to have declined
relative to those of analogous workers two decades ago. Non-employment rates for
less-educated males have increased over the past two decades and the official
employment and unemployment numbers understate this rise since the burgeoning
population of those incarcerated (over 1.5 million in 1995) is not included in the
civilian non-institutional population (Freeman 1996).

* Increased cross-sectional earnings inequality has not been offset by increased
earnings mobility. Permanent and transitory components of earnings variation have
risen by similar amounts (Gottschalk and Moffitt 1994). But this implies that year-to-
year earnings instability has also increased substantially over the past two decades.

» These labour market changes have translated into a large widening of the family
income distribution, as the earnings of husbands and wives have become more
positively correlated over time (Karoly and Burtless 1995). While pre-tax money
income is a noisy measure of economic well-being, increased inequality is also
apparent when one directly examines consumption and accounts for in-kind benefits
and governmenttransfers (e.g. Cutler and Katz 1991; US Department of Labor 1995a).

The overall spreading-out of the US wage distribution for men and women from 1971
to 1995 is illustrated in Figure 4 using data on real weekly wages of full-time, full-year
workers from the March Current Population Survey (CPB)e figure shows an almost
linear spreading-out of the wage distributions for both men and women, substantial gains
of women on men throughout the wage distribution, and declining real earnings for males
below the 68 percentile. The timing of the overall rising wage inequality (as measured
by the 90-10 log wage differential) for men and women is illustrated in Figure 5. Rising
wage inequality (driven initially by increases in within-group inequality) began in the
1970s for men. The period from 1980 to 1985 of a deep recession and large decline in
manufacturing employment is the period of most rapid growth of wage inequality. The
rate of growth of wage inequality appears to have slowed down in the 1990s. Figure 6
illustrates the evolution of the US college wage premium for all workers and young
workers. The upsurge in the college wage premium in the 1980s more than offset a
decline in the 1970s.

The slowdown of productivity growth since the early 1970s combined with growing
inequality of labour market outcomes has translated into increased disparities in family
incomes over the past twenty-five years. Figure 7 illustrates rapid income growth and
declining inequality from 1947 to 1973, and increased inequality with declining family
incomes in the bottom quintile (using pre-tax, post-transfer money incomes deflated by
the consumer price index) from 1973 to 1996. Similar (but modestly less extreme)
patterns of growing family income inequality and persistent poverty over the past couple
of decades are apparent when adding in-kind benefits to money incomes, adjusting for
family size, or looking at consumption expenditures per adult equivalent.

6. Nominal wages are converted into constant dollars using the chain-weighted personal consumption
expenditures deflator of the national income accounts.
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Figure 4: Change in Log Real Weekly Wage by Percentile
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Figure 6: College/High School Wage Differential
Difference in log weekly wage
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4.1 Understanding changes in the US wage structure

What roles did supply, demand and institutional factors play in explaining rising wage
inequality in the United States? Most researchers conclude that a major factor underlying
rising US wage dispersion and educational wage differentials is a strong secular shift in
labour demand favouring more-skilled workers (Autor, Katz and Krueger 1998; Bound
and Johnson 1992; Juhn, Murphy and Pierce 1993; Katz and Murphy 1992). The
industrial and occupational distribution of US employment has been shifting strongly in
favour of college graduates and women for many years. Employment has declined in
goods-producing sectors that have disproportionately provided high-wage opportunities
for blue-collar men and expanded in professional, medical, business, and other services
that employ many college graduates and women. The internationalisation of the
US economy has contributed some to these between-industry shifts, but (possibly naive)
calculations of the factor content of US trade flows indicate that actual net trade flows
explain only a modest portion of the shift in demand against less-educated workers
necessary to be consistent with observed changes in educational wage differentials
(Borjas, Freeman and Katz 1997). Most of the growth in the utilisation of more-educated
workers reflects within-industry and even within-establishment skill upgrading (Autor,
Katz and Krueger 1998; Dunne, Haltiwanger and Troske 1996). Within-industry
changesinlabourdemand appear to be strongly related to technological and organisational
changes favouring skills, and are strongly positively correlated with investments in
computers and research and development (Autor, Katz and Krueger 1998; Berman,
Bound and Griliches 1994).

Demand-side factors are not the entire story. Demand shifted in favour of more-educated
workers in the 1970s and the 1980s—-90s, but educational wage differentials narrowed in
the 1970s and expanded dramatically in the 1980s—90s. The supply side of the market
helps explain the difference between the two periods. The relative supply of college
graduates grew extremely rapidly in the 1970s with the enrolment of baby boomers and
incentives from the Vietham War to enter and remain in college. The rate of growth of
the relative supply of college graduates declined substantially in the 1980s and 1990s
with the labour market entry of ‘baby bust’ cohorts. A large influx of immigrants with
less than a high school education also contributed to slower growth in the supply of
highly educated workers relative to less-educated workers in the 1980s and the 1990s
(Borjas, Freeman and Katz 1997). A smooth secular shift in demand favouring
more-educated workers, combined with variation in supply growth across decades, goes
a fair distance to explaining the time pattern of the evolution of US skill differentials from
the 1960s to the mid 1990s. Nevertheless, some acceleration in the rate of demand shifts
against the less-skilled is required to more fully explain the magnitude of the growth of
skill differentials in the 1980s. Autor, Katz and Krueger (1998) find an acceleration in
the rate of within-industry demand for college workers in the post-1970 period relative
to the 1960s.

Two institutional changes further contributed to rising US wage inequality in the
1980s. The precipitous decline in unionism is estimated to explain as much as one-tenth
to one-fifth of the growth in educational wage differentials and wage dispersion among
males (Freeman 1993; Card 1998a). Changes in unionisation do not appear to be an
important factor in the evolution of the female wage structure. The large decline in the
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real and relative value of the Federal minimum wage from 1981 to 1990 also contributed

to rising wage inequality especially for women (DiNardo, Fortin and Lemieux 1996;

Lee 1998). Of course, itis unclear the extent to which the decline of unions and minimum
wages are exogenous events as opposed to endogenous institutional changes in response
to strong changes in market conditions. A disproportionate decline in employment in
high-wage industries for less-educated workers (a loss of labour rents) also contributed

to rising educational wage differentials in the 1980s.

In summary, sizeable and somewhat accelerated demand shifts favouring
more-educated workers, a reduction in the rate of growth in their supply, and institutional
changes, all contributed to sharp increases in US wage inequality since the early 1980s.
Similar demand shifts appear to have had smaller impacts on wage inequality in countries
with stronger institutional interventions in wage-setting. Furthermore, educational wage
differentials did not increase as much in countries with smaller decelerations in the rate
of growth of the supply of highly educated workers (Freeman and Katz 1995).

5. Some Concluding Remarks

The flexible US labour market has generated strong employment growth and been
somewhat resistant to the persistent, high levels of (predominantly long-term)
unemployment experienced by many other OECD economies over the past two decades.
But the US model has also generated much greater inequality of labour market outcomes
and family incomes. Despite higher average real incomes, the real hourly earnings of
low-wage workers (those in the bottom decile of the wage distribution) are substantially
lower (placed on a purchasing power parity basis) than those of the analogous workers
in advanced Europe (Freeman 1997). The tight labour markets and rapid economic
growth of the past few years are drawing more disadvantaged individuals into employment
and starting to raise real earnings in the bottom quarter of the US wage distribution. Such
tight labour markets need to be complemented with workforce preparation strategies that
better enable those without college degrees and from poor backgrounds to take advantage
of emerging opportunities, and possibly also with policies to subsidise the employment
of the less skilled.

Marketincentives forincreased individual educational investments and skill upgrading
can play some role in alleviating growing inequality in the United States. The large
increase in the college wage premium in the 1980s and early 1990s has been associated
with an increase in college enrolment rates from 49 per cent of high school graduates in
1980 to more than 60 per cent in the early 1990s. But the process of supply adjustment
cantake many years, and many disadvantaged individuals face financial and informational
barriers to pursuing further education and training.

Much recent work has evaluated the effectiveness of alternative active labour market
policies for improving the labour market prospects of the disadvantageticies to
increase years of schooling for those from low-income families appear to have high
returns (Card 1998b). Public-sector-sponsored training programs have a mixed record

7. See US Department of Labor (1995b) and Stanley, Katz and Krueger (1998) for recent reviews of the
evidence on the effectiveness of US employment and training programs and demonstrations.
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with strong positive returns for disadvantaged adults (particularly adult women) but
more disappointing results in evaluations of programs for disadvantaged out-of-school
youths (LaLonde 1995; Stanley, Katz and Krueger 1998; US Department of Labor
1995b). Employer-side wage subsidies (or employment tax credits) that are highly
targeted on very specific socioeconomic groups appear somewhat effective for
disadvantaged youth but have substantial administrative burdens and may even stigmatise
some targeted groups (e.g. welfare recipients and ex-convicts). Policies using an
intermediary (a public employment agency, non-profit training organisatiopthat
combine job development, job-search assistance, training, and employment subsidies
appear more successful for targeting specific disadvantaged groups (Katz 1998). The
earned-income tax credit, which currently provides up to a 40 per cent earnings
supplement for low-income workers with two or more children, also appears to be an
effective part of a strategy to improve the earnings of less-skilled workers and encouraging
movements from dependency to work.
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Discussion

1. Glenn Stevens

Any conference on unemployment has to devote a substantial part of its time to
examining the international evidence and in particular, the exceptional performance of
the US labour market. If we are interested in the generation of jobs, there is no other
country which matches the US over the past fifteen years or so. As such, the US labour
market is the best international benchmark for a discussion of Australian issues, and
Katz's paper gets our discussion off to a good start, covering a lot of ground in an
authoritative way.

The paper begins by summarising the long-term time-series evidence across countries.
It is commonplace to compare the US with Europe, and such comparisons are frequent
throughout both the papers for this session. Table 1 of Katz’s paper is a useful reminder
in that context that while US unemployment rates are widely admired today, this has not
always been so. Through the 1950s, 1960s and 1970s, the US was a high unemployment
country (and Australia a low unemployment country) by the standards of the OECD
average. Indeed, | am told that many years ago, it was not unknown at international
meetings for the US to be berated by other countries for its unemployment performance.
This only really began to change in the 1980s, when US unemployment began to fall after
the early 1980s recession; it did not rise much in the 1990 recession, and has fallen
considerably after it. The contrast with Europe is striking.

It is perhaps worth noting — and Katz does note in passing — that the comparisons of
end-point unemployment rates may flatter the US to some extent, because the early
1990s recession was mild in the US but severe in Germany due to the unique shock of
unification and, by the wonders of the ERM, therefore severe in much of continental
Europe. The US is also more or less at the end of an exceptional period of above-trend
growth, whereas Europe has barely begun.

Nonetheless, the likelihood of structural differences in unemployment rates remains.
The paper utilises a simple, standard NAIRU framework to analyse the time series for
the two regions, and reaches the conclusion that the US NAIRU has not changed much
over three decades, but that the NAIRU in Europe increased in the 1980s and increased
again in the 1990s. This is a pretty standard result, and will not find much disagreement
around the table. On the quantities dimension of labour market performance, then the US
is clearly, to use the current adjective of choice, triumphant.

This point can been made even more clearly using statistics on labour force participation
rates and employment to population ratios (Figure 1). What is striking here is partly the
level the US employment/population ratio has reached, which is about equal to the
highest amongst the OECD group, but more importantly, the size of the increase in this
ratio —about 10 full percentage points over twenty-five years. Virtually no other country
in the OECD group has seen an increase of this magnitude. In the big continental
European economies, E/P ratios were higher than in the US in the mid 1970s, but have
actually fallen and are now a long way below American levels. Those in the UK have
shown no net change.
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When | look at these, it seems to me that comparing unemployment rates may
understate the degree of contrast between the US and Europe. Is it too crude to say that
the US economy has seen a massive increase in the supply of labour, mainly in the form
of women wanting to work, and that it has been remarkably effective in finding ways of
utilising that increased supply to grow the economy’s output? And that European labour
markets, for whatever reason, have been stagnant or declining for the best part of
twenty-five years? And, finally, that the Australian experience is somewhere between
these two extremes (as it seems to be on most international comparisons)?

The paper considers various candidates for explaining the performance of the US
vis-a-visEurope on unemployment. Amongst these candidates are the usual ones like
generosity of unemployment benefits and the extent of general labour market intervention
which is less in the US than in Europe. As Katz (and others) point out, however, this was
always true — so to explain the change in relative positions on unemployment over the
past twenty years requires some additional hypothesis. One might be that European
NAIRUs were always higher, but actual unemployment was held down by some other
factor for a long time, though not permanently. Richard Jackman’s paper contains an
intriguing idea of this kind, which I'm sure discussion will want to take up.

Katz points out the way that various others have tried to handle this, which is by
focusing not just on the labour market and regulatory structures, but also on how those
structures interact with the shocks to which economies have been 3ubjeeiset of
shocks specifically mentioned is the rise in inflation in the 1970s, followed by efforts at
disinflation, and the possibility that there are hysteresis effects as a result of this. The
paper notes that evidence is pretty mixed across countries on hysteresis, but cites
Larry Ball's work which suggests that longer or larger disinflations, combined with
longer durations of unemployment benefits, seem to be associated with bigger rises in
NAIRUSs. Hence it was not until inflation rose in the 1970s and countries needed to have
major disinflations, that we found out the real importance of these supply-side
characteristics.

In Katz's models of the US and European Phillips curves, the sensitivity of inflation
to unemployment is about the same in Europe as in the US. So Europe would not need
a larger unemployment gap for any given amount of disinflation than the US, unless
something else — like inflation expectations for example — were moving adversely. And
| find it hard to believe that European central bankers set out to disinflate more slowly
than the Fed. This seems to me to put any hysteresis back on to the labour market
structures or other features of the economies in question, rather than different choices in
disinflation strategieper se There is still, furthermore, a question as to why it was that
the 1950s and 1960s were apparently so conducive to such low unemployment in Europe
(and Australia). Was it really just luck, with an absence of large adverse shocks?

Structures of the complete set of markets in the economy are no doubt relevant to
employment and unemployment outcomes of the kind delivered by the US over the
years; this pointis touched on when Katz says that the labour market structures combined

1. This would then raise the question of whether all economies have been subject to the same shocks of the
same intensity. One can think of some differences — such as German unification for example — but the other
major shocks, such as the OPEC shocks and the productivity slowing in the mid 1970s, seem pretty
common.
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with liberal product markets ‘may add up to more than their individual parts’ in creating
strong employment growth. My feeling is that there is quite a lot in this observation: the
general dynamism of the US economy seems an important part of the economic
outcomes there across the board. Flexibility of the labour market — with its hard edges
and all —is part of the very essence of that dynamism, but there are other elements of the
US system which are able to take advantage of that flexibility to produce the outcomes.

On the price dimension of US labour market experience, the paper is careful to
acknowledge the downside to which many have pointed, namely the decline in real
wages of US workers and the increased dispersion of wages across the earnings
distribution and the resulting income inequality. | found the section on understanding the
changes inthe US wage structure instructive. This summary of the US literature suggests
that demand shifts favouring skilled workers have been an important part of the story
behind the changes in relative wages, with chamggsn industries and firms more
important than changégtweenndustries. Foreign trade has made some difference, but
more importance is attached to technological change. In other wordatuhe of work
invirtually every part of the modern American economy is changing. Surely this is or will
soon be true elsewhere as well.

The extent to which greater dispersion of wages is ‘bad’ may depend on whether those
earning the lowest rates of pay stay permanently in that position, or whether they are
earning low incomes simply at one stage of their working lives and moving up thereafter.
If ‘McJobs’ were confined largely to teenage students who subsequently became skilled
employees on higher incomes, perhaps we should worry less about this inequality than
if they were a lifetime experience. So one question would be about the extent of such
mobility in the US economy and whether it is changing. It might be worth us considering
the evidence for this in other countries as well. I'm told that OECD work suggests
differences in mobility are not that large between countries, though the US appears to
have a bit more than others.

A related question which | am not clear on, is what light the US experience casts on
the question of whether itislativewage flexibility oraggregatevage flexibility which
is most important in delivering strong employment outcomes. | think it is widely
accepted that large changes in aggregate real wages mattered a great deal for aggregate
employment outcomes in the 1970s and 1980s in Australia. But it seems to me that the
unemployment we presently observe in Australia is decidedly unequal by broad skill
classification. Is the US experience teaching us that there are substantial shifts in relative
demands for skills, and that relative wage changes help to send signals which induce the
necessary adjustments in labour supply?

If so, we will have to re-examine some cherished notions about the wage-setting
system in Australia. Given historical concerns about equity, this will raise difficult
questions about the nature of other support which might be given to the less well-off.
Discussion of this in the paper is relatively brief. There are some tantalising references
to various measures, including subsidies, training, and tax credit schemes right at the end
of the paper. These issues of how to design the tax-welfare-wage interactions are at the
heart of current thinking about better labour market outcomes in Australia. They will be
taken up by other papers in some detail.
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What questions for discussion can we take away from this paper?

I think from an Australian point of view one natural question to ask is what aspects
observed in the US labour market experience might be expected here in future (to the
extent they are not seen already). We have already seen a significant degree of increase
in wage dispersion, though the Australian social security system has softened the edges
of this trend to some extent if we look at household disposable incomes. Will this
continue? What would be the costs of trying to resist it? We appear to be seeing changes
in the relative demand for skilled versus unskilled labour. Will this result in higher
relative returns to education? My understanding is that the available Australian data do
not show an increase in returns to education thus far, perhaps because increased supply
is keeping up with demand, and perhaps because the data are out of date.

Second, there is the relationship between the structure of labour markets and that of
product markets. We have had considerable liberalisation of product markets in Australia,
and this is driving labour market outcomes, generally in the direction of forcing
considerable gains in productivity. But at that point, | think we need to include the rather
vague notion of ‘entrepreneurship’ — the capacity and willingness to take and manage
risks in pursuit of new opportunities, utilising the flexibility of markets and responding
to their incentives. The US economy seems to have a lot of this. Does Australia?
Australian firms since the end of the 1980s have pursued quite substantial productivity
improvements involving reductions in workforce numbers, including in previously very
secure areas such as banking, and middle management areas of large organisations. Is the
supply of these displaced individuals to the employment market resulting in opportunities
for ‘entrepreneurship’ to create new products and jobs? Or are those resources remaining
underutilised?

Third, the obvious and probably most fundamental question for the conference: is
there any way of combining the undoubted capacity of the US system in generating jobs
and quickly re-locating displaced people into other forms of employment with the degree
of equity in incomes which, other things equal, most would prefer to see? Or are we left
with what some of the papers refer to as the ‘diabolical choice’ between a high
employment, low average wage, high wage dispersion equilibrium and one characterised
by a more compressed wage structure and low employment?

2. General Discussion

See the general discussion following the paper by Richard Jackman (p. 67).



European Unemployment: Why is it So High
and What Should be Done About it?

Richard Jackman

1. Introduction

At the end of 1997 the average unemployment rate across Europe was just over
10 per cent, more thantwice the rate in the United States. Worse, the average (standardised)
unemployment rate in Europe has exceeded 10 per cent in every year since 1993. By
contrast, the average annual unemployment rate in the United States since the war has
never exceeded 10 per centin any year and the highest annual rate recorded over the past
ten years has been 7.5 per cent in 1992.

The failure of European labour markets to achieve full employment is generally
regarded as one of the most serious weaknesses of the European approach to economic
policy. In the United States, and increasingly in the UK and in other English-speaking
countries, the high rates of unemployment are seen to symbolise inefficiency and
dysfunctionalism, whose solution requires a radical transformation of the European style
of economic management. In Europe ittends to be thought that unemploymentis, in some
sense, the price to be paid for labour market and social insurance arrangements which
preserve the dignity of work and a harmonious society. While there is no attempt to
minimise the unemployment problem, the search is for solutions which at the same time
preserve the essential elements of the consensual European approach to economic
policy.

But the antithesis between low unemployment market capitalism in the United States
on the one hand, and high unemployment interventionist Europe on the other, is plainly
too simple an account of matters. For many years in the 1960s and 1970s, most European
countries had lower unemployment rates than America. The range of variation of
unemploymentrates in Europe has been large. For example, during the 1980s, the Nordic
countries had amongst the lowest unemployment rates of any of the OECD countries
despite highly protective social institutions. Further, the relative unemployment rates of
different countries have changed over time: in the 1980s, Sweden had one of the lowest
unemploymentrates in Europe whilst now itis one of the highest, whereas the UK, which
was one of the worst performers in the 1980s, has now a relatively low unemployment
rate.

Thus many economists have preferred not to focus on the Europe/US comparison but
rather look at the overall determinants of unemployment rates within nations. Such
investigations have generally examined the impact of variables suggested by economic
theory —for example, unemployment benefit systems, trade union coverage, employment
protection legislation, structural mismateic.— and reasonably good explanations of
cross-country differences in unemployment rates have been suggested along these lines.
But it has been noted that these correlations are not very stable and, perhaps worse, they
appear to provide no explanation of the variation in countries’ unemployment rates over
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time. For example, in the UK the 1979 Conservative Government of Mrs Thatcher
reduced benefits and attacked union power yet generated the sharpest increase in
unemployment since the Great Depression. Likewise, in the early 1990s, Sweden
lurched from being a low unemployment to a high unemployment country without any
enormous change in its structure or institutions.

In this paper | first briefly review the evidence (in Section 2) and offer some general
perspectives on its interpretation. Section 3 describes the existing theoretical debate on
the causes of unemployment. Because of unsatisfactory features of some existing
theories, it turns out to be helpful to construct a simple model of labour market ‘sclerosis’
which helps to explain a number of key features of labour market experience. Section 4
describes some aspects of the policy debate in Europe and Section 5 offers a brief
conclusion.

2. A Brief Review of the Evidence

First, the time series. While it now tends to be taken for granted that the United States
has lower unemployment than Europe, this is in fact only quite a recent development.
Figure 1 compares the ‘European’ unemployment rate with that of the United States
annually from 1960 to 1996. The European rate is the weighted average of the
unemployment rates in 14 countries, weighted by their labour force. The countries are
Austria, Belgium, Denmark, Finland, France, Germany, Ireland, Italy, the Netherlands,
Norway, Spain, Sweden, Switzerland and the UK. Unemployment rates are standardised
for all countries except Austria, Denmark, Ireland and Switzerland. Germany is
West Germany until 1991, and the whole country thereafter (arithmetically, the inclusion

Figure 1: Unemployment Rates
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of the former East Germany raises German unemployment by 1.5 to 2.0 percentage
points, and thus European unemployment by 0.3 to 0.4 percentage points a year between
1991 and 1994: from 1995 only all Germany figures are reported). | compare Europe with
the United States rather than with the rest of the OECD because of doubts concerning the
comparability of the Japanese unemployment data with those of Western countries, and
the thoughtthatthe other English-speaking countries retain some European characteristics,
so that any comparison with Europe would be less sharp.

Until the end of the 1970s, average European unemployment was, in every year,
substantially lower than the US unemployment rate. By 1979, European unemployment
had come quite close to the US level, which was then 5.8 per cent. Unemployment then
rose sharply almost everywhere in response to the deflationary policies taken in reaction
to OPEC I, and both in the US and in Europe reached around 9.5 per cent in 1982/83.
Butin the US this turned out to be a peak, and unemployment then started to decline quite
rapidly, whereas in Europe unemployment continued to rise. In retrospect, the early
1980s in the US appeared like a cyclical downturn, albeit quite a severe one but followed
by a recovery within a normal business-cycle timescale, whereas in Europe the reaction
to OPEC Il was a substantially and permanently higher rate of unemployment.

Many who argue that European policies and institutions have been the cause of high
and persistent unemployment in the 1980s and 1990s, have been troubled by the thought
that not-dissimilar policies and institutions appeared to have been compatible with full
employment in the 1960s and early 1970s. As Nickell (1997, p. 65) puts it ‘in the 1960s
the unemployment rankings across countries were completely different but, roughly
speaking, the labour market institutions were the same. So how can the labour market
institutions have anything to do with unemployment?’. An immediate reaction is that
perhaps they do not: the United States experienced a substantial fiscal boost in the early
1980s resulting from the Reagan tax cut initiative and the deficits which followed it. By
contrast, most European countries followed orthodox fiscal and monetary policies and
demand was held back, and even reduced sharply in some countries such as the UK. But
at the time, such policies were seen to reflect a feature of reality learnt in the 1970s,
namely that even in times of high unemployment, demand expansion led only to
inflation. Thus labour market institutions were seen as permitting expansionary policies
in the States while preventing them in Europe, and the rather similar inflation outcome
in Europe and the US from the early 1980s (Figure 2) provides support for this
interpretation. But how then to explain the differences between the period since 1980
from the period before, if labour market institutions had not changed over this time?
There are perhaps three general lines of explanation.

The first, most simply, is that there were in fact sufficient changes in institutional
arrangements, comparing the 1980s and 1990s with the 1960s and 1970s, to account for
the increase in unemployment. Thus Siebert (1997, p. 39) argues that ‘institutional
changes affecting Europe’s labour markets over the last 25 years are a central reason for
Europe’s poor labour market performance’. Along these lines it may be noted that over
this period many governments were happy to legislate to strengthen union rights and
employment protection, to improve working conditions through measures affecting
hours of work, holiday and parental leave entitlement, and in some countries, minimum
wages. In most countries, the scope and generosity of the unemployment benefit system
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Figure 2: Inflation Rates
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were increased thus raising the reservation wage. All this involved higher taxes or
contributions, which in many countries were levied directly on employment. On this
interpretation, Europe’s labour market institutions were compatible with a low equilibrium
rate of unemployment in the 1960s, but have changed sufficiently over the past 25 years
that they are now the source of high equilibrium unemployment.

A second set of explanations rests on the idea of inertia or hysteresis in unemployment.
The idea here is that European labour markets do not cause unemployment directly but
rather lock in high rates of unemployment caused by macroeconomic downturns, in this
particular case, the OPEC shocks. Such explanations suppose that ‘institutions had a big
impact on the way in which each of the economies of the different countries responded
to the major adverse shocks of the 1%itdthe way in which some of these responses,
notably unemployment persisted through the 1980s and 1990s’ (Nickell 1997, p. 66).
The role ofinsiders in wage bargaining, the consequences of long spells of unemployment,
firing costs and employment protection and capital shortages have all been cited as
possible mechanisms through which an adverse shock to unemployment can have
long-lasting effects. For example, a firm which has been obliged to cut its workforce in
bad times may act in the interests of those who are still employed, the ‘insiders’, and
retain a smaller workforce (and pay them more) when the economy recovers. Similarly,
if the experience of unemployment, and in particular of long spells of unemployment,
reduces a person’s capacity to work effectively in the future (or is thought to do so) it will
become difficult for people who have experienced lengthy spells of unemployment to
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find work. The strength and persistence of these mechanisms will depend on the
institutional structure of the labour market.

A third argument, which has become more popular recently, rests on the interaction
of labour market institutions not with macroeconomic recession but with technological
change. If recent technological changes have had the effect of increasing the relative
demand for skilled labour because of computers and the like, and if there is no
corresponding increase in the supply, then one would expect the relative wages of skilled
workers to rise. In the United States, there has been a sharp increase in the relative wages
of skilled workers, butin most European countries there has been little change in relative
wages. A fall in relative demand with no change in relative wages can only lead to a fall
in the relative employment rates of unskilled workers. This may then manifest itself in
higher unemployment rates of the unskilled, and hence increased unemployment overall.
If the rigidity of relative wages in Europe can be ascribed to its labour market institutions,
then in the context of skill-biased technical change, they could be responsible for
increased unemployment in Europe.

It could also be argued that the European unemployment rate of the 1960s and early
1970s was unsustainably low, reflecting a policy commitment to full employment and
a view of the inflation/unemployment trade-off according to which low unemployment
might lead to faster, rather than to accelerating, inflation. During the 1960s, inflation,
though relatively low, was rising both in Europe and in the US (Figure 2). In Europe the
average inflation rate was around 4 per cent in 1960, 8 per cent by the early 1970s and
reached nearly 12 per cent in the aftermath of the first OPEC shock. Inflation in the
United States was also rising over this period, from only 2 per cent in 1960 to nearly
10 per cent after OPEC |, and excess demand was evidently as much a characteristic of
the American economy as of the European economies during the 1960s. Even so, it is
possible that due to institutional rigidities, inflation was slower to respond to excess
demand in Europe, which in turn allowed the European economies to be run with
unemployment further below its equilibrium for longer periods of time than would have
been possible in the US.

The second main empirical observation is that differences between the European
countries have been large both in absolute terms and relative to the difference between
Europe and the US. Since 1960, the average variance of unemployment rates across
European countries has been about 30 per cent, which may, for example, be compared
with the variance of relative unemployment rates across regions within a country which
is typically of the order of 5-10 per cent. Further, even during the recent period of peak
unemployment in Europe as say in 1985 or 1990, the average European unemployment
rate exceeded that of the US by less than 40 per cent. In these years, if the European
countries were ranked in order of their unemployment rates, the US would come about
half way down the list (this is consistent with the US having a lower unemployment rate
than the EU average because most of the European countries with low unemployment
rates are small). By 1995, however, things have diverged more sharply, with the average
European unemployment double that of the US and only one country (Switzerland)
achieving a lower unemployment rate than America. If perhaps not extraordinary in
itself, the high variance of unemployment across European countries counsels against a
simplistic explanation of European unemployment. Table 1 presents some measures of
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labour market institutions which might be relevant to unemployment. On almost any of
these measures, the United States is more different from the European countries than they
are different from one another.

Even more striking is the observation that many of the most regulated of the European
economies are those with the lowest unemployment rates. During the 1970s and 1980s
in particular, the unemployment rate in Sweden, Norway and other corporatist countries
was substantially lower than in the United States let alone than elsewhere in Europe.
Following this observation, various models (starting with Calmfors and Driffill 1988)
have been put forward to show that where the labour force is substantially unionised,
centralised wage bargaining can be associated with lower equilibrium unemployment.
The reason for this is essentially that there is a ‘decentralisation externality’, where
unions do not take account of various adverse effects of their actions on third parties and
force up wages without regard to its effects on unemploymentin the economy as a whole.
This externality will be ‘internalised’ if wage bargaining is centralised. In such models
the relationship between unemployment and the degree of co-ordination of wage
bargaining is not monotonic: there are benefits from complete decentralisation
(competition) and from complete centralisation (co-ordination) while intermediate
arrangements offer the worst of both worlds. (This was described by Calmfors and
Driffill as a hump-shaped relationship between unemployment and the degree of
co-ordination of wage bargaining.)

More generally, the free-market equilibrium unemployment rate is neither the
minimum attainable or necessarily optimal, particularly given the payment of
unemployment benefits. Hence, various interventionary policies may be able to reduce
unemployment (e.g. recruitment subsidies or other active labour market policies) so
there is no necessary monotonic relationship between unemployment and institutions.

It may also be noted that economies with centralised wage bargaining may be able to
respond in a more co-ordinated way, and hence more quickly, to shocks, as originally
suggested by Bruno and Sachs (1985). In an economy where wages are setindependently
by numerous firms, it is difficult to adjust to a different overall rate of wage growth
without disrupting the pattern of relative wages, but with centralised wage bargaining,
problems of this type do not arise. A more centralised system would, however, seem less
able to deliver the wage flexibility needed to respond to skill-biased technical progress.
Indeed, it could be claimed that it was the inability of systems with centralised bargaining
to adjust to changes in the relative demand for different types of labour which led to their
breakdown during the 1990s (Freeman and Gibbons 1993).

The third main observation is that the ranking of unemployment rates across countries
has not been stable overtime. Tenyears ago, in 1987, the unemployment rates of Sweden,
Germany and the UK were 2.3 per cent, 6.3 per cent and 10.6 per cent respectively. Now
the order is reversed: in 1997 the unemployment rates were 10.2 per cent (Sweden),
9.7 per cent (Germany) and 7.1 per cent (UK). Table 2 shows the rank order correlations
over various periods. Over short periods of time these are quite high, but over longer
periods they are much lower. They are typically lower than rank order correlations across
regions within European countries, though not across regions within the United States.
Again, while institutional arrangements change within each country, it seems implausible
to think that they change at the pace necessary to achieve so substantial a re-ordering of
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Table 1: Institutional Variables®
1983-94

Replace- Benefit ALMP  Union Union Employer Employ- Change in

ment duration coverage co- co- ment  inflation

rate ordin-  ordin- pro-

ation ation  tection

Austria 60 50 4 87 83 3 3 3 16 -0.46 0.06
Belgium 60 4 10.0 146 3 2 2 17 -0.76 -0.52
Denmark 90 2.5 10.6 103 3 3 3 5 -0.86 -0.46
Finland 75 63 4 2 184 164 3 3 2 3 10 -0.26 -0.72
France 57 375 3 72 88 3 2 2 14 -1.38 -0.30
Germany 63 4 129 25.7 3 2 3 15 -0.34 -0.04
Ireland 50 37 4 92 91 3 1 1 12 -152 -0.54
Italy 2 20 05 10.1 103 3 2 1 2 20 -1.68 -0.52
Netherlands 70 4 2 40 69 3 2 2 9 -0.14 0.14
Norway 65 15 95 147 3 3 3 11 -0.34 -1.12
Portugal 60 65 05 08 59 188 3 2 2 18 -2.74 -1.28
Spain 80 70 3.5 32 47 3 2 1 19 -1.24 -0.60
Sweden 80 1.2 595 593 3 3 3 13 -0.75 -1.02
Switzerland 70 1 230 82 2 1 3 6 -0.12 -0.50
United 36 38 4 78 64 3 2 1 1 7 016 -1.02
Kingdom
Australia 39 36 4 41 32 3 2 1 4 0.02 -1.24
Canada 60 59 05 1 63 59 2 1 1 3 -0.08 -0.84
Japan 60 0.5 54 43 2 2 2 8 -0.20 -0.36
New Zealand 38 30 4 154 6.8 2 2 1 1 2 036 -1.22
United States 50 0.5 39 30 1 1 1 1-0.04 -0.48

Note:  (a) When a variable changes between the two subperiods, the first number is for 1983-88 and the
second for 1989-94.

Sources: Jackmaet al.(1996). ‘Replacement rate’ and ‘Benefit duration’: Mainly US Department of Health
and Social ServiceSocial Security Programmes throughout the W,dr@85 and 1993. See Layard,
Nickell and Jackman (1991), Annex 1.3. ‘ALMBPECD Employment Outlod®88 and 1995. For
the first subperiod the data relate to 1987 and for the second to 1991. We include all active spending
except on the disabled. ‘Union coverage’, ‘Union co-ordination’ and ‘Employer co-ordination’: See
Layard, Nickell and Jackman (1991), Annex 1.4 @HCD Employment Outlook994
pp. 175-185. ‘Employment protectiohe OECD Jobs Stud@94 Part Il Table 6.7 col. 5 p. 74.
Country ranking with 20 as the most strictly regulated. ‘Inflati@ECD Economic Outlook

unemployment rates across countries. Further, as noted above, attempts to explain
time-series movements in unemployment rates by the types of factors that explain the
international cross-section have not been successful. The model of unemployment
sclerosis outlined in Section 3.4 attempts to address the apparent instability in the
relationship of unemployment to institutional factors.
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Table 2: Rank Order Correlation Coefficients

1960 1965 1970 1975 1980 1985 1990 1995
1960 1 - - - - - - -
1965 0.96 1 - - - - - -
1970 0.74 0.82 1 - - - - -
1975 0.55 0.50 0.57 1 - - - -
1980 0.62 0.60 0.65 0.80 1 - - -
1985 0.50 0.53 0.60 0.77 0.94 1 - -
1990 0.69 0.65 0.63 0.83 0.89 0.84 1 -
1995 0.43 0.42 0.64 0.26 0.70 0.49 0.54 1

Note: Spearman rank order coefficients of the ordering of the standardised unemployment rates.

Figure Al in the Appendix graphs the unemployment rate of the 18 major OECD
countries. These graphs serve to illustrate the changing fortunes of individual countries,
and show no very consistent pattern: for example, in few countries does the variation of
unemployment follow a conventional business cycle pattern. There is some evidence of
a ratchet effect, where unemployment rises quite sharply but falls back more slowly and

does not return to its former level.

3.

Explanations

The conventional wisdom is that the high rates of unemploymentin Europe, orin some
European countries, are structural in nature, although the term structural has been used
in a number of different senses. Sometimes it is used to refer broadly to any factors
affecting the sustainable, natural or equilibrium rate of unemployment or the NAIRU,
and simply means that unemployment is not caused by a deficiency of demand.
Sometimes it refers to factors affecting the speed of adjustment, or flexibility, rather than
to factors affecting the long-run equilibrium. And sometimes it is used in the narrower
sense of sectoral imbalances. However, on none of these definitions has the structural
approach been wholly successful. As noted above, the medium-term fluctuations in

unemployment seem hard to explain within this framework and there does not seem to
be great stability in the cross-section results.

3.1 Models of aggregate wage pressure

The defining feature of aggregate models of European unemployment has been the
central role accorded to collective bargaining as the mechanism of wage-setting. At its
simplest, the argument is that unions set wages too high and this reduces the demand for
labour below the number who would like to work, thus causing what is sometimes called
‘classical’ unemployment. More plausible models based on imperfect competition in the
product market with normal cost pricing by firms, have the actual real wage determined
by the mark-up of prices over costs chosen by firms. In such models the real wage
demands of workers are influenced by the rate of unemployment. In equilibrium,
unemployment is needed to restrain wage demands to the attainable real wage.
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Hence, ‘European’ models of unemployment have tended to focus on ‘wage push’
factors. The harder unions push, the more unemployment is needed to offset that wage
pressure. Key variables are seen to be those describing union institutional effectiveness
(e.g. the proportion of workers belonging to unions), and those which may affect their
power within the wage bargain, such as unemployment benefits which reduce the costs
both of strikes and of job losses to union members. The rate of unemployment likewise
affects the wage bargain through its effects on the income of workers during strikes and
of those who may lose their jobs as a result of a high settlement. The higher the
unemployment rate, the more difficult it is for workers in either group to find other work
and hence the worse their income prospects.

This is not to say that US-style job-search factors have been entirely ignored. But they
enter the model through the rather tortuous channel of influencing the amount of
competition a worker who becomes unemployed can expect to face in the labour market
and hence that worker’s chance of finding a job. This in turn affects the expected costs
of becoming unemployed which, to the extent that wage demands are moderated by the
fear of unemployment, feeds back into lower wage pressure. Thus, for example,
long-term unemployment can raise total unemployment within this framework to the
extent that the long-term unemployed are less active or effective in job search and
therefore do not offer much competition to newly unemployed workers whose fear of
unemployment is consequently less. This then leads to higher wage demands for a given
total of unemployment. Along the same lines, active labour market policies which bring
the long-term unemployed back into the effective job-seeking labour force can depress
wage demands, and may hence reduce aggregate unemployment.

The question whether differences in unemployment rates across countries can be
explained by factors of these types has been subject to extensive analysis following the
innovative work of Bruno and Sachs (1985) and Layard and Nickell (1986). Of numerous
subsequent studies, those of Calmfors and Driffill (1988), Layardl. (1991),
Elmeskov (1993) and Bean (1994) have perhaps been most influential, while
Heylenet al.(1996) and Jackmaet al. (1996) offer the most recent accounts. All these
studies suffer from the fact that the number of countries (observations) is small (usually
between 15 and 20) relative to the number of possible explanatory variables. By way of
illustration, Table 3 reproduces the recent results of Jackinain(1996).

Whatever may be felt about the statistical power of econometric analysis in this
context, such studies do appear to have established some empirical regularities going
beyond the simplistic ‘all intervention is bad’ approach. Most robustly, the evidence is
that while measures of union power such as membership or coverage tend to be
associated with higher unemployment, highly unionised economies where bargaining is
centralised are able to sustain low unemployment rates over long periods of time. It is a
matter of concern, however, that the most significant variables are those such as
‘employer co-ordination’ which are somewhat subjectively measured. Employment
protection legislation appears to have no strong effect on overall unemployment because
its effects in reducing turnover offset its effects in increasing the duration of spells. Both
the magnitude and the duration of unemployment benefits affect unemployment. While
the overall burden of taxation tends to increase unemployment, there is no separate effect
of labour-specific (payroll) taxes. Active labour market policies generally appear to have
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a beneficial effect, though to some extent this may just be a ‘Sweden dummy’, because
Sweden has an extreme value for this variable. (There are also serious problems of
endogeneity with this variable, given that spending on active labour market policies may
respond to, as well as have an effect on, unemployment.)

From a policy perspective it seems reasonable to conclude that these studies offer
some general support for the deregulation of labour markets but caution against headlong

Table 3: Regressions to Explain Log Unemployment Rate
20 OECD countries; 1983-88 and 1989-94

Total Long-term Short-term
unemployment unemployment unemployment

Replacement rate (percentage) 0.011 0.004 0.009
(1.6) (0.5) 1.2)
Benefit duration (years) 0.09 0.16 0.04
(1.3) (1.9) (0.6)
ALMP (percentage) -0.008 -0.03 -0.0008
(0.7) (2.0) (0.07)
Union coverage (1-3) 0.66 0.56 0.54
(2.7) a.7) (2.2)
Co-ordination (1-3) -0.68 -0.29 -0.57
(3.2) (0.9) (2.4)
Employment protection (1-20) -0.005 0.09 -0.04
(0.2) 2.7) (1.6)
Change in inflation (percentage -0.17 -0.13 -0.15
points per annum) .7) (1.1) (1.6)
Constant -3.96 -3.28 -3.8
(7.3) (2.9) (7.0)
Dummy for 1989-94 0.16 0.1 0.16
1.9 0.9) (2.1)
Log short-term unemployment - 0.94 -
(4.0)
R? 0.59 0.81 0.41
Standard error 0.51 0.59 0.52
No. of observations 40 38 38

Notes: Dependentvariables: Total unemployed as percentage of labour force; Long-term unemployed (over
one year) as percentage of labour force; Short-term unemployed (under one year) as percentage of
labour force.
t-statistics in brackets. These are based on the method of ‘random effects’. ALMP is
measured by current active labour market spending as percentage of GDP divided by
current employment. To handle problems of endogeneity and measurement error, this is
instrumented by active labour market spending in 1987 as percentage of GDP divided by the
average unemployment rate in 1977-79. The coefficients measure the proportional effect on
unemployment of a unit change in an independent variable, where the unit is measured as in
Table 2.
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or indiscriminate liberalisation. Some interventions may actually have benign effects,
for example co-ordinated wage bargaining, others, such as employment protection
legislation, have no discernible net effect on unemployment but may have other desirable
(or for that matter harmful) effects, while others, like unemployment benefits, may lead
to higher unemployment but still be desirable on social grounds. That is to say, these
results suggest it may be possible to balance the adverse effects on unemployment of
particular institutions (which may be desirable on other grounds) by further appropriately
designed interventions which hold unemployment down.

3.2 Models of hysteresis

Since the oil shocks of the 1970s, the underlying growth rate of productivity has
slowed down quite considerably throughout the OECD region, but real wages in Europe
have continued to grow, while in the United States real wages have fallen. Famously,
The OECD Jobs Stud@ECD 1994) has a graph contrasting real wages and employment
in Europe and the US since 1980, which shows wages in Europe growing at about
2 per cent per year with no growth in employment, while in the US, employment grows
at about 2 per cent a year with no growth in wages. Some slightly more detailed data is
given in Table 4 (Lindbeck 1996).

Table 4: Average Annual Growth Rates of GNP, Employment, Labour
Productivity, Real Consumption and Real Product Wage

Per cent
GNP Employment Labour Real consumption Real product
productivity wage wage
(Per worker) (Per hour) (Per hour)

United States

1973-79 25 25 0.0 0.6 1.2
1979-85 2.0 1.3 0.6 -0.2 0.0
1985-90 2.7 1.9 0.8 -1.7 -1.5
1990-95 2.4 1.2 11 -0.2 0.3
1973-95 2.4 1.8 0.6 -0.3 0.1
Western Europe
1973-79 2.7 0.7 2.0 2.2 3.3
1979-85 2.0 0.4 1.6 0.3 0.7
1985-90 3.2 1.3 2.0 1.9 2.2
1990-95 1.7 0.0 1.7 0.8 1.0
1973-95 2.4 0.6 1.8 1.3 1.8

Notes: Western Europe is equivalent to OECD Europe for the GNP, employment and productivity figures.
Greece, Iceland, Ireland, Luxembourg, Portugal, Spain and Turkey are excluded in the wage figures.

Sources: For GNP and employment figu@ECD Economic Outlogkune 1995. For wage figuré¥ages
and Total Labour Costs for WorkerSwedish Employers’ Federation, March 1995.
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The hysteresis explanations for this experience conveniently divide into ‘insider’ and
‘outsider’ mechanisms; the former concerned with the idea that those who hold on to their
jobs after a shock then set wages to further their own interests without regard to the plight
of those whose jobs were lost, and the latter with the idea that those who have been
unemployed for a long time lose contact with the labour market and are no longer part
of the effective labour supply. The theory and evidence on these mechanisms are fully
reviewed by Bean (1994), who concludes that there is little evidence in support of the
insider channel, but some, if not overwhelming, support for the outsider approach
focusing on the effects of long-term unemployment. In this context, the main institutional
culprit is the provision, in most European countries, of indefinite and effectively
unconditional unemployment benefits to those out of work, which enables unemployed
people to abandon job search and to reconcile themselves to a life on the dole.

Though this argument may be reasonably plausible, it cannot account for more than
a small part of the problem. For example, even if one were to take the extreme view that
long-term unemployed people are no longer capable of work, or stop searching or have
become unacceptable to employers, one would still need to explain why, in many
countries, the rate of short-term unemployment in the 1980s was up to three times as high
as the total unemployment rate in the 1960s.

3.3 Models of structural unemployment

It is well known that unemployment rates differ substantially across groups. In most
countries, youth unemployment rates are much higher than adult rates, unemployment
rates in professional and managerial occupations are lower than those of manual workers,
and the more educated have lower unemployment rates than those leaving school at the
minimum school-leaving age. These differentials are quite stable across countries and
time periods and seem not greatly affected by variations in aggregate unemployment.
Thus many discussions of aggregate unemployment ignore sectoral variation.

The renewed interest in this issue has been sparked by the massive increase in wage
inequality in the United States since 1970. This has generally been interpreted in terms
of an increase in the rate of skill-biased technological change, which has raised the
relative demand for skilled labour. While Europe has presumably been subject to much
the same technological developments, the wage distribution in most European countries
(the UK being an exception) has remained compressed. Krugman (1994 p. 64) has
depicted this as a ‘collision between welfare state policies that attempt to equalise
economic outcomes and market forces that are pushing towards greater inequality’. The
outcome, he suggests, is likely to be unemployment of unskilled workers, so that
‘growing US inequality and growing European unemployment are different sides of the
same coin’ §p. cit. p. 62). In other words, structural imbalances in European labour
markets may have become much more severe, and this could explain increased
unemployment rates of unskilled workers.

Despite the plausibility of this line of argument, it has frequently been noted that in
Europe the unemployment rates of skilled as well as of unskilled workers has risen.
Indeed the ratio of the two has remained much the same and, in fact, the relative
unemployment rate of unskilled workers has, if anything, risen more in the US than in
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Europe. Whether this is the relevant statistic, or whether what matters is the absolute
(percentage point) difference between skilled and unskilled unemployment rates, which
has widened in Europe relative to the US, or the decline in the number of unskilled jobs
is, however, a matter of dispute.

Rather than argue about what measure to use, it seems better to analyse how to model
the effects of demand shifts on aggregate unemployment. If wages in each sector depend
on economy-wide unemployment, then a relative demand shock will change neither
relative wages nor aggregate unemployment, but simply the distribution of employment
and unemployment between sectors. If on the other hand, wages in each sector are
affected only by the unemployment rate in that sector, then a demand shock will be at
least, in part, offset by wage adjustments, and any aggregate effect will rest on
asymmetries in the sectoral adjustment process. Analysis of this issue turns out to be
something of a conceptual minefield but, following earlier work by Lageati (1991),
has been attempted by Nickell and Bell (1995), Manning and Gregg (1997) and by
Jackmartal.(1997). Given that most empirical wage curves appear to be approximately
log linear, studies of this type tend to find that the ratio of sectoral unemployment rates
offers the best measure of mismatch, and conclude therefore that it has not increased in
Europe in recent years. Empirically, the main reason for this appears to be an increase
in the relative supply of skilled workers. This has resulted from the expansion in the
education systems in most European countries over this period such that cohorts of
relatively well-educated young workers are replacing older workers who received much
less education in their youth (Table 5). It then follows that the reason for the stability in
the wage distribution is not so much wage rigidity as the absence of structural imbalance
in the first place, the increase in demand for the more skilled being matched by an
increase in supply.

The implication of this argument, that wages are approximately market-clearing in
response to shocks, leaves open the question why there are such large and apparently
stable differences between the unemployment rates of different groups. One suggestion
(Manning and Gregg 1997) is that labour supply is responsive to relative rather than
absolute wages.

A third approach has wages throughout the economy set by a ‘leading sector’. In this
case unemployment in the leading sector is independent of relative demand, but
unemployment in the other sector(s), given the rigidity of relative wages, does depend
on relative demand. In this type of model, a shift in relative demand towards skilled
workers (who constitute the leading sector) would, on impact, reduce skilled
unemployment and increase unskilled unemployment. Lower unemployment in the
leading sector would then lead to wage pressure which would increase unemployment
in both sectors until equilibrium was restored in the skilled sector. The effect on
aggregate unemployment would thus be measured by the increase in unemployment in
the unskilled sector. However, the evidence seems to point to wages being influenced
mainly by unemployment rates within their own sector.



52 Richard Jackman

Table 5: Annual Growth Rates (x100) in Supply, Employment
and Demand for Skills

Countries Sample Labour Employ- Employ- Sample Demand Excess
(No.obs) supply mentrate ment (No. obs) demand
Australia 1979-93 5.36 5.43 0.07 - - -
(15) (0.17) (0.19) (0.05)
Canada 1979-93 5.49 5.46 0.03 - - -
(14) (0.17) (0.17) (0.07)
France 1978-94 5.80 6.07 0.27 1984-94  6.47 0.36
(17) (0.15) (0.13) (0.04) (11) (0.23) (0.08)
United Kingdom 1974-92 6.82 7.03 0.21 1974-92 7.55 0.73
(19) (0.31) (0.32) (0.08) (29) (0.27) (0.13)
Germany 1976-89 454 5.29 0.75 1976-89 5.11 0.58
7) (0.61) (0.56) (0.12) (7) (0.61) (0.11)
Italy 1977-92 6.46 6.86 0.41 1977-91  6.52 0.06
(16) (0.06) (0.08) (0.02) (12) (0.15) (0.14)
Netherlands 1979-93 5.84 5.83 0.00 1979-93 4.75 -1.08
(8) (0.34) (0.34) (0.00) (8) (0.21) (0.20)
Norway 1972-93 6.02 6.23 0.21 - - -
(22) (0.12) (0.13) (0.03)
Spain 1977-93 5.05 5.58 0.53 - - -
(17) (0.22) (0.24) (0.07)
Sweden 1971-93 6.93 6.94 0.01 - - -
(21) (0.10) (0.10) (0.02)
United States 1970-91 4.59 4.74 0.15 1970-89 5.24 0.41
(22) (0.20) (0.22) (0.04) (20) (0.13) (0.17)
1970-79 6.77 6.94 0.16 1970-79  5.67 -1.11
(10) (0.15) (0.21) (0.09) (10) (0.10) (0.23)
1979-91 3.21 3.25 0.04 1979-89 4.73 1.48
(13) (0.12) (0.17) (0.01) (11) (0.35) (0.24)

Notes: The growth rates refer to the annual growth of the ratio of skilled to unskilled in each category and
are measured as the estimated coefficients on a linear time trend (x100) interpolated through the
series of logarithms. Demand is measured by the share of the total wage bill. Standard errors in
brackets.

Source: Jackmaet al.(1997) which provides details of sources and methods of calculation.

3.4 A model of unemployment sclerosis

The history outlined in Section 2 suggests that the political economy underlying the
structural model is not entirely accurate: countries did not at any point consciously
choose high unemployment, rather they undertook various policies for various different
reasons and only subsequently discovered that the outcome was high unemployment. In
this section | suggest a simple model of unemployment ‘sclerosis’, which looks at some
implications of this idea.
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Suppose then a government has a range of policy instruments which in one way or
another improve the conditions of workers. These instruments may be legislation on
employment protection, or measures to strengthen union rights, or measures to support
declining industries or minimum wages orimprovements in the unemploymentinsurance
system. These instruments may, in the short to medium run, reduce unemployment —
for example, employment protection is obviously likely to reduce the unemployment
inflow in the short run and likewise unions are likely to use their power to protect jobs.
But in the longer term, these instruments are more likely to increase than to reduce
unemployment. For example, employment protection and trade union rights both
strengthen the powers of insiders in the wage bargain and hence increase wage pressure.

To model this, we may assume the equilibrium rate of unemployment dt(tijnie
affected by policies effective at tinigs) according to the equation:

Y=uy-s+as, (a>0) (1)

This equation states that a policy instrumernhtroduced at time will reduce
unemployment at timigoy one unit, but if the policy remains in force it will increase (or
reduce) unemployment in all subsequent periodsab¥)(units. The case whesel
represents sclerosis, where the netlong-run effect of the policiesis to raise unemployment.
The equilibrium rate of unemployment in the absence of any such poligjgsvikich
takes account of the effects of economic structure and privately created institutions on
unemployment.

The second strand of the model is a policy reaction function. The government is
assumed to react to unemployment in excess of some tafyjbt/(increasing policy
interventions:

§ =81 *b(w —u) (b>0) )
Equations (1) and (2) give a simple dynamic equatios,for

§ =051 + ugap (3)
where g=(1+ab)/(1+b) and ug, =b(uy —u*)/(1+D)
Equation (3) is stable d<1, for which a necessary condition is tagl. While the

more interesting case is wherel, and Equation (3) is unstable, it is nonetheless worth
considering the properties of the system when it is stable.

If a<1, the system converges to a stable equilibrium given by:

u=u* and (4a)

s=(uy —u¥)/(1-a) (4b)
This equilibrium has a few interesting properties:

< The unemployment rate reflects policy objectives not institutions. This is consistent,
for example, with the rather obvious point that countries which have had low
unemployment are typically those which wanted to have low unemployment like say
Sweden.
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+ Ifwe cannot observe*, Equations (4a) and (4b) together giveu,— (1-a)s, so that
unemployment will be increasing in factors affecting the ‘innate’ natural rate and
decreasing in policy instruments which can offset it.

The more interesting case is where the long-run effects of interventions are adverse
(@>1). In this case the dynamic equationsufaands, are:

U =u*+(uy -u)g'(L+ab) and (5a)
s =(uy —u)(g' -1 /(a-1) (5b)

Itmay be noted from Equations (5a) and (5b) that y@thds, will be increasing over
time. This model is intended to capture some of the features of the data set outin Figure 1.
Suppose thatin the immediate postwar period the European countries decide to introduce
interventionist policies which include the aim of reducing unemployment to some target
value,u*. Initially the policies have the effect of reducing unemployment bejgwut
as time proceeds, unemployment starts to rise, further policies are introduced and we
move into the vicious spiral of increasing unemployment leading to further interventions
which, in the long run, lead to even higher unemployment. The model described by
Equations (5a) and (5b) is illustrated in Figure 3, which is similar to Figure Liyith
taken as the US average unemployment rate of around 6 per cent.

Figure 3: Timepath of Unemployment and of Policy

The unstable paths described by Equations (5a) and (5b) may be thought consistent
with the lack of robust findings in the international cross-section data. The nature of the
correlation betweesandu will depend on the source of differences between countries.

If, for example, different countries embark on the interventionary policy regime given
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in Equation (2) at different times, for political or historical reasons, then a cross-section
at any point in time will essentially be contrasting countries with high valuesiod
hence, other things equal spandu,, with countries with lower values of these variables.
Thus we would expect to find a positive correlation betweandu. Perhaps more
interestingly, countries strongly committed to full employment, which could be represented
by a low value ofr* or a high value ob, will tend to have more interventionary policies,
which will in turn lead to lower unemployment than countries which are less concerned
about unemployment. Figure 4 shows the timepaths afdu, for two otherwise
identical countries which differ in the parameigthe employment commitment of the
government. This will lead to a negative relationship betveegamdu, which might,
roughly speaking, correspond to the difference observed in the 1970s and 1980s between
the EU and the European countries outside the EU.

Figure 4: The Policy Stance and the Timepath of Unemployment
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In Equations (5a) and (5b), unemployment and policy interventions increase explosively
over time, and this cannot, of course, go on forever. We can imagine governments could
react in one of two ways. First, they might realise that their policies were unsustainable
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and were doing no good in the long run, and reverse them. A sudden redusationlich

be associated in the short run with a sharp increase in unemployment, but in the long run
with a reduction of the unemployment rateifo An alternative approach would be to
imagine that there might be some ceiling or maximum vala@ht take, and once it
reached that maximum it would be held constant at that value. A government adopting
this approach would see a small increase in unemployment the year it stabaised
unemployment thereafter remaining at the higher level. The contrast between these two
approaches is shown in Figure 5.

Figure 5: Radical Change versus Stabilisation
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Obviously, this application of the model attempts to capture in a simple way, the
contrast between the confrontational Thatcherite policies pursued in the UK (and in some
other countries) and the more consensual and gradualist policies followed in most of
continental Europe. Note that immediately following the ‘big bang’, unemployment
rises to unprecedented heights at a time when the interventionary policies which were its
cause are being dismantled. (This is rather akin to the argument often heard in
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Eastern Europe or Russia to the effect that high unemployment is caused not by the
liberalisation but by the mess that preceded it.)

Why should we observe the perverse short-run effect? If one has for many years been
supporting an inefficient industrial sector and then abandons that support, clearly in the
short run firms will fail and workers will be thrown out of their jobs. The money saved
can, of course, fund other activities and will do so in the long run, but jobs can be
destroyed more quickly than they can be created and in the short run, given the
combination of the structural imbalance and the consequential macroeconomic tightening,
unemployment willemerge. Similarly, aloosening of employment protection legislation
in the first instance is likely to lead to a greater rate of job separations.

More generally, it might be that governments, concerned about the apparent trend
towards ever-increasing intervention, would choose to introduce a new regime within
whichswas stable. In some countrissnight be stabilised at a high level and in others
at a low level. But it may be noted that, after the introduction of the new policy regime
(of constans), the short-run effects on unemployment and the long-run effects go in
opposite directions, which again makes difficult the task of identifying the relationship
of sandu.

4. Policy Initiatives

In describing a ‘European approach’to economic policy, one encounters immediately
a fundamental socio-political difference between most of the nations of continental
Europe which maintain a consensual, corporatist outlook on policy as against the
neo-liberal approach of the UK and increasingly of some of the smaller economies such
as Denmark or the Netherlands. Most of the continental countries base their approach to
employment policy on the principle that people should be able to earn a decent living,
to support themselves and their dependents with wages and social benefits derived from
their work, and that the structure of wages plays an important role in maintaining social
cohesion. Economic well-being is the responsibility of the ‘social partners’ (employers,
unions and government), and employers and unions are thus involved in areas of policy
formation going beyond the employment contract. This contrasts with the orthodox
liberal position which is that wages should be set to clear markets and thus should reflect
market forces, while social objectives should be the responsibility of governments
accountable to the people through the processes of representative democracy, and should
be implemented through the tax and social security systems.

This fundamental difference between the UK and the other major EU countries, in
particular France and Germany, has bedevilled the development of any coherent EU
approach to employment or labour market policy. Under the former Conservative
Government, the UK refused to sign the ‘Social Chapter’ of the Maastricht Treaty,
because of ideological objections to, for example, the requirement that countries
introduce a minimum wage and controls over working hours. While, arguably, these
problems could have been finessed, there is no doubting that the direction of social policy
within the EU as embodied in the Social Chapter has been in the direction of enhancing
worker protection and raising employment costs.
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Most government policy on unemployment in Europe has been based on the premise
that unemployment is caused by there being too few jobs. Hence policies have attempted
either to create more jobs, or to reduce the labour supply. In the former category, there
is in many European countries, a clear nostalgia for old-fashioned Keynesian-style
public investment policies, and in some quarters an aspiration that co-ordinated demand
expansion throughout the EU could allow an increase in activity without running into the
balance of payments constraint. (It could, of course, but it is inflationary pressure rather
than the balance of payments which is the fundamental constraint on demand.) There are
also policies to maintain activity in uncommercial sectors (e.g. agriculture), primarily on
employment grounds. Attempts to achieve wage moderation also fall into this category,
especially where this can be achieved through agreement with the union movement (the
‘social partners’). In much of Europe there is an aversion to reducing unemployment
through the creation of ‘bad jobs’, and a belief that the American free enterprise approach
has bought full employment at the expense of creating an ‘underclass’ of people whose
living standards fall well below a socially acceptable level.

Of the latter, two types of policy have been particularly important: limits on hours of
work and early retirement. As shown in Table 6, overall labour supply, taking together
hours and participation, is substantially lower in most European countries than in the
United States.

In the UK, by contrast, policies have been focused on deregulation and increasing
labour market flexibility. Examples include the gradual erosion of trade union rights
during the 1980s, the ending of the wage councils (which imposed minimum wages in
various low-pay sectors) in 1993, and weakening of employment protection legislation.
At the same time, the value of unemployment benefits was allowed to fall relative to
wages, and the duration of benefit entittement was reduced from a year to six months in
1996, while the unemployed were encouraged to search more actively through the
Restart program which had been introduced in 1986 and gradually extended. The final
step, taken by the new Labour Government’s Welfare to Work program is to require
young people after 9 months to take work or go on a training scheme, or else lose their
benefit.

While most employment policies remain at a national level, the European Union (EU)
has itself been sufficiently concerned about the high unemployment rates in many of its
member states to mount a number of policy initiatives with the objective of tackling
unemployment. The most substantial of these was the Employment White Paper (‘Delors
Report’) which was published in December 1993 (Commission of the European
Communities 1993). The White Paper set a target of halving the EU unemployment rate,
whichthen stood at 10.7 per cent, by the year 2000. By December 1997, the unemployment
rate had been reduced but only to 10.4 per cent, and the target now looks unattainable.

The White Paper focused on the perceived ‘competitive weaknesses’ of the EU
economies and proposed policies of increased investment and labour market deregulation
toimprove competitiveness. Atthe time, the White Paper proposals generated controversy
because the proposed investment initiatives were largely in the area of public infrastructure,
e.g. improved transport links, and were seen by some as being inspired more by a belief
in job creation through public works than by any argument about improving regional
competitiveness. The accompanying idea that these projects could be financed by the
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Table 6: Measures of Labour Supply

1995
Employment/ Employment/ Annual hours  Overall labour
population ratio population ratio worked supply
Whole working-age  Males aged 25-54  per worker (Per cent)
population (Per cent)
(Per cent)

Austria 67.3 86.6 1 600 51.6
Belgium 56.1 87.4 1 580 42.6
Denmark 75.0 86.6 1510 54.5
Finland 67.1 82.4 1770 57.1
France 59.8 87.9 1650 47.4
Germany 65.2 87.0 1600 50.0
Ireland 53.2 80.3 1750 44.8
Italy 54.0 84.3 1730 44.9
Netherlands 62.2 86.5 1510 45.2
Norway 73.3 87.4 1430 50.4
Portugal 69.3 90.6 2 000 66.6
Spain 475 81.5 1820 41.6
Sweden 75.6 88.2 1510 52.0
Switzerland 78.6 94.7 1640 62.0
United Kingdom 69.6 86.7 1750 58.6
Canada 70.6 84.7 1740 59.0
United States 73.1 88.2 1940 68.2
Japan 73.4 95.9 1960 69.2
Australia 68.2 86.5 1870 61.3
New Zealand 68.0 86.6 1830 59.8

Note:  Column (4) is column (1) multiplied by column (3) divided by 2 080 (i.e. 52 weeks of 40 hours).
Source: OECD Employment Outlodk996 Tables A, B and C.

issue of EU bonds which would not count as part of national budget deficits (which were,
at the time, subject to strict limitation by reason of the Maastricht criteria for EMU) was
likewise seento undermine the principles of sound finance which have been a prerequisite
for monetary union. Thus when the European Council met at Essen in December 1994
to determine what measures to take on the basis of the White Paper, it abandoned the
public investment initiative and instead focused on five areas (the ‘Essen Conclusions’)
on which member states were urged to take action. These were:

* investment in vocational education;

 increasing the employment intensity of growth;

* reducing non-wage labour costs;

< improving the effectiveness of labour market policy; and

< more help for groups particularly hard hit by unemployment.
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It is clear that the Essen Conclusions do not embody a specific hypothesis about the
causes of high unemployment in Europe or what might be done about it. Rather there are
various piecemeal proposals for intervention which seem likely to encounter minimum
resistance. The administrative procedure following Essen has been a series of studies and
meetings in which member governments are invited to outline their progress in tackling
unemployment.

In the meantime, the OECD published in 1994 its celebthtls Studywhich has
provided one of the finest and most comprehensive statistical sources for the analysis of
unemployment. Though the research for the OECD study was carried out at the same
time as that for the EU White Paper, it appears that the two pieces of work were
undertaken completely independently of one another with no communication between
those involved. The OECD study was not specifically directed at Europe, but it was
clearly concerned about European labour market problems, and its recommendations are
particularly aimed at European countries. Unlike the EU study, however, it approached
the labour market from a free market rather than a consensualist ideological standpoint,
and its conclusions embody a general thrust towards deregulation and greater flexibility.

5. Conclusion: Implications for Policy

Policy choices could perhaps be seen in terms of ‘first best’ as against ‘second best’
approaches. The first-best approach puts its faith in the workings of the market and
favours policies of flexibility, deregulation and generally the reduction of government
intervention in the labour market. Second-best policies, by contrast, recognise the
imperfections of economic arrangements and seek instead to offset and counteract their
ill-effects by suitably designed interventions. The evidence reviewed in this paper has
essentially been inconclusive in terms of this distinction: there is no conclusive evidence
that economies where governments intervene a lot in the labour market have higher
unemployment rates than economies where the role of government is minimal.

However, the sclerosis model sketched in Section 3.4 suggests that such static
evaluations may not address the right question. The model suggests that interventionary
policies may assist matters in the short run, but in the long run they only make things
worse. According to this model, the right policy is not to attempt to ameliorate the
problems created by one set of interventions by further intervention but rather to remove
the first set and recreate a free market in labour. Any beneficial effects of policy
interventions on unemploymenttoday are bought at the expense of higher unemployment
in the future. The model also suggests that reversing such policies may have adverse
effects in the short run, which again means that static comparisons at a point in time may
miss the key elements of policy development.

If this analysis is correct, the prospects for European unemployment must be
pessimistic. There is political and ideological aversion to economic liberalism throughout
most of continental Europe, in particular among the bigger countries which influence EU
policy. The financial consequences of ever-increasing government expenditure seem
likely to restrain further growth of labour market intervention, but Europe as a whole
appears condemned to high unemployment, as the cumulative effect of its past policies
weaken market forces and inhibit the functioning of the labour market.
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Appendix
Figure Al: Unemployment
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Figure Al: Unemployment(continued
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Discussion

1. Judith Sloan

Richard Jackman’s paper is a very useful contribution to this volume. His paper
reminds us that unemployment s not a simple story, eventhough present day comparisons
between unemployment in Europe and in the United States might suggest that it is. He
makes three very strong points. First, it was not always so that unemployment in Europe
was higher on average than in the United States; in the 1960s and 1970s, the reverse was
true. Second, there is more variability between unemployment rates within Europe than
there is variability between the rates of unemployment in Europe and the United States.
In other words, some European countries (mainly ones with small populations) have
relatively low unemployment rates while some other European countries have relatively
high rates. Some European countries with relatively low unemploymentin the mid 1990s
are: Denmark, the Netherlands, Austria, Norway and the United Kingdom. The third
point that Jackman makes is that the ranking over time of European countries in terms
of their unemployment record has not been stable. Some countries which experienced
relatively low unemployment in the 1960s and 1970s — Sweden and Germany are
examples — are now high unemployment countries.

Jackman also warns us about the danger of placing too much confidence in cross-country
regression analysis which is a common technique used to explore the causes of
unemployment. In addition to the relatively small number of developed economies for
which there are reliable data, there are relatively few observations relative to the potential
number of independent variables. He also makes a case for excluding Japan from
cross-country comparisons, given the uncertainty surrounding the reliability of the
unemployment figures for that country.

Two additional points can be made. First, there is a degree of arbitrariness in the
classification of some of the variables used in these cross-country comparisons. This is
particularly acute in the case of the classification of the degree of centralisation of wage
bargaining in particular countries, on the one hand, and of the strength of employment
protection laws, on the other. In the former case, many countries will typically combine
elements of centralised and decentralised bargaining, in which cases the category into
which these countries should be assigned is very unclear. As far as the strength of
employment protection laws are concerned, the 1996 GEG)loyment Outlootanks
Australia as 4, while it puts Belgium at 17. At first blush, it is difficult to place much
confidence in the proposition that Belgium’s employment protection laws are four times
stronger than those of Australia.

It can also be argued that the unemployment rate is not the most appropriate dependent
variable. Not only are there some differences in measurement (although in theory the
standard US definition of unemployment is used throughout the OECD), there are wide
variations in the activities of non-employed persons across developed countries. In
particular, wide variations in the take-up rates of various types of disability pensions and
the use of early retirement schemes can distort comparisons of countries’ unemployment
rates. Likewise, the use of public employment to ramp up overall employment can distort
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comparisons of countries’ employment to population ratios. It is proposed in this
commentary that changes in the ratio of private sector employment to population is the
preferred measure of the strength of a country’s labour market over time.

One of the central questions posed by Jackman in his paper is this: are Europe’s current
unemployment problems the result of rigid labour market institutions? He notes that
Europe enjoyed relatively low unemployment in the 1960s and 1970s, notwithstanding
the rigid labour market institutions that existed at that time. Does this therefore suggest
that the explanation of Europe’s unemployment problem lies somewhere other than the
inflexible regulatory framework governing most of Europe’s labour markets? Jackman
argues that there are a number of responses to this conundrum, including the proposition
that the cost and complexity of the regulations affecting many of Europe’s labour market
have in fact increased over time. A similar point could be made about the institutional
arrangements governing Australia’s labour market. Notwithstanding some relatively
recent reforms, it is possible to list a large number of developments from the mid 1960s
that have significantly altered the institutional landscape of Australia’s labour market.
This list includes the following:

* the aftermath of the O’Shea affair in the late 1960s and the effective demise of the
penal provisions against industrial action;

» the spread of long service leave as a standard award benefit;
» the spread of leave loading as a standard award condition;
« the spread of superannuation benefits as a standard award conditions;

« the spread of parental leave and, more recently, carer’'s leave, as standard award
benefits;

< the termination, change and redundancy (TCR) clauses in awards setting out
consultation requirements and minimum redundancy payments;

« the minimum rates adjustment process whereby the award pay of low-wage earners
was lifted through increased supplementary payments; and

« the strengthening of federal employment protection provisions from 1993.

Taken together, the effect of these changes was to raise laboucetests paribus
since most of the changes effectively added to the cost of employing workers — certainly
full-time, permanent workers. The relevance of this discussion is that in Australia, as
elsewhere, it is incorrect to assume that labour market institutions have been static; any
explanation of unemployment must therefore take into account the changes thereto.

As Jackman notes, one of the interesting features of European unemployment is the
relatively superior performances recently of some of the smaller countidethe
Netherlands, Austria and Ireland, although in the latter case, the rate of unemployment
is still high but falling. All these three countries operate a consensus-based incomes
policy. There is the broader issue, however, of the virtues of ‘smallness’, both
geographically and in population terms. In order to develop ‘encompassing coalitions’,
to use Mancur Olson’s (1971) term, itis necessary for all groups to be aware of the source
and magnitude of negative spillover effects generated by others. If these spillovers are
not obvious, it is much more difficult to generate an environment in which groups will
desist from generating these spillovers in the firstinstance. Smallness may be one feature
of such a conducive environment.
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By the same token, these countries have undertaken policies in addition to a
centralised incomes policy which may be the key to their unemployment results. For
instance, the minimum wage was reduced in the Netherlands and, in Ireland, sound fiscal
policy has been instituted. On this last point, the evidence would appear to support the
requirement of prudent fiscal policy in terms of generating an environment of low
unemployment, in combination with other features. In France, for instanfreytbéort
policy was detrimental to employment growth, irrespective of the institutional
arrangements in that country.

Returning to the core of Jackman’s paper, my main criticism is that the conclusion
does not flow from the substance of the paper. Midstream, he argues that ‘[it] may be
possible to balance the adverse effects on unemployment of particular institutions
(which may be desirable on other grounds) by further appropriately designed interventions
which hold unemployment down’ (p. 49). This implies, for instance, that a country can
run with strong employment protection laws which increase unemployment but offset
the adverse effects by pursuing active labour market programs. In other words, there are
various, feasible trade-offs that can be welfare-enhancing as well as compatible with low
unemployment. In the conclusion of the paper, however, Jackman argues that ‘[the]
model suggests that interventionary policies may assist in the short run, but in the long
run they may make things worse’ (p. 60). Of particular interest are his conclusions that
‘big bang’ reforms will lead to higher unemployment in the short run but lower
unemployment in the long run, whereas interventions to reduce unemployment may
succeed only in the short run or require additional interventions to produce sustained low
unemployment over time.

Admittedly, Jackman’s model is rudimentary but it does highlight the dynamics of the
process and the lags between policy action and final outcomes. Unfortunately, we do not
understand very well either the nature or duration of these lags. In addition, it remains
unclear, among the range of regulatory interventions in labour market, which really bind
and which effectively match the market and are therefore neutral in their impact. There
is scope for important further research in both these areas.

Overall, Jackman’s paper is a useful contribution to the debate on unemployment.
Given the fashion of comparing the US and Europe in total, his paper is a useful reminder
of the diversity of outcomes across European countries and the variability over time. The
answers are much more complex than simple comparisons between the US and Europe
allow. His model highlights the importance of the government’s objectives in respect of
unemployment and the potentially perverse effects of interventions when the outcomes
are viewed dynamically.
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2. General Discussion

Discussion of the papers by Larry Katz and Richard Jackman focused on four issues:
« the role of income mobility in offsetting inequality in income distribution;
 the labour market experiences of different sections of the population;
 the analysis of shifts in the natural rate of unemployment; and
» the complementarity of policies and institutions in labour market adjustment.

Some participants noted that greater inequality in the distribution of income would not
be such a problem if there was a large degree of income mobility. Thatis, if workers enter
the workforce at the lower end of the income distribution but move up the distribution
over their working lives, from a lifetime perspective, inequality would be less of an issue.
It was noted that across countries, those with greater income inequality appear to exhibit
greater income mobility. However, in the US, there has been little change in income
mobility to offset the widening in the income distribution in the past two decades.

There was some discussion of the varied labour market performance of different
groups of labour market participantsin different countries. The employment to population
ratio of prime-aged males in the US has declined in recent years, and does not compare
favourably with the European experience for this group. Some part of this is due to the
high levels of incarceration of prime-aged males in the US. However, for nearly all other
labour market groups, the employment to population ratios are much greater in the US
than in Europe. In particular, it was noted that the US had been very successful in
absorbing the increase in the labour supply of females. It was argued that this difference
was in part the result of labour market regulations and institutions primarily being
designed to protect the jobs of prime-aged males in Europe, whereas this was not the case
in the US.

Estimates of the natural rate are generally imprecise, so it may be difficult to discern
movements in the natural rate through time. Consequently, some participants suggested
examining movements in the Beveridge curve, which plots the relationship between
unemployment and job vacancies. However, for the US, the Beveridge curve is difficult
to estimate because of unreliable vacancies data. This has been further complicated by
an increased reliance on temporary help agencies in matching workers looking for jobs
with vacancies, which has reduced the number of measured vacancies. One participant
noted that when comparing Beveridge curves across countries, it was important to bear
in mind that differences in wage-setting institutions will shift an economy along a given
Beveridge curve as well as shift the curve itself.

Finally, most participants agreed that it was essential to consider labour market
institutions and policies as a whole when assessing their impact on labour market
outcomes, and when considering a set of policy measures to reduce unemployment.
There are complementarities between policies so that the total impact of a set of labour
market reforms implemented concurrently is likely to be greater than the sum of the
impact of the reforms implemented in a piecemeal fashion. Furthermore, introducing
only one reformin isolation from other reforms is likely to reduce its impact. Participants
noted that there is both empirical and theoretical evidence of the importance of the
complementarities.



Dimensions, Structure and History of
Australian Unemployment

Jeff Borland and Steven Kennédy

1. Introduction

Itis commonly presumed that — with the exception of wartime — the Great Depression
of the 1930s marked the low point in the level of well-being in industrial societies in the
twentieth century. Certainly, there is much to support this presumption. As Figure 1
illustrates, there has been no other period in Australia where the rate of unemployment
remained at such high levels for such a sustained length of time. However, it is also
important to recognise that comparisons between the Great Depression and other periods
are a matter of degree. The average rate of unemployment since the mid 1970s might not
have been as high as during the Great Depression, but it is much closer to the average

Figure 1: Unemployment Rate — 1900/01 to 1996/97
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during that time than, for example, in the thirty years prior to the mid 1970s. Moreover,
the current episode of mass unemployment must be considered by historical standards
to have now persisted for a very long period. Viewed from this perspective there can be
little doubt that unemployment should properly be regarded as the most significant
economic and social problem currently facing policy-makers in Australia.

This paper provides an overview of the main features of unemployment in Australia,
and its consequences. Its main objectives are to:

» describe the main features of the evolution and distribution of unemployment;

« present information on labour market outcomes underlying the changes in
unemployment — with the aim of providing some insights into the nature of
unemployment and its potential causes; and

« describe a range of consequences of unemployinent.

Section 2 describes the evolution of the rate of unemployment in Australia from the
mid 1970s. Section 3 presents a variety of information on the background to changes in
the rate of unemployment — how changes in employment and labour force participation
have affected unemployment; the relation between labour market flows and
unemployment; and on long-term unemployment. Section 4 describes the distribution of
unemployment between different demographic and skill groups, and examines in some
detail the issues of teenage and regional unemployment. Section 5 reviews a range of
consequences of unemployment — relating, for example, to effects on the distribution of
income and life satisfaction. A brief summary is presented in Section 6.

2. The Evolution of Unemployment

A number of distinct phases characterise the evolution of unemployment in Australia
since the mid 1970s. Figure 2, which shows the rate of unemployment from 1966:Q3 to
1998:Q1, illustrates these phases. In the first phase, from the mid to late 1970s, the rate
of unemployment increased from around 2 per cent to 6 per cent. This increase was not
significantly reversed in the subsequent period from the late 1970s to early 1980s. The
second phase, in the early 1980s, saw the rate of unemployment increase from about
6 per cent to 10 per cent. This increase was reversed during a six and a half year period
from the mid to late 1980s. In the third phase, from the late 1980s to early 1990s, the rate
of unemployment increased from about 6 per cent to 11 per cent. Some reversal of this
increase has subsequently taken place. In April 1998 the rate of unemployment was
around 8 per cent.

Two main features stand out from this description of changes in the rate of
unemployment. First, from a starting point in the early 1970s to the present, there has
been an upward trend in the rate of unemployment. Much of this upward shift appears
to be accounted for by increases in the rate of unemployment between the mid and late
1970s which were not subsequently reversed. Second, there has been a strong cyclical
pattern to changes in the rate of unemployment. The size and speed of increases in
unemployment have represented a significant departure from the period prior to the

1. Previous reviews of unemployment in Australia are Fahrer and Heath (1992), Goetlatl¢#995),
Dorrance and Hughes (1996), Freebairn (1997), Groenewold and Hagger (1998a), and Debelle and
Swann (1998).
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Figure 2: Unemployment Rate
Civilian population aged 15 years and over; seasonally adjusted
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mid 1970s. A further important aspect of cyclical changes has been an asymmetry in the
speed of upward and downward adjustment in the rate of unemployment. This is
particularly evident in changes in the rate of unemployment during the 1980s.

An alternative perspective on the evolution of the rate of unemployment in Australia
can be obtained from studies of the natural rate. Figure 3 shows estimates of the natural
rate of unemployment taken from econometric studies. Measures of the natural rate of
unemployment are intended to abstract from short-term cyclical fluctuations in the rate
of unemployment and hence provide useful information on the ‘permanent’ or ‘general
equilibrium’ component of the rate of unemployment (Friedman 1968). The studies
summarised in Figure 3 use various approaches to estimate the natural rate of
unemployment — for example, estimation of a NAIRU from a Phillips curve; estimation
of a structural model for unemployment with steady-state conditions imposed to derive
a natural rate of unemployment; and estimation of a Beveridge curve relation with
steady-state conditions again imposed to derive the natural rate of unemployment. One
problem with estimates of the natural rate of unemployment is that their associated
confidence intervals are often extremely large. Nevertheless, the studies shown in Figure 3
present a story that is consistent with the interpretation of movements in the actual rate
of unemployment presented above. First, itappears that the natural rate of unemployment
increased from around 2 per centto 6 per cent from the mid 1970s to early 1980s. Second,
most studies show the natural rate of unemployment remaining constant or increasing
only slightly from the early 1980s onwards. A ‘consensus’ estimate of the natural rate
of unemployment in the mid 1990s would appear to be betwéean@l 7/2 per cent.
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Figure 3: Estimates of the ‘Natural’ Rate of Unemployment
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3. Behind the Rate of Unemployment

3.1

Underlying changes in the rate of unemployment are changes in employment and the
labour force. Figure 4 shows long-run trends in these series for males and females.
Labour force participation for males and females has moved in opposite directions. For
females, the participation rate has increased from 36.6 per cent to 53.6 per cent between
August 1966 and February 1998, whereas for males, the participation rate declined from
84.2 to 73.0 per cent over the same period. For males, the employment/population rate
also declined — primarily due to decreases in the full-time employment/population rate
(from 71.1 per cent to 58.8 per cent between February 1978 and February 1998). At the
same time, increases in the part-time employment/population rate for females (from
13.5 per cent to 21.4 per cent between February 1978 and February 1998) have caused
a significant rise in the employment/population rate for females.

Employment and labour force participation
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Figure 4: Employment/Population Rate and Labour Force
Participation Rate
Civilian population aged 15 years and over
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How have these changes in employment/population and labour force participation
rates affected the rate of unemployment? To investigate this issue, Table 1 reports the
results of a decomposition analysis of the effects on the aggregate rate of unemployment
of changes in male and female employment/population and labour force participation
rates. For example, the first row in Table 1 shows that between 1974:Q2 and 1978:Q3
the rate of unemployment increased by 4.4 percentage points. Declines in the male
full-time employment/population rate over this period would have had the effect—absent
any other changes in employment or labour force participation — of increasing the rate
of unemployment by 6.6 percentage points.

A first main finding from the decomposition analysis is that cyclical phases where
increases in the rate of unemployment occur have primarily been associated with
decreases in the male full-time employment/population rate; on the other hand, in the
main cyclical phase where decreases in the rate of unemployment occurred (during the
1980s), the most significant factors affecting the rate of unemployment were large
increases in the female full-time and part-time employment/population rates which were
offset by significant growth in female labour force participation (see also Gregory 1991).
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Table 1: Sources of Changes in the Rate of Unemployment
Seasonally adjusted

. Males Females

Period Change in

rate of UE

FTE/POP PTE/POP LFP/POP FTE/POP PTE/POP LFP/POP

1974:Q2—-
1978:Q3 +4.4 +6.6 -1.3 -2.4 +2.3 -1.6 +1.0
1978:Q3-
1981:Q2 -0.9 -0.1 -0.1 -0.7 0.0 -0.7 +0.5
1981:Q2—-
1983:Q2 +4.7 +5.0 -0.3 -1.1 +1.1 +0.3 +0.1
1983:Q2-
1989:Q4 -4.5 -1.1 -1.3 -0.8 -3.4 -4.1 +5.7
1989:Q4-
1993:Q3 +5.3 +6.3 -0.8 -1.6 +1.7 -0.5 0.0
1993:Q3-
1998:Q1 -2.7 -0.3 -1.3 -0.5 -0.8 -1.7 +1.4

Notes: UE denotes unemployment; FTE, full-time employment; PTE, part-time employment; POP,
population; and LFP, labour force.
The decomposition is derived from:
RUE, = -In[a,,((FTE/POP)  POP/LFP) ) + o ((PTE/POP), LPOP/LFP) ) +

(- an)(FTE/POP); POPILFP)) + (1~ ay )((PTE/POP); [{POP/LFP),)]

where RUE is the rate of unemployment,, = proportion of males in labour force at tirge
(FTE/POP),,;, and (PTE/POP),,,, are the full-time and part-time employment/population rates for
males, and(POP/LFP), is the inverse of the labour force participation rate for males. The
decomposition of the change in the rate of unemployment between gariaits 1 is undertaken
by sequentially varying components of the expression for the rate of unemployment (front period
to periodt+1 values) in order as shown in the table. Findings from the decomposition analysis were
not found to be affected by changes to the order of decomposition. Note that the decomposition is
approximate so that the individual effects do not sum exactly to the change in the rate of
unemployment.

Source: See Figure 2.

To investigate the sources of changes in employment across cyclical phases in a little
more detail, Table 2 presents changes in employment by industry by gender for selected
cyclical phases. Columns (1), (2) and (4) show changes in employment by industry for
males during cyclical phases in which increases in the rate of unemployment occurred,
and column (3) shows changes in employment by industry for females in the 1980s
period where the rate of unemployment decreased. A strong pattern emerges from this
table. Declines in employment for males in each downturn have been concentrated
primarily in manufacturing, construction and agriculture. For females, employment
growth has occurred mainly in trade, finance, community services and personal services
industries.



74 Jeff Borland and Steven Kennedy

Table 2: Changes in Total Employment by Industry
Selected cyclical phases

1974.Q3 — 1981:Q2 — 1983:Q2 — 1989:Q4 —
1978:Q3 1983:Q2 1989:0Q4 1993:Q3
Males Males Females Males

Industry Q) 2) ?3) 4)
A. Total (thousands)
Agriculture -39.9 -7.1 141 -21.7
Manufacturing -123.9 -101.8 34.7 -102.0
Construction -36.8 -67.2 32.6 -49.3
Wholesale/retail trade 63.2 -9.0 241.3 -6.2
Finance, propertgtc 16.6 0.9 165.0 -14.6
Community services 66.6 -5.5 228.6 13.8
Recreation, personal 5.9 2.8 115.3 11.2
servicestc
Other 52.1 375 75.9 -36.5
B. Percentage
Agriculture -11.9 -2.2 135 -6.9
Manufacturing -12.3 -10.7 114 -11.3
Construction -7.6 -15.3 69.5 -9.3
Wholesale/retail trade 9.4 -1.2 40.8 -0.6
Finance, propertgtc 7.1 0.2 62.0 -3.1
Community services 23.7 -1.4 34.9 2.8
Recreation, personal 4.1 1.6 52.4 4.2
servicestc
Other 8.0 4.1 38.0 -25

Notes: Data are for 1974:Q3 rather than 1974:Q2, as industry employment information is only available for
the August quarter in that year. Data are not seasonally adjusted.

Sources:Data for pre-1978 -The Labour Force, Australia, Historical Summary 1966 to 1984
ABS cat. no. 6204.0, Table 20; for 1978-89The Labour Force, Australia, 1978-1989
ABS cat. no. 6204.0, Table 13; and for 1993Labour Force, Australia, August 1993
ABS cat. no. 6203.0, Table 41.

A second finding from Table 1 is that the current period of expansion in the 1990s,
although now almost as long as that during the 1980s, has not brought the same
magnitude of reduction in unemployment, and in particular, has had much weaker
growth in female employment and labour force participation. In fact, had female labour
force participation grown at the same rate in the expansion in the 1990s as in the 1980s
expansion, itis apparentthatthe rate of unemployment would now be about 3.5 percentage
points higher.

Further detail on outcomes in expansionary periods is presented in Figure 5, which
compares the paths of real output and employment of males and females between the
expansion during the 1990s (beginning 1993:Q3) and the 1980s expansion (beginning
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1983:Q2). Each series is normalised to have a value of 100 at the start of each recovery.
The upper panel shows that growth in real Gross Non-farm Product in the 1990s has been
below its 1980s path in recent periods, but only slightly so. (Comparisons using real
GDP(A) and real GDP(A) per capita are very similar.) The lower panel shows that male
employment has evolved at a similar rate in the 1990s to the 1980s; however, growth in
female employment has been much slower than during the 1980s — in particular over the
past nine quarters.

Figure 5: Comparison of Expansions — 1980s and 1990s
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Sources: Real gross non-farm GDP (seasonally adjusted) — DX data — NPDQ.AK9ONFP#A; employment
(seasonally adjusted) — see Figure 2.

2. Debelle and Swann (1998) also present a comparison of the 1980s and 1990s expansions. That study,
however, uses movements in real GDP rather than unemployment to date cyclical phases. Their beginning
dates for the expansions are therefore 1983:Q1 and 1991:Q2 rather than 1983:Q2 and 1993:Q3.
Comparison of the evolution of the rate of unemployment between expansions is somewhat sensitive to
the difference in dating methods. However, the studies have in common the finding that female
employment and labour force growth have been significantly weaker in the 1990s than 1980s expansion.
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What can explain the slower growth in female employment in the current expansion
comparedtothe 1980s? Possible explanations involve both demand-side and supply-side
influences. On the demand side, Figure 5 suggests that a small fraction may be due to
slower employment growth across all industries associated with the slightly lower rates
of GDP growth. However, much more important would seem to be a set of specific
demand-side factors which caused slower employment growth in industries which are
female-dominated. Between November 1995 and February 1998, only 46 500 extra jobs
have been created in the retail, finance/insurance/property, and health and community
services industries; whereas female employment increased by around 215 500 in these
industries in the similar phase of the 1980s expandiba [abour Force, Australia,
1978-1995ABS cat. no. 6204.0). This difference can account for about one-half of the
difference in total female employment growth between the 1980s and 1990s expansionary
phases. The message from these numbers appears to be that female employment has been
particularly badly affected by the depressed performance of the retail sector, by
downsizing in the finance/insurance industry, and by public sector cutbacks in the health
and community services sector.

On the supply side, a number of factors might have played a role. First, it is possible
that there has been increasing competition between males and females for part-time jobs.
Male part-time employment has grown steadily over the past decade (from 6.6 per cent
to 11.5 per cent of total employment between February 1988 and February 1998).
Growth in the proportion of males seeking part-time employment has probably been due
both to increases in the proportion of younger males in schooling, and to constraints on
the availability of full-time jobs for males aged 25-54 years. Second, changes to
government benefits during the 1990s — for example, increases in payments to females
who are at home looking after children, and reductions in assistance for child-care — may
have increased the reservation wage and hence reduced labour supply of females with
dependent children. Data on female labour force participation by family status — which
show that the phenomenon of slower participation growth has been more pronounced for
females in families with dependent children than without dependent children — tend to
support this argument. For example, between July 1983 and June 1987, labour force
participation of females in families with dependent children rose from 45.2 per cent to
54.1 per cent, whereas between June 1993 and June 1997, participation increased only
slightly from 59.6 per cent to 60.9 per cent. Over the same periods, labour force
participation of females in families without dependent children increased from
37.1 per cent to 41.0 per cent, and from 45.8 per cent to 48.0 petLabou( Force
Status and Other Characteristics of Famili@sistralia ABS cat. no. 6224.0). Third,
reductions in average mortgage repayments since the early 1990s may, through an
income effect on labour supply, have caused lower female labour force participation (see
Connolly and Spence (1996) for evidence on the effect of home loan ‘affordability’ on
female labour supply).

3.2 Labour force flows

Changes in the stocks of persons unemployed provide a ‘pointin time’ perspective on
the evolution of unemployment. However, any change in stocks which takes place
between two points in time will be composed of flows into and out of unemployment
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which occur in that time interval. This can be seen in the following decomposition of the
change in the rate of unemployment between time petiaadt+1:

ARUE ., = [(lt,t+1 - Ot,t+1)/ L] + U2/ Liyq) = (/L)) (1)

wherel ., andO,,, are, respectively, inflows to and outflows from unemployment
between periodsandt+1, andU, andL, unemployment and labour force at period
Equation (1) shows that changes in the rate of unemployment can be expressed as a
function of inflows to and outflows from unemployment as a proportion of the labour

force, plus a residual term which depends on the change in the labour force.

Two data sources are available to study flows into and out of unemployment in
Australia. First, using monthly data from the AB&our Force Survegn numbers of
persons unemployed and in the labour force, and on the numbers of persons with
unemployment durations of less than or equal to four weeks, it is possible to calculate
approximate monthly series of inflows and outflows. Second, data on gross flows using
matched records from the AB&bour Force Survegre also available (Dixon (1998)
describes some problems which exist with the latter data source).

Table 3 presents information on flows into and out of unemployment using information
from the first data source. Inflows and outflows — in aggregate and for disaggregated
gender and age groups — are expressed as a proportion of the total labour force. Hence,
following Equation (1), each entry can be read as the per month effect of inflows or
outflows on the aggregate rate of unemployment. For example, the entry for males for
1978:Q3-1981:Q2 shows that the average monthly effect of inflows to unemployment
by males over this period was to increase the aggregate rate of unemployment by
0.61 percentage points; over the same period the effect of outflows was to lower the
aggregate rate of unemployment by 0.63 percentage points per month.

A number of findings emerge from Table 3. First, inflows and outflows follow a
predictable cyclical pattern. Inflows are relatively higher during periods where the rate
of unemployment rises, whereas outflows are relatively higher during periods where the
rate of unemployment falls. Second, female inflows and outflows are disproportionately
large relative to their labour force share; however, cyclical changes in netinflows minus
outflows for males are larger than for females. Figure 6 also shows that the average
duration of unemployment has displayed — at least until the end of the 1980s — larger
cyclical variability for males than females. Third, inflows and outflows for young labour
force participants are disproportionately large relative to their labour force share; but
cyclical fluctuations —in net inflows minus outflows — are mainly driven by labour force
participants aged 25 years and above. Again, Figure 6, which shows little cyclical
variation in unemployment of teenage labour force participants, is consistent with this
finding.

A final point is that there is some evidence of an increase in the sum of aggregate
unemployment outflows and inflows for males. To investigate this issue further, Figure 7
uses the second data source to present information on the sum of flows into and out of
unemployment from employment and out of the labour force as a proportion of the total
labour force. Little change in either series is evident for females; however, for males both
series are clearly at a higher level in the 1990s expansion than in the 1980s expansion.
On average, about 90 000 extra males are moving into and out of unemployment each
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Table 3: Monthly Flows Into and Out of Unemployment as a Proportion
of Total Labour Force
Civilian population aged 15 years and over

Average Average Average Average Average
inflow per outflow per  labour inflow per outflow per
month month  force effect month month
Persons 15-19 years
1978:Q3—- 0.01307 0.01316 -0.00938 1978:Q3—- 0.00437 0.00445
1981:Q2 1981:Q2
1981:Q2—- 0.01426 0.01222 -0.00691 1981:Q2—- 0.00441 0.00419
1983:Q2 1983:Q2
1983:Q2— 0.01392 0.01439 -0.01642 1983:Q2—- 0.00427 0.00433
1989:Q4 1989:Q4
1989:Q4—- 0.01469 0.01346 -0.00327 1989:Q4—- 0.00405 0.00397
1993:Q3 1993:Q3
1993:Q3—- 0.01401 0.01441 -0.01384 1993:Q3—- 0.00380 0.00381
1997:Q4 1997:Q4
Males 20-24 years
1978:Q3—- 0.00616 0.00630 1978:Q3—- 0.00275 0.00280
1981:Q2 1981:Q2
1981:Q2—- 0.00715 0.00570 1981:Q2—- 0.00304 0.00262
1983:Q2 1983:Q2
1983:Q2— 0.00654 0.00687 1983:Q2—- 0.00283 0.00292
1989:Q4 1989:Q4
1989:Q4— 0.00734 0.00649 1989:Q4— 0.00284 0.00267
1993:Q3 1993:Q3
1993:Q3—- 0.00704 0.00732 1993:Q3—- 0.00264 0.00271
1997:Q4 1997:Q4
Females 25+ years
1978:Q3—- 0.00690 0.00686 1978:Q3- 0.00594 0.00591
1981:Q2 1981:Q2
1981:Q2—- 0.00710 0.00651 1981:Q2—- 0.00679 0.00540
1983:Q2 1983:Q2
1983:Q2— 0.00737 0.00751 1983:Q2—- 0.00682 0.00712
1989:Q4 1989:Q4
1989:Q4— 0.00735 0.00697 1989:Q4—- 0.00779 0.00681
1993:Q3 1993:Q3
1993:Q3—- 0.00697 0.00709 1993:Q3- 0.00755 0.00788
1997:Q4 1997:Q4

Notes: Inflows to unemployment between mon#ndt+1 are estimated as the number of persons who
reported having been unemployed for 4 weeks or less in mo@thtflows from unemployment
between monthsandt+1 are then estimated as inflows plus unemployment in nieatminus
unemployment in month

Sources:Labour Force, AustraliapABS cat. no. 6203.0. Flows into and out of unemployment — information
on duration of unemployment (e.g. Table 27 in August 1997) from each monthly publication. Labour
force — information on numbers of persons unemployed and on labour force from Figure 2.
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Figure 6: Average Duration of Unemployment
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Notes: Data are annual August observations for the civilian population. The unemployment spells are
incomplete.

Sources: Data for 1978-95Fe Labour Force, Australia, 1978—-1998BS cat. no. 6204.0, Table 21; data
for post-1995 -tabour Force, AustraliaABS cat. no. 6203.0.

month in the 1990s expansion compared to a comparable period in the 1980s. This may
represent one factor behind anecdotal evidence of increases in job insecurity in Australia
in the 1990s.

3.3 Hidden unemployment

Conventional unemployment measures do not capture two important dimensions of
underutilisation of labour. First, some persons may be in employment but working less
hours than they would like. Second, there may be ‘hidden unemployed’ who remain out
ofthe labour force but who would like to be employed. Measuring hidden unemployment
as the number of persons who are out of the labour force but report being ‘discouraged
workers’, or as the number of persons who are classified as ‘marginally attached to the
labour force’, yields estimates of the total rate of unemployment of 9.8 per cent or
16.6 per cent respectively in September 199&rgons Not in the Labour Force,
Australia, September 199ABS cat. no. 6220.0, Table 1). At that time the official rate
of unemployment was 8.7 per cent. In addition, recent estimates by Wooden (1996)
indicate that the rate of underutilisation of labour in Australia can be estimated as equal
to double the rate of unemployment.
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Figure 7: Monthly Gross Flows as a Proportion of Total Labour Force
Civilian population aged 15 years and over; seasonally adjusted;
five-month moving average
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Notes:  Gross flows information are used to calculate estimates of labour force in each month. Data are
seasonally adjusted using ratio to moving average method. Missing data for October 1982 were
interpolated as the mean of observations for September and November 1982.

Sources:Labour Force, AustraliaABS cat. no. 6203.0. Information from each monthly publication (e.g.
Table 33 in August 1997). Unpublished data on gross flows for September—December 1987 and
September—December 1992 were kindly provided by Robert Dixon.

3.4 Long-term unemployment

Australia’s prolonged experience with high rates of unemployment has meant that
attention has focused on the issue of long-term unemployment (e.g. Junankar and
Kapuscinski 1991). In February 1998 about 250 000 persons had been unemployed for
over a year. This represented approximately thirty per cent of the total group of
unemployed persons. Figure 8 shows the relation between the rate of unemployment and
rate of long-term unemployment in Australia. Itis evident that the two series are strongly
correlated with movements in the rate of long-term unemployment slightly lagging
movements in the rate of unemployment. Interestingly, it does not appear that —
correcting for cyclical factors — there has been any long-run increase in the rate of
long-term unemployment (see also EPAC 1996, p. 131). This may suggest that
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hysteresis-type influences on unemployment associated with the proportion of long-term
unemployed (e.g. changes in average search effectiveness) are not likely to have had a
significantimpact in Australia in the period since the late 1970s. In interpreting Figure 8,

it is, however, also important to be aware that policies to alleviate unemployment may
have impacted disproportionately on long-term unemployed, and that labour force
withdrawal may have been greater amongst long-term than short-term unemployed.

Figure 8: Rate of Unemployment and Rate of Long-term Unemployment
Civilian population aged 15 years and over; seasonally adjusted
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Sources:1978-95 —The Labour Force, Australia, 1978-1998BS cat. no. 6204.0, Table 23;
post-1995 - abour Force, AustralipABS cat. no. 6203.0, Table 26.

4.  The Distribution of Unemployment

4.1 The current situation

The incidence of unemployment in Australia varies between labour force participants
with different demographic and skill characteristics. To illustrate this point, Table 4
presents information on the rate of unemployment and distribution of unemployment for
a variety of demographic and skill groups. Unemployment is concentrated
disproportionately amongst younger and less-educated labour force participants. The
incidence of unemployment is also disproportionately high for workers whose last job
was as a labourer or tradesperson, and in the manufacturing, construction and
accommodation/restaurant/cafe sectors. Unemployment does not appear to be unevenly
distributed between Australian-born and immigrant labour force participants; however,
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Table 4: The Distribution of Unemployment
Civilian population aged 15 years and over; February 1998
Rate of Percentage Percentage  Percentage of
unemployment of labour force of unemployed  long-term
unemployed
A. Age
Males
15-19 22.7 4.2 10.6 4.7
20-24 15.3 6.6 11.0 9.6
25-34 7.8 14.2 12.3 14.1
35-44 6.7 14.1 10.5
45-54 6.1 11.5 7.8 273
55-64 7.2 6.3 5.0 8.0
Females
15-19 21.0 4.0 9.4 47
20-24 12.6 5.6 7.8 6.5
25-34 7.4 10.7 8.7 6.1
35-44 7.8 10.8 9.4
45-54 5.7 8.8 5.6 166
55-64 55 3.2 1.9 2.4
B. Education
Males
Degree 6.1 7.7 4.1
Diploma 8.0 54 3.9
Vocational qualification 8.2 16.1 11.7
Completed high school 135 9.7 11.7
Not completed high school 16.3 19.1 27.8
Females
Degree 6.3 6.3 3.1
Diploma 5.0 5.0 29
Vocational qualification 7.6 7.6 6.9
Completed high school 8.5 8.5 10.2
Not completed high school 14.6 14.6 17.7
C. Occupation
Manager/administrator 1.3 7.1 2.0 1.7
Professional 2.4 27.0 14.7 11.0
Tradesperson 5.0 13.8 154 151
Laboureretc 9.8 10.5 23.1 28.6
Clerk/salesperson/service 4.0 32.1 29.3 26.6
worker
Production/transport worker 7.4 9.5 155 17.0

continued
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Table 4: The Distribution of Unemployment(continueq
Civilian population aged 15 years and over; February 1998

Rate of Percentage Percentage Percentage of
unemployment of labour force of unemployed long-term
unemployed
D. Industry
Agriculture 5.2 5.5 6.2 5.4
Manufacturing 6.4 13.9 19.0 22.1
Construction 5.9 7.6 9.5 12.2
Trade 4.8 21.8 224 20.5
Accommodatioretc 5.7 4.9 6.0 5.1
Transport/storage 4.6 4.9 4.9 6.0
Finance, businessc 3.7 11.0 8.7 7.9
Government 4.5 4.1 4.1 6.8
Education/healtletc 2.4 16.3 8.4 6.9
Personal services 8.9 2.6 4.9 25
Other 3.6 7.4 5.9 4.6
E. Immigrant status
Australian-born 8.9 75.4 74.1
Immigrant 9.5 24.6 25.9
Time of arrival:
pre-1976 7.1 13.9 8.8
1976-85 8.9 6.8 5.8
1986-95 12.1 6.5 8.7
post-1995 17.0 1.4 2.6
F. Family status
Family
Husband/wife 5.6 58.5 36.2
with dependents 5.7 33.8 21.6
without dependents 5.4 24.7 14.6
Sole parent 174 4.2 8.1
Dependent student 18.9 4.7 9.9
Non-dependent child 14.0 19.2 124
Other family member 16.3 1.6 29
Non-family 115 15.1 19.3
Other 11.8 34 4.5

Notes: Unemploymentrates by education are for the civilian population aged 15 to 69 years in February 1994.
Labour force and unemployment by occupation and industry include as employed, all persons
employed in the respective occupation or industry at the time of the survey, and as unemployed, all
persons who were unemployed at the time of the survey who had worked for at least two weeks
full-time in the previous two years and whose last job was in the respective industry or occupation.

Sources:Labour Force, AustraliaABS cat. no. 6203.0, February 1998; drabour Force Status and
Educational Attainment, Australi@BS cat. no. 6235.0, February 1994.
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within the group of immigrant labour force participants, unemployment is
disproportionately concentrated on more recent arrivals. Across family groups, the
shares in total unemployment of sole parents, dependent students and non-family
members are above their labour force shares, whilst the reverse is the case for partners
in couple families. However, recent research by Miller (1997) does show that amongst
couple families, a large proportion of total unemployment in the 1990s is accounted for
by families where both husband and wife were unemployed.

4.2 Changes over time

Although at any point in time unemployment is likely to be disproportionately
concentrated on particular demographic or skill groups of workers, it is not the case that
there are groups of labour force participants who have been immune from increases in
unemployment. Figure 9 presents information on rates of unemployment for disaggregated
age and education groups. Analysis by age indicates that while unemployment rates for
younger participants are above those for older participants throughout the period since
1970, and have displayed greater cyclical sensitivity, all groups have experienced
increases in unemployment rates. Moreover, taking out the period prior to 1978 the
upward trend in unemployment rates has been quite similar between age groups.

Figure 9: Rate of Unemployment by Age and Education Attainment
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Notes: Data on rate of unemployment by educational attainment between 1979 and 1989 are for the civilian
population aged 15+ years, and for 1990 to 1994 are for the civilian population aged 15 to 69 years.

Sources: Data by age for pre-1978The Labour Force, Australia, Historical Summary 1966 to 1984
ABS cat. no. 6204.0, Tables 6 and 32; 1978-9%he Labour Force, Australia, 1978-1995
ABS cat. no. 6204.0, Table 6; post-199babour Force, AustraliaABS cat. no. 6203.0; data by
education -Labour Force Status and Educational Attainment, AustralS cat. no. 6235.0,
1979-94.
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Analysis by level of educational attainment also reveals increases in the rate of
unemployment for all groups — although for those persons with a degree or diploma,
increases in the rate of unemployment are largely confined to the most recent downturn.

Table 5 reports predicted unemployment probabilities for male and female labour
force participants in different age and education categories, and by immigrant status.
These probabilities are derived from probit regressions for the determinants of
unemployment estimated separately for 1982, 1986, 1990 and 1994/95 using
individual-level data on persons aged 25-64 years from theldd&fne Distribution
Survey(IDS). Persons aged 15-24 years are excluded to avoid problems associated with
large increases in school retention for that age group over the sample period. The ‘base
case’isthat of an Australian-born labour force participant with no post-school qualification
aged 35-44 years. The findings therefore show, for example, that the probability of
unemployment in 1982 for an Australian-born male aged 25-34 with no post-school
qualification was 9.1 per cent.

A number of findings emerge from this analysis. First, increases in the probability of
unemployment have occurred for both males and feridlkggregate-level data show
that the rate of unemployment for females was above that of males prior to 1990:Q3, and
thereafter has been below the male rate of unemployment.) Second, consistent with
Figure 9, it appears that increases (and decreases) in the probability of unemployment
tend to occur simultaneously for labour force participants in all age and education
groups. Third, for some groups of immigrants, the probability of unemployment is
significantly greater than for Australian-born labour force participants. Thisis particularly
the case for immigrants from Asia/Africa.

4.3 Teenage unemployment

The magnitude of teenage unemployment, and its potential long-term consequences,
have meant that it has been the subject of much attention (see for example, Wooden
1998). It has already been shown in Table 4 that teenagers account for a disproportionate
share of total unemployment. Table 6 provides some further descriptive information on
the nature of teenage unemployment in February 1998 by disaggregating between
students (high school or tertiary) and non-students, and full-time and part-time labour
force participants. It is evident that unemployment amongst students seeking part-time
jobs, and non-students seeking full-time jobs, accounts for most of teenage unemployment.
Figure 10 presents the rate of unemployment for these groups of teenagers between 1979
and 1997. Rates of unemployment for students seeking part-time jobs and non-students
seeking full-time jobs were similar until 1990, but since that time have diverged sharply.
The main explanation for this divergence appears to be a rapid decline in full-time
employment of teenagers between 1990 and 1992, primarily in manufacturing, retail
trade and finance industries.

3. In 1986, the predicted probability of unemployment for females relative to males is much higher than in
1982 or 1990, and higher than would be suggested by aggregate data. However, the pattern whereby female
unemployment probabilities tend to be above those for males in 1982 to 1990, and below those for males
in 1994/95, is consistent with aggregate-level data from the lA&®8ur Force Survey
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Table 5: Predicted Probability of Unemployment
(Conditional on Labour Force Participation)
Population aged 25 to 64 years

Year

1982 1986 1990 1994/95
A. Males
Age
25-34 0.09® 0.080» 0.090% 0.118d
35-44 0.055 0.056 0.067 0.085
45-54 0.038 0.054 0.038 0.085
55-64 0.054 0.070 0.072 0.192
Education
Degree+ 0.01® 0.008» 0.016% 0.023
Diploma 0.02# 0.020» 0.039 0.0468%
Trade qualification 0.048 0.081 0.038d 0.048d
No post-school qualification 0.055 0.056 0.067 0.085
Immigrant status
Australian-born 0.055 0.056 0.067 0.085
United Kingdom 0.07® 0.096% 0.0902 0.096
Other Europe 0.092 0.090» 0.108d 0.091
Asia/Africa 0.10 0.209d 0.164d 0.208d
Americas/Oceania 0.090 0.0872 0.0872 0.133%
B. Females
Age
25-34 0.08® 0.1499 0.103% 0.096
35-44 0.061 0.096 0.070 0.074
45-54 0.051 0.033 0.055% 0.059
55-64 0.02® 0.095 0.04® 0.1029
Education
Degree+ 0.030 0.0223 0.027 0.0420
Diploma 0.031 0.040 0.047 0.0522
Trade qualification 0.061 0.091 0.076 0.072
No post-school qualification 0.061 0.096 0.070 0.074

continued
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Table 5: Predicted Probability of Unemployment
(Conditional on Labour Force Participation) (continued
Population aged 25 to 64 years

Year

1982 1986 1990 1994/95
Immigrant status
Australian-born 0.061 0.096 0.070 0.074
United Kingdom 0.074 0.130 0.162 0.068
Other Europe 0.083 0.124 0.192 0.131®@
Asia/Africa 0.12%® 0.191@ 0.177 0.207
Americas/Oceania 0.079 0.133 0.232 0.095

Notes: Data are for persons aged 25—-64 who are in the labour force. Labour force status is defined from the
variable ‘employment status brief’ in 1982, 1990 and 1994/95, and from the variable ‘labour force
status in main and second job’ in 1986. Information on coding of other explanatory variables is
available on request from the authors.

Regressions were estimated separately by year and for males and females. Each regression includes
as controls a constant, three dummy variables for age, three dummy variables for education
attainment, four dummy variables for country of birth, and six dummy variables for state of
residence. The omitted categories (base case) are age 35-44, no post-school qualification,
Australian-born and resident of NSW.

(a) Significantly different at the 5 per cent level from the ‘base case’ probability in the respective

sample year for the respective gender group. The standard error of the difference between the
predicted probabilities of unemployment in the base case and an alternative case is calculated
as [p(xb)x; — d(xob)X]1 V [B(X,b)x, — @(Xb)x,] where @ is the normal probability density
function, andV is the variance-covariance matrix from the probit regression equation for
unemployment.

Sources: ABSIncome Distribution Survey Unit-record Files, 1982, 1986, 1990 and 1994/95.

Two other points regarding teenage employment are worth noting. First, the composition
of teenage unemployment has changed significantly over time. A much larger share of
unemployed teenagers are now students compared to the late 1970s. This is explained by
growth in the proportion of teenagers in high school or tertiary institutions, and by
increased labour force participation of teenagers who are students. From August 1979
to August 1997, the proportion of teenagers in high school increased from 39.4 per cent
to 54.3 per cent, and the labour force participation of teenagers at high school rose from
19.9 to 33.0 per cent. As students are more likely than non-students to be seeking
part-time jobs, the proportion of unemployed teenagers seeking part-time jobs has also
grown. In August 1979, only 13.0 per cent of unemployed teenagers were seeking
part-time jobs, whereas in August 1997, this proportion was 43.5 per cent. Second, there
has been some controversy about the appropriate measure of the rate of unemployment
for teenagers. Some commentators have, for instance, argued that an appropriate
measure should exclude students; another example of a suggested measure of the teenage
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Figure 10: Rate of Teenage Unemployment
Civilian population aged 15 to 19 years
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high school or a tertiary institution. Data are annual August observations.

Source:Labour Force, Australia ABS cat. no. 6203.0. Information from each monthly publication
(e.g. Table 11 in August 1997).

rate of unemployment is to use unemployed non-students divided by students plus
non-student labour force participants. From Table 6 it is obvious that each of these
measures would significantly alter the estimated rate of unemployment for teenagers
(ABS 1995).

4.4 Regional unemployment

An understanding of regional differentials in unemployment rates is relevant for
examining the role of inter-regional labour mobility as an adjustment mechanism in the
labour market, and for assessing whether regional factors might constitute a source of
hysteresis in unemployment. In Australia understanding the regional dimension involves
both inter-state and intra-state comparisons.
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Table 6: Rate of Teenage Unemployment
Civilian population aged 15 to 19 years; February 1998

Rate of Percentage of Contribution to
unemployment labour force rate of
unemployment

Students

Full-time labour force 34.3 3.7 1.3
Part-time labour force 18.8 45.5 8.6
Non-students

Full-time labour force 28.1 39.5 11.1
Part-time labour force 7.2 11.3 0.8
Total 21.8 100.0 21.8

Source: Labour Force, AustraliaABS cat. no. 6203.0, Table 11, February 1998.

Table 7 presents information on changes in rates of unemployment and on the average
rate of unemployment in cyclical phases in each state. One feature which emerges is that
state-level labour markets move quite closely together with the national market.
Consistent with this conclusion, Debelle and Vickery (1998) find that the coefficients of
determination between state and national unemployment rates are between 0.75 and

Table 7: Rates of Unemployment by State
Civilian population aged 15 years and over; seasonally adjusted; per cent

Australia NSW Victoria QLD SA WA Tasmania

1978:Q3 — 1981:Q2

Change -0.9 -1.3 -0.4 -1.8 +05 -04 -1.0
Average 6.1 5.8 5.7 6.5 7.6 6.9 6.2
1981:Q2 — 1983:Q2

Change +4.7 +6.0 +3.9 +49 +35 +3.9 +5.9
Average 7.4 7.3 6.9 7.3 8.8 7.6 8.9
1983:Q2 — 1989:Q4

Change -4.5 -5.4 -4.8 -3.7 -39 43 -3.7
Average 8.0 8.4 6.7 9.1 8.9 7.9 9.5
1989:Q4 — 1993:Q3

Change +5.3 +5.2 +8.0 +4.4 +28 +4.1 +4.5
Average 9.3 8.9 9.5 9.5 9.2 9.4 10.6
1993:Q3 — 1998:Q1

Change -2.7 -3.1 -4.8 -2.2 -0.3  -22 -2.9
Average 9.1 8.6 9.7 9.5 9.6 7.8 10.9

Sources: Data for 1978-1995Me Labour Force, Australia, 1978-199%BS cat. no. 6204.0, Table 5;
for post-1995 -Labour Force, AustralinpABS cat. no. 6203.0, Table 8.
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Figure 11: Average Rate of Unemployment and Regional Dispersion in
Rates of Unemployment
DEETYA Local Labour Markets — Victoria
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Notes: Data are June observations for the 107 DEETYA local labour markets in Victoria as defined in June
1995. Data from 1984—-89 have been integrated with 1990-97 using local labour market definitions
for the latter period.

Source: Department of Employment, Education, Training and Youth Aff@mal Area Labour Markets
Australia, June quarter, various issues 1984-97.

0.9 (using data from 1978 to 1997). The level of the rate of unemployment in each state
also generally corresponds quite closely to the national rate — exceptions are Tasmania
and South Australia where the rate of unemployment has been consistently above the
national rate since 1978.

A much greater degree of dispersion exists between regional rates of unemployment
within states in Australia. Decomposing the total variance in rates of unemployment in
the 186 Department of Employment, Education and Youth Affairs (DEETYA) regions
in Australia in June 1997 reveals that more than 90 per cent of the total variance is
explained by intra-state variation in rates of unemployment. Some recent analyses have
also found that dispersion in regional rates of unemployment has increased over time
(e.g. Gregory and Hunter 1996). Increases in dispersion in regional rates of unemployment
could provide one source of hysteresis in unemployment — due for example, to
neighbourhood effects on the search effectiveness of unemployed persons. To investigate
this issue further, Figure 11 presents information on the relation between dispersion in
regional rates of unemployment and the average rate of unemployment for 107 DEETYA
local labour markets in Victoria between 1984 and ¥9%kere does not appear to be

4. DEETYA small area data from 1984 to 1989 used a different definition of local labour markets than
between 1990 and 1997. Hence itis necessary to recalculate unemployment rates for local labour markets
for 1984 to 1989 based on the later definition. This is a large task — which is why the analysis is restricted
to Victoria. However, analysis for other states using data for the period 1990 to 1997 is consistent with
the findings for Victoria.
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evidence of any increase in regional dispersion in rates of unemployment beyond that
which can be attributed to increases in the average rate of unemployment. This finding

is not necessarily inconsistent with earlier research which has found evidence of
increasing regional dispersion — because that research has used census data, and the rate
of unemployment increased in each inter-censal period from 1976 to 1991. It does
however, cast doubt on the role of regional-level factors as a source of hysteresis in
unemployment in Australia over the period covered by the DEETYA data.

5. Consequences of Unemployment

Why is unemployment of such concern? From society’s viewpoint unemployment is
undesirable since it represents a waste of resources; further, prolonged periods of high
unemployment are likely to be the source of social problems. In this section a range of
social consequences of unemployment in Australia are reviewed.

The approach in this section should be seen as ‘partial equilibrium’; for example, it
will examine the position of unemployed persons in the distribution of income — but will
not make any comment on how the distribution of income might be affected by changes
to the rate of unemployment. Two other issues which will arise in the section also require
some comment. First, where a statistical relation is found to exist between unemployment
and some outcome such as an individual’s health status, there remains the question of
whether there is an underlying causal relation from unemployment to health status.
Second, it is of interest to know whether any effect of unemployment on outcomes such
as health status operates only through lower income or through other channels as well.
Where evidence on these issues exists it will be described below. However, it should be
noted that most available evidence for Australia simply establishes a statistical relation
between unemployment and outcomes such as health status, and does not address the
issues of causality or transmission mechanism.

5.1 The distribution of income

How does unemployment affect a person’s level of income? To answer this question,
we examine the location of unemployed persons in the distribution of income using data
on annual income in 1993/94 from the 1994/95 ABS IDS. Our analysis replicates that
undertaken by Richardson (1998) for 1989/90. In the first step, post-tax equivalent total
annual cash income for the respective income unit of each person aged over 15 years is
estimated. To calculate equivalentincome, OECD equivalence scales —which weight an
individual as needing 0.59 of a couple’s income to achieve the same standard of living,
and assume that each extra child in an income unit increases its needs by 0.29 per person
—are applied. Inthe second step, the distribution of income unit-level equivalent post-tax
total annual cash income between individuals is derived, and divided into deciles. The
third step is to examine the distribution of unemployed persons by decile in the
distribution of income.

5. See Junankar and Kapuscinski (1992) for estimates of the output losses associated with periods of high
unemployment.
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Figure 12: Distribution of Unemployment Persons by Annual Post-tax
Equivalent Income Deciles
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Notes: The pre-taxincome variable is total annual 1993-94 income unitincome from all sources (INCTOTPU).
Thisis adjusted using the tax variable, income unit tax payable, for financial year 1993-94 (ITAXPU).
Adjustments to equivalent income are made using information on income unit type (IUTYPE) and
on number of dependents (DEPKIDSU). Labour force status is defined from the variable labour force
status in main and second jobs (LFSBCP).

Source: ABSJncome Distribution Survey — Unit Record File994/95.

Figure 12 presents the findings from this exercise. It is evident that unemployed
persons are disproportionately concentrated in the bottom two deciles of the distribution
ofincome. In fact, over one-half of unemployed persons have incomes which place them
in these deciles. This result holds using either a sample which includes all persons or
which excludes persons who are out of the labour force. Of course, understanding how
unemployment affects a person’s cash income is only part of the story. To understand the
effect on overall well-being it would also be necessary to take into account factors such
as non-cash benefits received by unemployed persons, and to adopt a lifetime perspective
taking into account, for example, that the experience of unemployment may be associated
with lower earnings for unemployed persons who regain employment.

5.2 Crime

Evidence on the relation between labour market outcomes and criminal activity in
Australia is somewhat patchy (Weatherburn 1992). A range of time-series analyses of
the effect of the aggregate rate of unemployment on criminal activity have generally
found no significant effect (e.g. Withers 1984). However, more recent analyses by
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Bodman and Maultby (1996) which examines the relation between robbery and burglary
and the rate of unemployment at the state level from 1982 to 1991, and
Kapuscinsket al.(1998) which examines the relation between homicide and the rate of
unemployment in Australia from 1921 to 1987, do find a significant positive relation.
Regional-level analyses of the relation between the proportion of proven offenders and
the rate of unemployment by local government area in Sydney (Devery 1991), and
juvenile delinquency and socioeconomic status by postcode area (Weatherburn and
Lind 1998) also suggest a positive relation between unemployment and criminal
activity. However, issues of causality, and of the transmission mechanism between
unemployment and crime, appear as yet to have received little afalysis.

5.3 Health

Avariety of evidence exists on the relation between unemployment or low income and
health outcomes in Australia (Mathers and Schofield 1998; McLelland and Scotton 1998).
Aggregate-level evidence exists which shows a positive relation between the rate of
unemployment, and heart disease death and youth suicide (Meftrrall 1998).
Individual-level evidence suggests that unemployed persons are likely to use health care
services more frequently (Schofield 1996), and self-report lower levels of health
(Department of Health, Housing and Community Services 1992, p. 39); and that young
unemployed persons have lower levels of psychological health than young employed
persons (Morrelket al. 1994). Importantly, the Department of Health, Housing and
Community Services study includes a control for the influence of income and still finds
an effect of labour force status on health; and the Moetedll. (1994) study uses
longitudinal data from thAustralian Longitudinal Survey of Youthd hence is able to
establish how a change in employment status for the same person affects health
outcomes. Hence, there is some evidence to suggest that unemployment has an adverse
causal effect on health outcomes which is only partly due to the effect of lower income.

5.4 Life satisfaction

Anumber of recent studies have examined the relation between labour force status and
‘happiness’ (e.g. Clark and Oswald (1994), and Darity and Goldsmith (1996)). Here we
use data from the International Social Science Survey Program (ISSSP) for Australia in
1994 to undertake a similar type of exercise. Four questions on life satisfaction are
selected from the ISSSP and responses recoded to a zero for ‘satisfied’ and one for
‘dissatisfied’. These responses are then summed to create an Index of Life Satisfaction
(ILS) which can range between zero (most satisfied) and four (least satisfied) for each
individual. Our sample from the ISSSP is persons aged 18—64.

Figure 13 shows the distribution of the ILS by labour force status for the entire sample.
Table 8 reports the mean of the ILS by labour force category and the findings from
chi-square tests for whether a significant difference exists between the distribution of
responses for persons who are employed and unemployed, and out of the labour force and
unemployed.

6. On the latter issue of the transmission mechanism between unemployment and crime, Weatherburn and
Lind (1998) present evidence to support the hypothesis that economic distress weakens parental
supervision which is in turn responsible for higher rates of juvenile delinquency.
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Table 8: Life Satisfaction by Labour Force Status
Persons aged 18 to 64; 1994

Mean® Observations X2 test®
A.All
Employed 0.281 838 66.67**
Out of labour force 0.392 260 21.17*
Unemployed 0.820 67
B. Gender
Males
Employed 0.297 494 29.43**
Out of labour force 0.342 70 7.97*
Unemployed 0.638 a7
Females
Employed 0.261 340 59.60**
Out of labour force 0.410 190 24 .51*
Unemployed 1.250 20
C. Age
18-24
Employed 0.300 50 9.71*
Out of labour force 0.454 33 4.73
Unemployed 0.909 11
25-54
Employed 0.287 682 52.32**
Out of labour force 0.475 141 11.22*
Unemployed 0.888 45
55-64
Employed 0.227 88 4.68
Out of labour force 0.214 84 5.01
Unemployed 0.400 10

Notes: (a) The index of life satisfaction is derived from questions on: How do you feel about your life as
a whole?; Your standard of living — the things you have, like housing, washer, clothes, stereo,
car and so on?; Your income and financial situation?; and Your sense of purpose and meaning
in life? Respondents answering ‘mostly dissatisfied’, ‘unhappy’ or ‘terrible’ were coded as one
on each question; other (more positive) responses were coded as zero.

(b) x? tests are, respectively, for whether a significant difference exists in the distributions
of responses by employed and unemployed persons, and by persons out of the labour force and
unemployed persons. Critical values for tgetest (with 4 degrees of freedom) are
13.27 at the 1 per cent level of significance, and 7.77 at the 10 per cent level of significance.

* and ** denote significance at the 10 per cent level and 1 per cent level, respectively.

Sources: International Social Science Survey 1994, Kaltegl. (1994), Variables p24qgla, p24qlbyy,
p24q2ac, p24g2bc, p30g2, p30g3b, p30g3c, p30q 3d, p40g2aa, p40qg2c, p70qla, p70qlb,
p70glc, p70gld and p70qlh. Further details available on request from authors.
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Figure 13: Life Satisfaction Index and Labour Force Status
Persons aged 18 and over; 1994
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A number of findings are evident. First, unemployed persons — in aggregate and
separately for males and females — report significantly lower life satisfaction than
employed persons. The same pattern holds for all age groups except persons aged
55-64 years. Second, unemployed persons report lower levels of life satisfaction than
persons out of the labour force — although the difference is not as strong as that between
employed and unemployed persons. Third, ordered logit analysis of the determinants of
life satisfaction found that — after controlling for age, education, gender, state and weeks
unemployed in previous year — an unemployed person had a significantly lower level of
life satisfaction than employed persdns.

Several caveats, however, must be noted regarding these findings. First, the method
of constructing the ILS assumes that inter-personal utility comparisons are possible and
imposes particular assumptions about the utility index. Second, it is possible that the
relation between unemployment and life satisfaction represents a causal relation from
life satisfaction to unemployment or the effect of some other influence on both variables.
Third, the regression analysis undertaken was not able to control for income so that the
transmission mechanism between unemployment and life satisfaction is unclear.

7. Details of the ordered logit analysis and results are available from the authors on request. Previous
regression analysis of the determinants of happiness — undertaken by Travers and Richardson (1993,
pp. 119-131) using the Australian Standard of Living survey — did not find a significant relation between
unemployment and happiness. An important difference between our study and that of Travers and
Richardson is the inclusion of income as an explanatory variable for happiness in the latter study.
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Conclusions

Unemploymenthas increased dramatically in Australia since the mid 1970s. Estimates
suggest that the natural rate of unemployment has grown from about 2 per cent to
7 per cent over this period. Cyclical changes have involved sharp increases in the rate
of unemployment, whereas reductions in the rate of unemployment have taken amuch
longer time to occur.

The incidence of unemployment varies between demographic and skill groups in the
labour force. Young and less-educated labour force participants, recent immigrants,
and persons whose last job was in blue-collar type occupations account for
disproportionately high shares of total unemployment. However, all groups have
experienced increases in rates of unemployment over the period since the mid 1970s.

Cyclical phases where increases in the rate of unemployment have occurred have been
primarily associated with decreases in the male full-time employment/population
rate. During the main phase where the rate of unemployment decreased, the
employment/population and labour force participation rates for females increased
strongly. Industry-level factors — declining employment in manufacturing and
agriculture and increasing employment in finance, trade and the government sector
— are behind these changes in male and female employment/population rates.

The current period of expansion in the 1990s has had much slower growth in female
employment and labour force participation than the 1980s expansion. On the demand
side, this appears to be mainly due to a set of factors which have caused slower growth
in female-dominated industries. On the supply side, it is possible that increasing
competition for part-time jobs from male labour force participants, reductions in
average mortgage repayments, and changes in government benefits for child care and
parenting allowances have played some role.

In the period since the early 1980s, there does not appear to be strong evidence for a
role of hysteresis-type influences on the rate of unemployment operating through
lower average search effectiveness of the unemployed or from regional factors.

Data on labour market flows suggest that there has been an increase in flows into and
out of unemployment for males in the 1990s expansion compared with a similar
period during the 1980s. Such a shift does not appear to have occurred for females.

Unemployed persons are concentrated disproportionately at the bottom of the
distribution of income. There is also some evidence to suggest that there is a causal
relation between unemployment and poor health outcomes, and a little evidence of a
relation between criminal activity and unemployment. Unemployed persons appear
to have significantly lower levels of ‘life satisfaction’ than other persons.
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Discussion

1. Peter Kenyon

‘One of the objectives in obtaining the necessary and sufficient conditions for rational choice

under majority decision is to motivate purposive research on actual patterns of preferences.’

A.K. Sen (1970, p. 171)

| have no real problem with Jeff and Steven'’s paper. It is an important survey of the
dimensions of Australia’s unemployment problem. When read in conjunction with Jeff's
complementary 1997 survey (Borland 1997), a complete picture of the dimensions of
unemployment in this country and the policy options for dealing with it emerges. |
particularly like the fact that, at last, the social costs of unemployment, such as its effects
on health, crime rates and so on, are being addressed in an economics survey. Isn't it
amazing to see how long it has taken for an economist to address these important
dimensions of unemployment; dimensions which have, for the most part, not been much
addressed in the economics literature?

As the paper is a survey of the dimensions of unemployment, there is little to argue
with. It essentially sets the scene for the rest of the discussion that is the business of this
conference. So, | will use my time to talk about unemployment policy. | wish to discuss
two questions: what determines a policy response and how does this change over time?

But before addressing these questions, | want to contrast two policy issues:
unemployment and microeconomic reform. | want to look at the welfare costs and
benefits of not getting unemployment down to something like full employment with the
welfare benefits that may flow from microeconomic reform.

We have been saying that unemployment is a ‘serious problem’ for a long time. But
itdoesn’'t mean that a lot gets done about it. Itis serious — more so than just about anything
else | can think of as an economic policy imperative.

How big a problem is it? We can quickly approximate the loss of GDP datato
unemployment by a simple expression (we will deal with unemployment in excess of
full-employment unemployment shortly):

Loss due to unemployment EDP/E) OU

whereE = total employment and = the total number of unemployed.

Thatis, the total dollar loss is the average product per worker multiplied by the number
of unemployed workers (assuming for the moment that the average product of unemployed
workers is the same as that of employed workers). Expressed as a proportion of GDP, this
becomes simply:

Loss due to unemployment$/E

Which, after some manipulation, becomes:

Loss due to unemploymentus/(1-ur)

whereur is the unemployment rate.
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However, we need to take into account two factors; first, the unemployment which
would occur even at full employment and, second, we have to make allowances for
differences in the average productivity of unemployed workers when compared with
employed workers. Both of these adjustments require judgments to be made. Conceptually,
however, the formula that captures these effects is easy to write. Fitst, betthe
unemployment rate in excess of the full-employment unemployment rate, so
ur' = ur—ur(fe) whereur(fe) is the unemployment rate at full employment.

From Borland and Kennedy’s paper we know that the unemployed tend to be
less-educated, younger workers. Their previous job (if they had one) was typically as a
labourer or tradesperson in either the manufacturing, construction or the hospitality
sectors. Recent immigrants are also more than proportionately represented among their
number. Consequently, the average productivity of the typical unemployed worker is
likely to be less than that of the average employed worker. So(0ztr= 1) be the
adjustment factor by which the average productivity of the average employed worker
needs to be adjusted to obtain the average productivity of the average unemployed
worker. Therefore:

Loss due to unemployment in excess of full employmemtzar'/(1-ur')

Readers may make their own judgments as to wiin reality. | shall letrtake
values of 0.5, 0.75 and 1.0, so as to give a representative range of values.

What is the unemployment rate at full employment? This is virtually impossible to
know. Borland and Kennedy discuss various attempts at measuring the so-called ‘natural
rate’. The first pointto make is that they observe that the confidence intervals around such
estimates are typically very large. The second observation from their and other papers
at this conference is that it would appear that the ‘natural rate’ has increased from
2 per cent in the 1970s to over 6 per cent by the early 1990s. Why has the ‘natural rate’
drifted upwards? Explanations include hysteresis, whereby the ‘natural rate’ follows the
actual rate upwards (and presumably downwards) due to such factors as skill atrophy
among the unemployed, state dependence and scarring, structural change brought about
by globalisation and/or technological change, demographic changes and so on. The third
observationis that none of this can be directly applied to the counterfactual of what would
have been the unemployment rate had we had continuous full employment since the early
1970s. We simply do not know what the full-employment unemployment rate was during
the years since 1970.

Nevertheless, an estimate needs to be made. | am going to follow the writers of the
1993 Green PapBestoring Full Employme(Committee on Employment Opportunities
1993) and assume that the current full-employment unemployment rate is 5 per cent. For
simplicity, | will assume that the full-employment unemployment rate has grown
continuously since 1972, when it was 2 per cent. Table 1 shows the loss due to
unemployment in excess of full employment under these assumptions since 1972. As a
further check, | also include Mitchell and Watts' (1997) estimates expressed as a
percentage of GDP. Their estimates are derived from calculating the number of potential
workers available for work above a constant 2 per cent unemployment rate and
calculating a ‘GDP bonus' if each of these workers were employed. Their estimates are
considerably greater than mine.
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Table 1: Estimates of the Welfare Loss Due to Unemployment

Per cent
Year Unemploy- Full-  Unemployment
ment  employment above
rate unemploy- full- GDP loss
ment employment
rate rate
1) 2 @)-2 m=05 m=0.75 m=10 Mitchell
and Watts

1972 25 2.0 0.5 0.3 0.5 0.6 3.3
1973 1.8 21 - - - - 1.3
1974 24 21 0.3 0.2 0.3 0.4 2.7
1975 4.6 2.2 24 1.2 18 24 9.7
1976 47 2.3 24 1.2 18 24 8.3
1977 5.7 24 3.3 1.7 2.6 3.4 10.1
1978 6.2 25 3.7 1.9 2.9 3.8 11.2
1979 5.9 2.6 3.3 1.7 2.6 3.4 9.5
1980 5.9 2.7 3.2 1.7 25 3.3 8.5
1981 5.6 2.8 2.8 15 2.2 2.9 7.1
1982 6.7 2.9 3.8 2.0 3.0 4.0 8.9
1983 9.9 3.0 6.9 3.7 5.6 7.4 13.2
1984 8.5 3.1 5.4 2.9 4.3 5.7 10.9
1985 7.9 3.2 4.7 25 3.7 4.9 9.1
1986 8.0 3.3 4.7 25 3.7 4.9 8.3
1987 7.8 3.4 4.4 2.3 35 4.6 7.8
1988 6.8 3.6 3.2 1.7 25 3.3 5.9
1989 5.7 3.7 2.0 1.0 15 2.0 45
1990 7.0 3.8 3.2 1.7 25 3.3 5.3
1991 9.5 4.0 55 2.9 4.4 5.8 7.8
1992 10.5 4.1 6.4 34 5.1 6.8 9.1
1993 10.7 4.3 6.4 34 5.1 6.8 9.2
1994 9.2 4.4 4.8 25 3.8 5.0 7.9
1995 8.1 4.6 35 1.8 2.7 3.6 6.4
1996 8.5 4.7 3.8 2.0 3.0 4.0 6.3
1997 8.4 4.9 35 1.8 27 3.6 -
1998 8.0 5.0 3.0 1.6 23 3.1 -

Sources: ABS and author’s calculations; Mitchell and Watts (1997).
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The numbers are striking in their magnitude. Even under the most pessimistic (and
almost certainly unrealistically low) estimates of the productivity of unemployed
workers, the welfare losses due to unemployment are enormous. Aagimatinimum
has lost well over 1.5 per cent of GDP per year for the past twenty years because it has
not implemented policies which would have resulted in full employment. Much more
likely is a welfare loss which averaged over 3 per cent of GDP every year for over
20 years. Australia has essentially given away one whole year’s worth of its real GDP
over the past two decades or so because it has not been willing to implement policies
which would have generated full employmént.

Now | would like to contrast these welfare losses with the welfare gains that are
alleged to flow from ‘microeconomic reform’. It would not be an exaggeration to suggest
the microeconomic reform agenda has come to dominate economic policy in this
country.

The recent obvious heavy involvement of the Commonwealth Government in the
dispute following the replacement of Maritime Union of Australia members with
non-union labour on the Australian waterfront by the Patricks Stevedoring company is
but one (of many) examples of the priority which is currently being placed on the
microeconomic reform agenda. The examples are myriad — the (partial?) sale of Telstra,
the almost daily reports of privatisation of virtually all of the Federal Government'’s
Department of Administrative Services functions (the government car fleet, asset
services, construction services, architecture and interior design functions and so on), the
corporatisation, and in many cases, the privatisation of state electricity, gas and water
authorities, the privatisation of many of the capital cities’ public transport services,
inquiries into just about every state statutory marketing authority, and so on, indicate that
the major focus of government (federal and states) economic policy is the ‘microeconomic
reformagenda’. It almost goes without saying that unemployment has virtually disappeared
as amajor focus of economic policy, let alone the primary focus.

Microeconomic reform can mean many things. However, following the Industry
Commission’s brief to analyse the effects of ‘Hilmer and related reforms’ on economic
growth and the fiscal position of the federal and state governments (which resulted in the
Industry Commission’s 1995 Report), microeconomic reform has been interpreted very
broadly as those reforms which focus on competition policy and which are derived from
the Hilmer Report (Hilmer, Rayner and Taperell 1993). These ‘Hilmer and related
reforms’ comprise reform of Telstra, Australia Post, the Federal Airports Corporation,
the Civil Aviation Authority, rail, road and port authorities, state electricity, gas and
water authorities, the competitive tendering for the provision of public services,
deregulation of the building industry and the move to self-regulation of many other
industries.

1. Unlike most commentators, | believe that we do have a solution to unemployment (Kenyon 1997). It is
not in any way an original solution. Keynes wrote extensively about it in the 1930s and Keynesian policies
seemed to work for three decades in the post World War 2 era. One might speculate on the welfare loss
due to the macroeconomic intellectual vacuum in economics that has resulted from the demise of
Keynesian economics as an operational stabilisation policy package. The reason why the problem is
difficult is that the solution is a political decision about fairness and equity as much as it is an economic
decision about economic efficiency.
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The estimates of the welfare gains that would allegedly flow from the implementation
of this microeconomic reform agenda range from about 5.5 per cent of GDP (Industry
Commission 1995) to, at most, about one per cent of GDP (Quiggin 1997). Quiggin
subjects the assumptions and calculations of the IC estimates to close scrutiny. His much
lower estimate of the gains from the reform agenda results from his finding that most of
the IC estimates of productivity gains that would come from reform are over-optimistic
due to the use of inappropriate benchmarks and inappropriate assumptions about
productivity growth, and therefore represent upper bounds rather than most likely
outcomes. Further, he observes that many of the workers displaced from employment by
the reform agenda will not be entirely absorbed elsewhere in the economy in equivalent
jobs, but at least some of them will be permanently displaced from employment and
others will almost certainly move into jobs which require fewer skills, both of which
imply a semi-permanent shift in the effective supply of labour (Quiggin 1997). We
should not lose sight of the fact that much of the reform agenda is about reducing
employment in the public sector.

Insummary, itis apparentthat the gains in terms of additional GDP from microeconomic
reform areat mostcomparable with the losses in GDP that have resulted from 25 years
of less than full employment and are probably considerably less in magnitude, yet
microeconomic reform dominates the policy agenda.

So the question is, why is it that microeconomic reform has come to dominate the
policy attention of governments and unemployment has slipped very much into the
background? Indeed, not only is unemployment not at the forefront of policy concerns,
expenditure on active labour market programs to shift the unemployed, particularly the
long-term unemployed, into employment has been savagely sfashed.

This question gives rise to several further questions. Whose preferences does this shift
in policy focus represent? Have these preferences changed over time? If so, why? How
are community preferences about the role of government ascertained by government and
its agencies and how are these translated into policy priorities?

We know very little about whose preferences affect unemployment policy (or any
policy, for that matter). This is a blind spot for the economics profession as far as | can
see. We have some notion that policy preferences are revealed through the political
process. We also understand that political parties spend a lot of time and effort (and
money) surveying public opinion in various ways — marginal seats, various demographic
groups and so on. But, surely itis naive to believe thatthere is a one-to-one correspondence
between public preferences about such matters as the quantity and type of public goods
and services required, the direction of macroeconomic policy concerning unemployment
(which is a form of public good) and the public policy which results.

Even a passing acquaintance with public-choice theory (even if as only revealed
through re-runs ofYes Minister/Prime Ministgrtell us that the general public’s
preferences are only very inadequately revealed through the ballot box.

2. In the 1996-97 Budget, expenditure on labour market programs was reduced by $575 million and by
further cuts of $956 million in 1997-98, with still further cuts of $130 million and $175 million scheduled
for 1998-99 and 1999-00 (sBadget Statements 1996-8Budget Paper No. 1, Table 4).
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A few years ago Michael Pusey addressed this issue (Pusey 1991). His answer?
Economists with a predisposition for economic liberalism or economic rationalism, as
itis known in this country.Following a tradition in political sociology that dates at least
from Weber and which received its most influential articulation in this country in the
work of Sol Encel (Encel 1970), Pusey argues that the top echelons of the Commonwealth
public service not only work closely with ministers in the implementation of policy, but
are the brokers of interests and the articulators of national ideals and goals and, as such,
contribute greatly to the formulation of policy. This process works in parallel with, but
also transcends, the formal democratic process in a way which is captured so brilliantly
in the BBC television model of Sir Humphrey and Jim Hacker.

In addition, Pusey argues that these influential public servants, particularly those
concentrated in the key economic bureaucracies such as the Treasury, Prime Minister
and Cabinet and Finance, are drawn from similar socioeconomic backgrounds (no prizes
for guessing where!), are predominantly trained in economics and as a result, are deeply
steeped in the ideology of liberal economic thought/economic rationalism. Itis this latter
attribute that results from the largely neoclassical economics education that they have
received, which differentiates the current top echelons of the Commonwealth bureaucracy
from their predecessors, such as H.C. Coombs who espoused a far more catholic set of
economic principles, including very healthy doses of Keynesiahism.

Like Marx’s caricature of Nassau Senior, this analysis was seen to be altogether too
simplistic by the economics profession. (See, for example, Dick Blandy’s trenchant
review in theAustralian Quarterly(Blandy 1992)). Nevertheless, Pusey’'s work did
prick a nerve in the Australian economics profession.

In all honesty, | don’t think we know precisely (or even imprecisely) how policy
preferences are formed and behave over time, especially in the realms where preferences
do matter — the demand for public goods, the degree of macroeconomic intervention
required to better satisfy the need for economic certainty of the average person, the need
for economic regulation to protect the average person from the exercise of monopoly
economic power. But one thing is for sure, economists have not been very interested in
finding outP | make several observations:

« We don't ask people about policy preferences (and even if we did, we probably
wouldn't believe the answers, would we?).

« We don’t pay much attention to political scientists/sociologists when they worry
about policy preferences and whose preferences are paramount.

3. For a discussion of the revival of economic liberalism across the OECD, see Henderson (1995).

4. For avery detailed analysis of the transition in the ‘Treasury Line’ from eclectic Keynesianism to a more
neoclassical bent, see Whitwell (1986). Incidentally, it was Coombs who, | believe, engineered the
purchase of the site for the building in which this conference is being held. Presumably this reflected, in
part,his concept of public goods.

5. Of course, in the sphere of private goods that are allocated by and large by competitive markets, there is
a tradition in economics which essentially ignores preference formation. And for good reason —
preferences are revealed by behavioural responses to changing relative prices and incomes. Of course, for
the greater part of publicly produced goods and services, there is no adequate preference revelation
mechanism. | submit that this is a fundamental weakness in economists’ assessment of the demand for
government-produced goods and services and in many areas of the setting of priorities for public economic
policy.
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« We rarely study policy formation except in a rudimentary way (usually using
public-choice theory or game theory).

Do preferences for what we want governments to do change over time? This could be
crucial. (Wecan get pathological policy responses where people become immune to
monstrous acts by governments, as for example in Nazi Germany in the 1930s.) Have we
become immune to unemploymeht@nce Australian governments would either lose
office or come very close to it for very small increases in unemployment (for example,
Menzies in 1961, McMahon in 1972, Whitlam in 1975 and Fraser in 1983). Not any
more.

Itis my belief that we need to understamgchmore about people’s attitudes towards
the role of government in economic activity, how these attitudes do (and don't) influence
policy and whether they change over time. In order to do this, as a first step, we need to
know what are people’s preferences about the role of government. To use what is now
a hopelessly old-fashioned concept, just what is the desired mix between public and
private activity in the ‘Mixed Economy?’.

However to answer these questions, | believe that we have to stray a long way from
the economist’s usual tool kit, so | end with an epistemological plea. Economists, |
believe, have to broaden their tool kit. | am rapidly coming to the conviction that to
understand the nature of community’s preferences about the role of government, we need
to explore qualitative research methods, using focus groups, semi-structured interviews
and the like. It is only by using these methods that complex attitudes, opinions and the
strength of opinion can be ascertained. A person’s attitude towards the role of the state
in his or her life, his or her attitudes towards fairness and equity, his or her attitudes
towards private versus public expenditure, taxation and the like, cannot simply be
inferred from the type of data sets which economists typically work with, using the
methods usually directed at these data sets. Additionally, | believe that it is necessary to
go beyond the use of sample surveys. These simply are not rich enough to explore the
depth of beliefs, the subtleties lying behind them and so on, not to mention the practical
difficulties of (usually) high non-response rates, non-response bias and the like.

The use of qualitative research methods is a radical jump in economic methodology,
but not a new one, nor one which | am alone in suggesting. Indeed, a far more impressive
economist than myself has cogently argued for the use of this methodology in respect of
understanding more about unemployment and labour markets (see Bewley 1996).

So, what are the issues which | believe ought to be addressed if we are to understand
whose preferences are dominating economic policy formation? It is my hypothesis that
the general public is much more sympathetic to a traditional Keynesian response to
unemployment, that the shift in policy to ‘microeconomic reform’ does not reflect the
attitudes of the general public towards the desired role of government, that the preference
for the ‘Mixed Economy’ is not some artefact of the past.

6. Adrian Pagan commented to me during the conference that one possibility is that we have become
exhausted by the issue of unemployment. It is simply too hard to deal with, and so policy priorities have
moved to areas where policy can be more effective. But whose preferences have dictated this shift?

7. See the Appendix to Mackay (1997) for a clear argument in favour of qualitative research methods for
social science research of the type suggested here.
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I would like, therefore, to explore community attitudes towards the following issues:

the provision of traditional government infrastructures such as roads, ports, airports,
energy and water utilities and the like;

the role of government in the provision of essential services, for example, in police,
law and order and the like;

the role of government in the provision of health care and the mix between public and
private provision;

the role of government in the provision of educational services at primary, secondary
and tertiary levels and the mix between public and private schools and universities;

« the role of government in the provision of the arts and cultural services;
« the role of government in planning, zoning and regulating;

« issues of the privatisation of public goods and services (electricity, gas, water, public
transportetc);

< the mix between the public and private sector in banking and other business
enterprises where government has often played a role; and

 the taxation system and the tax mix and possible alternatives (such as a GST).

I would like to know about the match between different opinions and socioeconomic
circumstances. | would like to know whose preferences affect policy-makers (both
elected and non-elected). More ambitiously, perhaps, | would like to know whether
preferences in these matters have changed over time, and if so, how.

This is an ambitious research program, but one which | think is essential. To repeat
the obvious point that | commenced with: current policy priorities are directed at
achieving welfare gains that are, in all probability, only a fraction of what could be
achieved if the priorities of policy-makers were, once again, primarily directed at
reducing unemployment. As a famous aphorism states, it takes a lot of Harberger
triangles to fit an Okun gabSurely it is incumbent upon the economics profession to
find out a little more why policy priorities have become so oblivious of relative costs and
benefits. Whose interests are being served by this obliviousness?
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2. General Discussion

The general discussion was centred on two main issues:

« the apparently greater attention paid by public policy-makers to microeconomic
reform than to the reduction of unemployment; and

« whether hysteresis exists in the unemployment rate.

It was argued that policy-makers have been more concerned about microeconomic
reform than addressing unemployment. Why has micro reform had greater prominence
in public policy debate? The welfare gains of microeconomic reform, expressed in terms
of per cent per annum contributions to economic growth, are estimated to be between
1 per cent and 5 per cent. In contrast, GDP growth lost per year through unemployment
is likely to be considerably higher. Some argued that this raises important questions
about whose preferences influence the policy process and why. Others suggested that the
public might have become immune to policy failure with respect to reducing
unemployment, so that the persistence of high unemployment rates becomes tolerated.
This, inturn, influences public choice (or acceptance) of microeconomic reform policies
forwhich, atthe level of an enterprise or industry, some unambiguous measure of success
can usually be identified.

The efficacy of particular policies for the reduction of unemployment will, however,
depend on whether there is hysteresis in unemployment. Here, there was much debate
about whether the efficiency of labour markets had deteriorated in a structural sense. In
their paper, Borland and Kennedy argued that there was no clear evidence of hysteresis
in the period since the early 1980s, either in terms of a shift in the ratio of long-term
unemployed to total unemployment or a tendency for regional unemployment rates to
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increase with the aggregate unemployment rate. However, this was questioned by a
number of participants. Some appealed to estimates of the upward drift in the natural

unemployment rate. Others appealed to estimates of the Beveridge curve; even simple
Beveridge curves have shifted outward, as have sophisticated versions which map the
increase inthe unemployment rate for an equilibrium rate of vacancies. Some participants
countered that while these shifts can be observed, it is not clear that they are statistically
significant for any period since the 1970s.

Given the possibility of hysteresis in unemployment, some argued that the profession
needs to offer a clearer exposition of the determinants of the NAIRU, rather than simply
attributing it to a one-off increase in the level of real wages that occurred in the 1970s.
Indeed, with this lack of exposition by the profession, it is unsurprising that politicians
fail to commit to a target for unemployment. Such lack of commitment, in turn,
conditions the public’s preferences and their influence on the policy process.

Finally, it was noted that Borland and Kennedy’s paper was arguably the first review
article conducted by an economist that paid attention to the social costs of unemployment.
This was generally applauded. However, some participants noted that solutions to
unemployment, particularly those involving further increases in wage dispersion, also
have social costs. Thus, in contemplating solutions to unemployment, one needs to
consider both the social costs of unemployment and the social implications of any
solution to it.



Microeconomics of the Australian
Labour Market

John Freebairn

1. Introduction

The Australian labour market is in a constant state of adjustment to external and
internal shocks. Changes in aggregate demand, tastes and preferences, technology,
institutions and government policies, and world trade conditions are examples of secular,
cyclical and random forces for change. They induce changes in decisions of households
to offer labour and acquire skills, and in decisions of firms to hire labour. Price, quantity
and quality signalling mechanisms are involved in directing and co-ordinating labour
market responses to the shocks. This paper reviews the literature on the underlying
demand and supply functions, and the adjustment mechanisms for the Australian labour
market in aggregate, and for components such as occupations, industries, skill levels,
gender, age, regions and hours of work. In particular, it focuses on insights provided
about unemployment and its composition.

Labour markets the world over, not just Australia, are more a fix-price or customer
market than a flex-price or auction market. Sticky average wages and sticky relative
wages across occupations, &pe reflect tradition and history, long-term investment
and repeat-contract relationships, endogeneity of effort, and the complex and often
implicit nature of employer-employee agreements. Changes in unemployment take a
part of the adjustment response to external and internal shocks to the labour market. Over
the past thirty years, aggregate unemployment has varied from less than 2 per cent to
over 11 per cent, and would be higher if underemployment and disguised unemployment
were included. The composition of unemployment is much higher among the unskilled
and new workforce entrants, and it varies across occupations, industries, regions and so
forth. Understanding the underlying microeconomic causes of unemployment provides
an important information resource for contemplating and assessing policy options to
reduce unemployment.

Section 2 provides an overview of a sticky-wage model for components of the labour
market and for the economy. Microeconomic foundations of the wage-setting, labour
demand and labour supply functions are described in Sections 3, 4 and 5 respectively,
along with a collation of, and assessment of, available estimates for Australia of key
elasticities and shift parameters. Section 6 discusses intra-labour market reallocation
mechanisms in response to shocks to the labour market. A final section draws out some
implications of the paper for the aggregate level of unemployment and its composition.

* | am grateful for the comments of Guy Debelle, Robert Dixon and Chris Worswick, but absolve them of
any errors and misinterpretations.
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2. Overview

Figure 1 provides a general framework for modelling the determination of quantity
and price outcomes in the Australian labour market. It can be considered for the market
as an aggregate, as in Stacey and Downes (1995), or for particular components in terms
of an industry, occupation, region, skill level, age, gender, part-time or full-time, and so
forth. Quantity outcomes include employment, unemployment and vacancies in terms of
numbers of people and hours, and price outcomes include employer labour costs,
employee disposable returns and wages. The figure enables organisation of arguments
and of estimates in terms of the market-clearing mechanisms, and in terms of elasticities
and variables shifting the labour demand, labour supply and wage offer curves.

Figure 1: The Labour Market
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Conventional labour supply and demand curves for a particular industry, gender, skill
groupetc. provide basic building blocks of a microeconomic model of the labour market.
Sis labour supply reflecting workforce participation and hours decisions, and the choice
of a particular industry, occupaticetc. Labour demand is given by reflecting
employers’ willingness-to-hire decisions. Since not all jobs are filled immediately
because of frictional and structural adjustments, there is a certain level of vavancies
and measured employment is recorded with reference fo-ttieurve.

The wage offer curvé/captures the sticky-price characteristic of labour markets. For
an aggregate labour market it might be based on a Phillips curve, a bargaining model, or
an efficiency wage model for example, and typically it would rise with tighter labour
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market outcomes. For a particular segment of the labour market, the wage offer curve for
an industry, occupation, gendetc also reflects notions of comparative wages and
fairness. Institutional, political and social factors may be major explanatory forces. A key
issue to be explored at the disaggregated labour market level is the elasticity of the wage
offer curve with respect to the balance of labour supply and demand for particular
occupations, age=tc

Labour markets, like other markets, ultimately have to adjust to shifts in the supply
and demand curves via a combination of price flexibility, quantity adjustments in terms
of changes in unemployment or vacancies, or by quality changes. To illustrate, in
Figure 1, for a giveiD andS a high sticky wage generates a wage outcori¢agie
employment aN,, vacancies ofl,N, and unemployment &,N,. A very much lower
wage curve would have vacancies and frictional unemployment only. Given the
heterogeneity of labour in terms of formal skills, experience, age, and so forth, labour
markets may also adjust by raising standards or the quality of employees when
unemployment is large, and reducing them when vacancies are large relative to
unemployment.

The sticky-wage model illustrated in Figure 1 cautions the interpretation of recorded
employment and wages for the identification of the labour demand and supply curves.
Where there is substantial involuntary unemployment, as has been the case in aggregate,
and for most disaggregated components of the Australian labour market since the mid
1970s, only the demand curve is identified, and strictly onlipthécurve. If the wage
offer curve is below the supply and demand intersection point, as might have been the
case in the 1950s and 1960s, the supply curve is identified but not the demand curve.
These observations are important to the interpretation of reported econometric estimates
of labour supply and demand functions.

While the partial equilibrium model of Figure 1 for a particular component of the
labour market provides a useful framework for considering policy options, itis necessary
to be careful with the choice oéteris paribusssumptions. This is especially true with
respect to the wage offer curve. In most, but not all, cases, shifts in the wage offer curve
for a particular industry, occupation, skill group, and so forth through comparative wage
mechanisms, also will affect the curve for another industityAgain, lower labour
costs, production costs and then prices for one industry are likely to also mean lower
labour costs and prices for other industries. Here, changes in comparative cost and price
effects, rather than first-round absolute effects, become the point of analysis. Similarly,
changes in the level and composition of aggregate demand, technology, tastes and other
exogenous shocks will affect all segments of the labour market. That is, analyses of
policy options towards the labour market ultimately have to consider the aggregate or
macroeconomic labour market.

There are several important different price terms on the vertical axis of Figure 1.
Employee labour supply responds to real returns or effective purchasing capacity, while
employer demand responds to real labour costs, neither of which equals wages. Labour
costs include superannuation, workers compensation, payroll tax, fringe benefits and
leave allowances, and arguably complementary labour hiring, training and firing costs.
The labour on-costs of superannuation, payroll tax and workers compensation, on
average represent more than 12 per cent of wages, they have become more important
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over time, and their relative importance varies by industry, and by firm size
(ABS cat. no. 6348.0). Employees are concerned about effective personal real disposable
income. This includes not only wages, but also as argued by Covick (1996) a component
of superannuation which is a form of deferred pay, workers compensation as a form of
insurance — but for many less than a dollar, per dollar of employer on-costs — and leave
allowances which provide worker utility. Income taxes and the withdrawal of means-tested
social security benefits reduce disposable income, and indirect taxes reduce effective
purchasing power. These tax wedges between wages paid by employees and private
purchasing power gained by employees are large and highly variable according to
income level, gender and family circumstances, and they have varied over time. It might
be argued that general taxation revenue, income taxes, expenditure taxes and payroll
taxes, fund government goods and services of value to employees. However, individual
employees presumably place well below a dollar valuation on them for each labour-cost
dollar siphoned off their wages as taxation. Then, wages are likely to be a poor proxy for
employer costs and for employee returns due to variations over time and across
individuals.

By contrast to the real labour costs of interest to employers and measures of the real
effective purchasing power of interest to employees, the wage offer curves generally are
set in nominal terms. However, almost always, expected inflation is an important
explanatory variable, and in many aggregate labour market studies the expected price
variable has a coefficient close to or equal to unity, in which case expressing the wage
offer curve in terms of real wages becomes a close approximation.

3. Wage Offer Curve

The wage offer curve of Figure 1 captures the key sticky-price property of labour
markets, both the inflexibility of average wages and the inflexibility of relative wages for
different occupations, industries, regions, skill levels, gender, ages, hours of work, and
so forth. This section explores the determinants of average wage rates and of the structure
of relative wage rates in Australia. Particular attention is given to the influence of an
excess or shortage of labour demand and labour supply on the average level and structure
of wages.

Clearly the flex-price textbook model in which wages automatically and quickly
adjust to equate labour demand and supply in each and every component of the labour
marketis not a useful description of the Australian labour market. Persistent unemployment
for many years, differences in unemployment and vacancy rates according to age, skill
level, occupatiomtc, and cyclical variations in the aggregate level and composition of
unemployment are inconsistent with a flex-price model. On the other hand, there is some
variation of relative wages, but wage flexibility is small when compared with quantity
changes in the composition of the workforce and employment.

Institutional arrangements, including Australia’s third-party system of arbitration
tribunals, have an important bearing on wage outcomes. With a few notable exceptions,
such as the wage freeze of 1982—-83 and the early phases of the Accord, the tribunals set
minimum wages only. While as many as 30 per cent of the workforce may be paid
minimum awards, over-award payments are important components of many wage
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agreements. Tribunal decisions are driven by factors other than, or in addition to, labour
supply and demand imbalances. For example, the 1907 Harvester case and recent Living
Wage cases illustrate the key role of perceptions of a fair wage on equity criteria applied
to minimum-wage setting. Settling industrial disputes is another criterion specified in the
various government Acts and Regulations. But also, the tribunals are provided with
considerable information on the state of the economy and labour market conditions in the
submissions by advocates for employers and employees and by governments. Tribunal
decisions often contain extensive reference to assessed current and anticipated labour
market circumstances. That is, arbitration tribunal wage decisions are influenced by
labour market conditions and also by other criteria.

Different models explaining average wages are explored in more detail in other
papers, however a brief summary provides key insights useful for better understanding
wage offer curves for different categories of labour. At least three model types, and
associated econometric studies, to explain aggregate wage outcomes in Australia have
been reported: a disequilibrium market model, Phillips curve models, and bargaining
models. The underlying causal mechanisms and list of explanatory variables in the wage
offer function vary with each model. However, each has a common property that some
measure of labour demand and supply imbalance pushes the wage offer in the direction
of labour market balance, but with the adjustment being slow and partial. That is, the
wage offer curve for the aggregate labour market version of Figure 1 is upward-sloping.

A disequilibrium labour market model, for example Lewis and Kirby (1988), has an
equilibrium wage determined by the intersection of labour demand and supply (with
these functions driven by variables described in Sections 4 and 5), and implicitly with
some allowance for frictional and structural employment. Each period, the wage adjusts
only partially to the discrepancy between the previous period’s wage and the equilibrium
wage. Partial adjustment reflects a combination of inertia and negotiation costs,
continuing contracts, and the implicit contract model carrying a preference for wage
stability. Institutional changes are allowed to influence the adjustment rate, and Lewis
and Kirby find the 1975-81 indexation period significantly speeded up the adjustment
rate. The estimated model has satisfactory economic and statistical properties. It implies
that wages slowly adjust to net changes in the excess demand (or supply) of labour.

The most popular model to explain Australian aggregate wages has been some version
of the augmented price expectations Phillips curve model. Recent examples are
Murphy (1992) and Stacey and Downes (1995). Increases in nominal wages are
expressed as a function of expected consumer prices — often with a pre-specified
coefficient of unity — labour productivity growth, and a measure of labour market slack.

In early models the inverse of the unemployment rate was used, giving awage offer curve
as in Figure 1 which initially is relatively flat and then increases in slope becoming
asymptotic to the labour supply curve. Since the 1970s, the unemployment measure often
has been purged of the long-term unemployed, or replaced by overtime hours, so as to
better reflect labour demand and supply imbalances by ‘insiders’ as opposed to
‘outsiders’. To capture hysteresis effects, a variable for the change in the unemployment
rate is included. Inclusion of these modifications for the measures of labour demand and
supply imbalances have been necessary to enable the Phillips curve models to have
explanatory success for the 1980s and 1990s data. The addition of variables for
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institutional changes, including greater centralisation of the industrial relation system,
particularly the Accord period of the mid 1980s and less often the indexation period of
the second part of the 1970s, is found to reduce wage increases, but not always by a
statistically significant amount.

A third group of potential models behind the wage offer curve is a bargaining model
between employers, employees, and possibly also industrial tribunals and governments.
The underlying model and list of explanatory variables is someadhdioG and
statistical assessment of fit is given much weight. Pissarides (1991) provides a good
example. Invariably some measure of labour market pressure based on the unemployment
level has a negative effect on bargained wages. Other explanatory variables include
expected prices, consumer prices for employees and producer prices for employers.
Relative to the Phillips curve model, the bargaining model includes variables for the
opportunity return if not employed, and in particular, the level and availability of
unemployment benefits and other social security support, and government taxes and
charges which impose a wedge between employer labour costs and employee take-home
pay. These policy variables, along with changes in the industrial relations system, are
found to significantly shift the wage offer curve.

Shifting from the aggregate or average wage to individual wages, personal wages vary
widely in Australia, as they do in other countries, and with similar patterns and for similar
reasons. Hourly wages of those in the top decile are about three times of those in the
bottom decile, and the wage distribution is approximately log normal (Norris 1986).
Using ABS Income and Housing Survey data for individuals, about a half of the variation
of individual wage rates can be explained by differences in formal education, age as a
proxy for experience and on-the-job acquired skills, occupation, industry, region,
country of origin, gender, marital status, part-time or full-time, and size of firm. Recent
studies include Preston (1997) and Suruga (1998). The latter finds similar results for
Australia and other countries. Differences in human capital, both in the form of formal
qualifications and on-the-job training, are a major determinant of wage rates. However,
in the case of formal education, there is some debate on the relative importance of
enhanced productivity versus screening as the underlying causal force. The importance
of industry, region and firm-size variables gives some support for the efficiency wage,
compensating differentials, and exploitable monopolistic explanations of wage
differences. Significant gender and country-of-birth effects on personal wages are
consistent with labour market discrimination. When a firm-size variable is included
among the list of explanatory variables, union membership is not a significant variable,
probably because award agreements apply to non-members as well as union members
and because firm size and union membership are correlated (Miller and Mulvey 1996).
Impressive and comprehensive as these cross-section model estimates of the reasons for
differences in wages are, about a half of the differences are unexplained, and apparently
similar employees undertaking apparently similar tasks in different firms earn wage rates
varying by tens of percentage points.

1. Aninteresting question arises for the near future as the Australian industrial relations system moves more
toward enterprise bargaining and to individual contracts. Calmfors and Driffill (1988) suggest superior
wage-inflation outcomes for either extreme of a highly centralised or highly decentralised industrial
relations system when compared with a mixed system.
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Time-series data on relative wage rates by industries, occupations, regions, ages and
skill levels provide another perspective. Data for Australia shows considerable stability
overtime, but with some variation (Brownal.1980; Norris 1986; Withers, Pitman and
Whittingham 1986; Coelli, Fahrer and Lindsay 1994; Preston 1997). Further, Australian
rankings are similar to those of other countries, although the Australian wage structure
is more compressed, particularly at the bottom end, relative to that of the UK and
US (Norris 1986). Spearman rank correlation coefficients of wage rates by industry or
by occupation for different points in time fall in the 0.7 to 0.9 interval, well above zero
but less than unity. With some exceptions noted below, relative wage patterns over time
in Australia, as in other countries, are stable in the sense that most changes over a year
or over a decade fall within a narrow band of less than 5 per cent.

However, there are some instances of large changes in wage relativities. The premium
for formal education fell by over 10 per cent during the 1970s, but since then has
stabilised (Borland 1996). And relative starting salaries for graduates of different
disciplines vary from year to year (Graduate Careers Council of Austaliduate
Starting Salariemewsletter). Equal pay decisions between 1969-74 led to a 20 per cent
increase in the relative pay of females to males. Earnings of juniors relative to adults rose
inthe early 1970s, and then declined to previous ratios. In recent years executive salaries,
and those of famous athletes and artists, have grown much faster than average earnings.
Sticky relative wages with a few outlying mavericks of flexibility seems a more
appropriate description of relative wages in Australia, rather than a rigid relative wage
structure.

The effect of arbitration tribunal decisions, including award wages, on the distribution
of wages in Australia raises interesting questions. At times it is clear that the tribunals
have raised lower wage rates above what they otherwise would have been. For example,
the Living Wage decisions of 1997 and 1998 clearly raised minimum wages much more
than wages higher in the distribution. However, these increases might reflect the
restoration of long-established social norms of relative wages, or alternatively they
might provide incentives to flow-on wage increases at higher levels. The stability of
patterns of relative wages over time, and in comparison with other countries, suggests
both the catch-up and flow-on effects operate.

There are numerous forces for stability of relative wages over time. Social and
political notions of equity and fairness are strong in all countries and come under the term
of comparative wage justice in Australia and pattern bargaining in other countries.
Implicit contracts and internal labour markets imply relative wage stability with well
respected and understood career ladders. Centralised wage-setting industrial relations
systems, unions, and especially large craft and/or industry unions, and Australia’s
system of industrial tribunals are often thought to contribute to stability of relative wages.
Yet, the same patterns of relative wages are found in countries with diverse industrial
relations systems, and the system in Australia has varied over time.

Of course, a flexible wage system can generate relative wage stability under special
circumstances. It is the shifts of both the demand for and supply of labour for particular
industries, occupations, skiletc which are important. For example, the very large
outward shifts of the female labour supply curve (largely due to preference changes) have
been matched by a very large shift in the demand for females (including that due to
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industry composition changes). Similarly, both the demand for and supply of skilled
workers have shifted outwards in recent decades, and there have been inward shifts of
the demand for and supply of traditional blue collar tradesmen. However, the probability
that shifts of supply and demand curves would balance to achieve relative wage stability
at high levels of disaggregation and for such a long time, must be remote. Another
explanation is that one or both of the demand and supply curves for labour by industry,
occupation, region, skill, time of dajc is highly elastic. As argued in Section 4 this
seems not to be the case for demand, but there may be some support for highly elastic
supply curves, at least over the longer term.

To the extent that there are changes in the pattern of relative wages over time, there
is mixed evidence, although growing supporting evidence, that the direction of change
is consistent with demand and supply imbalances by occupation, industry, region, skill
level and age. Keating (1983) employs a structural model of labour demand and supply
by industry and finds statistically weak support for the hypothesis that relative wages
respond positively to shifts of demand relative to supply. Applying causality tests,
Withers, Pitman and Whittingham (1986) find independence between relative wage
changes and relative changes in unemployment and vacancies by industries and
occupations, not only for Australia but also for Britain, Sweden and the US. Yet, other
studies for the US using different methodologies, report strong support for the hypothesis
that relative wages respond to changes in excess demand (for example Topel (1993) for
the general case, and Katz and Murphy (1992) for the case of skilled and unskilled
workers). The wage curves estimated for Australia by Blanchflower and Oswald (1994),
and by Kennedy and Borland (1997) show a significant negative effect of regional
unemploymenton individual wages after correcting for human capital, industry, gender
effects, and in the case of Kennedy and Borland also for local land prices. Based on seven
detailed case studies of particular occupations, Blandy and Richardson (1982) conclude
that wage rates adjust in a supply- and demand-equilibrating direction, but with lags and
in small quantities.

Overall, notions of fairness and equity between people at any time and across time for
an individual result in sticky relative wage patterns across occupations, industries,
regions, ages, gender, skill level, and time of work. However, shifts in supply and
demand for particular categories of labour influence relative wages in the direction of
market clearance, but the relative wage response is slow and in most cases small.
Institutional and policy changes have on occasions influenced relative wages. Thus, the
wage curve in Figure 1 for a particular category of labour is largely positioned by the
economy wage average, it has some positive elasticity, and it can lie above or below the
wage that clears demand and supply.

4. Labour Demand

This section focuses on the elasticity of demand for labour and shifts of the demand
curve due to changes in output, other input costs and technology for particular categories
of labour classified by occupation, industry, region, gender, age, skill level, and so forth,
and also for aggregate labour. Hamermesh (1993) provides an extensive review, with an
emphasis on US studies, while Lewis and Seltzer (1996) provide a more specific and
recent review of Australian contributions.
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Labour demand typically is modelled as a firm decision, and usually from a
neoclassical perspective. Under aright to manag@ fiies take wages and other input
costs as given, and with knowledge of their product demand (represented by the price for
perfect competition and the demand curve where there is market power), firms choose
employment to maximise returns, or at least to minimise production costs for a given
output. Extrapolating the firm model to an industry level, and especially to an aggregate
economy level, requires careful consideration of realistic price and general equilibrium
constraints. In particular, as observed in the previous section, wage changes for one part
of the labour market in most cases are matched to a large extent by changes in wages for
all other types of labour.

Lower labour costs — not just wages but also on-costs of superannuation, workers
compensation and payroll tax, and hiring, monitoring and firing costs — are expected to
increase employment through at least three mechanisms: factor-mix substitution per unit
of production to reduce costs; product-mix substitution to reflect changes in comparative
advantage; and lower production costs through to lower prices and sales increases.

Inthe short run, the firm labour demand curve is given by its marginal revenue product
curve, and in the long run, there are greater opportunities to substitute labour for capital,
energy and material inputs. The elasticity of factor substitution is the key production
function or technology factor determining the elasticity of labour demand. Most
econometric estimates of production, cost and profit functions find evidence of significant
elasticities of substitution between labour and capital, with many being close to unity.
Where time lags are allowed in the specification — and this is not often the case with
production and cost functions — significant adjustment lags exceeding two years are
found. In practice there are price-change recognition lags, then lags to make and
implement decisions to change production methods, and there are adjustment costs, and
much capital, in particular, has a productive life of several years. Then, cost minimisation
by firms, industries and the economy leads to substitution of labour for capital if labour
costs fall, but this response takes some time. Factor substitutability varies with firms,
industries and different types of labour implying different labour demand elasticities for
different industries and categories of labour.

In most textbook models of labour demand, at least by firm and by industry, lower
wages have an output-expanding effect. That is, lower wages reduce production costs,
and the more so, the more important are labour costs in total costs. Competition leads to
these cost reductions reducing product prices and at the lower price more output is sold,
and hence more employment is required. This effect is larger the more elastic is product
demand. If wages fall only for a particular industry, and remain constant for others, the
wage-driven output effect on employment may be important. However, the reality of the
Australian labour market, as in other countries, is that wage changes, up or down,
generally flow across the economy to all industries.

Consider then the extreme, but still close to reality, case where wages move
proportionately across the economy. Here, the product-substitution effect comes into

2. There are some labour models in which wages and employment are jointly determined by firms, including
the monopsony model and some union-bargaining models. However the practical relevance of these
model situations to Australia seems limited.



Microeconomics of the Australian Labour Market 119

play2 Lower wages will reduce costs, and in turn prices, more for labour-intensive goods
and services than for labour-extensive products. In turn, the mix of products produced
and consumed will shift in favour of labour-intensive goods and services, and the more
s0, the more elastic the substitutability of final demand. These substitutions will increase
aggregate employment and change its composition. Output and employment in
capital-intensive industries, and aggregate employment in occupations and skills used
relatively intensively in these industries facing a comparative disadvantage may actually
fall. Conversely, lower labour costs lead to expansion of output and employment in
labour-intensive industries. Clearly, the product-mix substitution responses will involve
time and adjustment lags leading to a more elastic labour demand response over the
longer term than the short term.

The indirect effects of labour costs on aggregate economic activity and then on
aggregate labour demand are unclear. From a supply-side perspective, with floating
exchange rates, it is likely that lower labour costs across the ecopensg will not
alter the absolute competitiveness of the economy since any initial gains will be eroded
by a currency appreciation. From a demand-side perspective, wage changes can
redistribute income. Most estimates of the aggregate labour demand elasticity are less
than unity (Table 1 and Hamermesh 1993) meaning that lower wages also reduce
aggregate wage income. But, at the same time, capital income rises, and some of this will
be spent. But some may be saved. Higher domestic savings, via the balance of payments
equation, means a lower draw on foreign capital inflow and an inducement for the
currency to depreciate to expand net exports to restore an equilibrium. Then, given the
reality of very sticky relative wage patterns, wage reductions are unlikely themselves to
have much effect on the level of aggregate economic activity. That is, the main driving
forces behind employment responses to wage changes are factor-substitution effects and
product-mix substitution effects, and both will involve lagged responses.

A potentially interesting issue is whether structural changes since about 1980 in the
Australian economy have altered the elasticity of demand for labour. Under the
Australian Settlement, until about 1980, product markets were heavily insulated from
competition by tariffs, quotas and other government industry policies, and extensive
government ownership and operation of business enterprises. Pressure for employers to
respond to higher labour costs by economising on labour were dulled. Cost-padding by
monopolistic industries was widespread, and offsetting government assistance was often
sought and received. Changes in the 1980s and 1990s have brought more competitive
product markets, and arguably also a more competitive labour market. The economy is
closer to the competitive model on which the foregoing labour demand analysis is based.
It therefore seems reasonable to hypothesise that labour demand elasticities have
increased in later years and that the lags have shortened as part of the response to a
tougher and more vigorous competitive economy.

Output changes have significant and large effects on employment of different
categories of labour and of all labour. Long-run elasticities at the firm, industry,
economy, occupation, skill level, gené¢c depend on economies of scale. With most
industries exhibiting linear technology, a unitary elasticity of employment with respect

3. These effects seem not to be considered in the extensive survey by Hamermesh (1993).



120 John Freebairn

to output follows; and for increasing (decreasing) returns, the elasticity would be less
(greater) than unity.

The short-run response of employment to outcome changes is muted when compared
with the long run. For all types of labour, there are adjustment lags associated with
recognition of output changes and the time required to implement employment changes.
These lags explain why employment shows up as a lagging indicator. Second, because
of the importance of fixed costs associated with the hiring, training and firing of labour,
employers smooth out cyclical fluctuations of employment relative to output and sales
cycles. This smoothing effect is more important for more highly skilled and specialised
labour than for lower skilled labour because fixed costs are relatively more important for
the former. For similar reasons, overtime hours, casual employment, and the use of
contract labour is pro-cyclical. Then, the link between output and employment involves
lagged responses and it varies across different types of labour.

The effects of technological change, and of productivity growth generally, on the
composition of employment demand are many and require consideration of second-round
effects in a general equilibrium context. Over recent decades, technological change has
had a labour-saving bias (see for example Bureau of Industry Economics (1986) for
manufacturing), and it has tended to favour the use of skilled relative to unskilled labour
(Aungleset al. 1993). To the extent that the bias of technological change is an
endogenous response to the relative importance of different cost components (Dixon and
McCombie 1991), it is reasonable to expect past patterns to continue into the future. For
a given level of firm, industry and employment output, technological changes of the type
experienced tautologically mean lower aggregate employment and a change in the
employment composition away from unskilled towards more skilled employees. However,
this first-round or impact effect of technological change on employment is only the first
of a longer sequence of effects.

Productivity growth has important second-round effects on prices, incomes and in
turn on the level of employment and its composition. Most industry-level productivity
growth is passed on as lower prices (Lowe 1995). The lower prices lead to expanded sales
for the industry and for other closely related industries providing inputs and further
processing outputs. In due course, employment in these industries increases. For given
nominal incomes, lower prices following productivity change mean higher real incomes.
Expenditure of the higher income increases demand and output, with products with
higher income elasticities gaining more, and again employment rises to provide the extra
production. Alternatively, that portion of productivity benefits passed on as higher
wages or as higher returns to capital, against fixed output prices, directly expands real
income and in turn further employment increases. The second-round flow-on effects of
productivity growth generate additional employment overall via increases in aggregate
real income and expenditure, and also they have employment-composition effects. The
products with high income elasticities are favoured, as are the types of labour used
intensively by the industries experiencing the productivity improvements.

Institutional changes in the industrial relations system seem unlikely to independently
affectlabour demand over and above indirect effects on labour costs and on productivity.
Regulatory changes affecting the conditions of hiring, worker conditions and firing
directly change labour costs for different types of employees — for example, full-time
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versus part-time. The type of industrial relations system is often argued to have an
influence on relationships between employers and employees as it affects the adoption
of new technology, work practices and management practices that drive the pace of
productivity growth.

Econometric estimates casting light on labour demand functions can take different
forms. They include estimates of production, cost and profit functions from which
demand parameters can be derived, and direct estimates of labour demand functions. For
Australia there are a number of production function studies which provide estimates of
the key elasticities of factor substitution. Most of the direct labour demand functions
reported for particular industries and for the economy are of the form:

D=a, + 3A(L)W+a, B(L)R+a;C(L)Q+a, T +¢ Q)

whereD is employment, variously measured as persons or hours wivked measure

of real labour costs, variously measured as weekly earnings and unit labouR t®sts,

a measure of alternative real input co&ss a measure of output — usually industry or
economy GDP as relevant-s a time trend to measure technology, A¢id, B(L) and

C(L) are lag functions. In practice most studies have imposed a more restricted Koyck
lagged adjustment process rather than the flexible forms suggested in Equation (1).

Several studies have used a model of the form in Equation (1) to estimate demand for
labour by industry using data for the 1960s, 1970s and early 1980s. Symons (1985)
estimates the manufacturing elasticity of labour demand at-0.21 in the short run (quarter)
and -0.91 for the long run, and also finds complementarity of labour with materials. A
number of studies of labour demand in the agricultural sector are collated in Evans and
Lewis (1986), with a new study by Lewis (1987), with estimates of the demand elasticity
between -0.2 and -0.5 in the short run, and -0.5 and -1.3 in the long run. Phipps (1983)
estimates demand equations for eight broad industry groups using annual data. Not all
industry demand elasticities are estimated to be significantly different from zero, the
largest significant estimates are around -0.5, and Phipps emphasises that elasticities vary
according to industry. Given that output is included as an explanatory variable, and a
predetermined one at that, the elasticity response captured by these industry studies
reflects factor-substitution effects.

In the industry labour-demand studies, output and technology variables are found to
be important. In most cases, a long-run output elasticity of unity cannot be rejected. A
significant negative coefficient on time is consistent with labour-saving technology, and
the estimated coefficient varies across industries.

Estimates of an aggregate or economy demand for labour function of the type in
Equation (1) make useful comparisons with the foregoing industry-demand studies, and
in particular they provide some evidence of changes in labour costs inducing changes in
the mix of goods and services with different labour intensities being produced. Table 1
summarises some details and results of studies by Lewis and Kirby (1988), Russell and
Tease (1991), Pissarides (1991) and Stacey and Downes (1995). They differ in terms of
the underlying analytical model, the sample period, and the estimation technique, yet
they reach similar findings about the main determinants of aggregate labour demand and
about elasticities.
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Table 1: Estimates of Aggregate Labour Demand Function, Australia

Authors Type of model Data and estimator Explanatory variables
Labour cost Other
elasticities variables

Lewis and Disequilibrium 1967(3)-1987(1) FIML SR =-0.07 Real GDP, trend

Kirby (1988) demand, supply and LR =-0.78 (productivity),

partial adjustment industrial relations

Russell and Single equation, 1969(3)-1987(4) OLS SR =-0.11 Real GDP, trend

Tease (1991) partial adjustment LR =-0.61 (technological

change)

Pissarides Labour demand, 1966(3)-1986(2) IV SR =-0.23 Cyclical effects

(1991) supply and wages LR =-0.79  (competitiveness,

fiscal stance,
monetary stance),
capital stock, real
interest rate

Stacey and Neoclassical firm 1971(1)-1995(1) ECM SR =-0.11 Real output, labour
Downes (1995) investment, LR =-0.84  productivity

employment and
pricing

Note:

SR denotes short run, LR denotes long run.

In terms of the underlying model of aggregate labour demand, Russell and Tease use
a single equation, Lewis and Kirby have a disequilibrium model of labour demand and
supply with partial adjustment of both wages and employment to equilibrium levels,
Pissarides has a three equation model to explain labour demand, labour supply and
wages, while Stacey and Downes use a representative-firm neoclassical model to explain
investment, employment and prices. The estimable labour demand equation is some
specific form of Equation (1), with Pissarides using a number of macroeconomic policy
settings rather than GDP. Lewis and Kirby, and Stacey and Downes allow for endogeneity
of wages in their estimation, while the others treat wages as a predetermined variable.
Stacey and Downes use an error-correction model to avoid possible problems of spurious
regressiort. All studies use quarterly data, but with different sample periods.

Labour costs are estimated to have a significant negative effect on aggregate labour
demand. There are lags of two years or more for the full response. Estimates of the
long-run elasticity of demand, which is a constant-output demand elasticity because real
GDP, or the macroeconomic determinants of real GDP, appear as predetermined

4. There is some uncertainty about the time-series properties of the variable entering a time-series demand
equation of the form of (1). Different sample periods and tests give mixed results as to whether some or
all of the variables are 1(0) or I(1), and in the latter case whether the variables are cointegrated. See, for
example, Lewis and MacDonald (1993).
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variables in the estimated demand equations, vary from -0.6 t& Th8.aggregate

labour demand elasticity estimates of Table 1 appear high when considered in comparison
with most of the constant-industry-output demand elasticities discussed above and
against the labour for capital substitution elasticity of unity or less found in most
production function studies. One way of reconciling these differences is that the
aggregate demand elasticity estimate includes product-mix substitution effects as well
as factor-mix substitution effects. Then, across the economy, labour cost increases, as
generally occurs (Section 3), not only induce substitution of capital for labour in
producing any particular good or service, but also induce substitution of capital and other
factor-intensive goods and services for labour-intensive products.

The four studies in Table 1 estimate that output has both trend and cyclical effects on
aggregate labour demand. While the long-run point estimates of the output elasticity are
less than unity, in most cases they are not significantly less than unity. For all the studies,
output changes have a lagged effect on aggregate employment, consistent with fixed
costs and with adjustment lags.

Technological change, in all cases represented by a simple time trend, has a negative
effect on employment of around 1 per cent per year. Since output is a predetermined
variable in the estimated labour demand functions reported in Table 1, they do not
directly allow for the second-round effects of productivity growth to higher incomes and
more employment.

Consider next the demand for different categories of labour, for example by gender,
skill level, age or hours. Changes in relative labour costs, again not just wages but also
on-costs, for one type of labour relative to others, in theory, have substitution and scale
effects. A rise in the relative price of labour typsay females, relative to labour type
j, males, would lead to substitution of males for females to minimise costs. This
substitution effect would be larger, the larger the elasticity of substitution of labour types
i andj. There also would be a scale effect associated with an overall increase in labour
costs leading to some substitution of capital for labour. The substitution and scale effects
reinforce each other for the particular type of labour for which relative labour costs rise
(or fall), and they work in opposite directions for other labour types. For those other
labour types the net employment effect is ambiguous. There may be additional scale
effects associated with changes in relative costs of particular categories of labour altering
the mix of industry output. A rise in relative labour costs of labouritypk erode the
comparative advantage of industries which use labourityglatively intensively, in
comparison with other industries which use relatively little of labouritype

Unfortunately not a lot is known about the magnitude of elasticities of substitution
between labour categorised by gender, age and skill level. Hamermesh (1993) finds some
important areas of consensus, but many mixed results on magnitudes. Intra-labour, or
labour type for labour typ¢, substitutability should be considered as part of a production
or cost function system with capital, and not as a system separable from capital. For
skilled labour, substitutability with capital is low and in some cases complementarity is
estimated, whereas high levels of substitutability between capital and low-skilled labour

5. Interestingly, the lower demand estimate of Russell and Tease takes a higher value of -1.04 when their
equation is re-estimated with data to 1997:Q4.
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are estimated. Similarly, substitutability of capital is greater for production workers
when compared with professionals and managers. A range of estimates, often with large
standard errors, have been reported for the elasticity of substitution between high-skilled
and low-skilled labour. Overall, Hamermesh concludes that the own-wage elasticity for
low-skilled workers is greater than the elasticity for high-skilled workers as a consequence
of the different substitution elasticities. It is likely that the Hamermesh assessment,
which is based mostly on US studies, would apply to Australia, but that type of analysis
has yet to be undertaken.

Estimates of elasticities of substitution for different categories of labour in Australia
are few. Gregory and Duncan (1981) find a low value of 0.3 between males and females,
with much of the response due to industry-composition changes rather than because of
male for female substitution in providing a particular product. Lewis (1985) estimates
high elasticities of substitution (up to 4) between youth and adult workers, but also notes
the data were not entirely satisfactory and the estimates had large standard errors.

Arelated area of recent research on the demand for particular types of labour has been
the study of the effects of higher minimum wages on employment of the low skilled in
particular, and of other employment. Card and Krueger (1995) analysed a number of
natural experiments in which increases in US minimum wages were implemented with
different timings in different states of the US. Using a difference in differences approach
to attempt to remove the effects of other demand forces, they find the minimum wages
increases had a negligible adverse effect, and in some cases a positive effect, on
employment of the low skilled. This negligible own-wage elasticity effect contradicted
conventional expectations and elasticity estimates obtained from time-series studies.

Not surprisingly, the Card and Krueger studies, and related assessments for the UK
generated controversy. Symposia in theustrial and Labor Relations Revigduly
1995),Economic JournalMay 1996) and thaustralian Economic Revie@une 1997)
give some flavour of the debate. Several areas of criticism have been levelled against the
negligible to positive employment response of employment to higher minimum wages.
Welch (1995) is critical of the Card and Krueger data in terms of the use of telephone
interviews, broad questions, and some properties of the data. Hamermesh (1995) doubts
the natural experiment, arguing that since the move to higher wages was promulgated
some years before, a part of the adjustment already was implemented. The before and
after wage change interval of seven months suggests only short-term responses, not
long-term responses, involving capital for labour substitution are captured. Also,
industry-mix effects are not captured. Finally, the absence of a convincing theoretical
rationale for a positive demand elasticity is a concern; a monopsony model based on
informational imperfections and a model with a shock increase to efficiency have been
advanced but not well supported.

For Australia there have been two sets of natural experiments which also suggest alow
elasticity of demand for particular types of labour. The 20 per cent increase in relative
wages for females in the early 1970s had no discernible effect on the gender composition
of employment and unemployment (Gregory and Duncan 1981). Even though structural
shifts in labour supply and demand by gender also were at play, these trend effects were
also in play in the 1960s before, and in the late 1970s after, the policy-induced push for
wage equality across the sexes. A second set of experiments concerns the large wage



Microeconomics of the Australian Labour Market 125

subsidies (up to 60 per cent of wages) for the long-term unemployed as part of the 1994
Working Natiorpolicies. Certainly many long-term unemployed did enter these programs,
consistent with a downward-sloping demand curve, and there was some reduction in
employment of others (Chapman 1997). The temporary nature of the subsidies and their
targeting to the more disadvantaged employees, real or perceived, as well as usual
concerns abouteteris paribus makes it difficult to draw implications about the
magnitude of elasticities.

Overall, there is a dearth of convincing and robust estimates of the own- and
cross-prices elasticities of demand for Australian labour disaggregated by gender, age,
skill level and occupation.

5. Labour Supply

This section considers the elasticity of supply and key shift variables of the labour
supply functionS in Figure 1 for different ages, gender, skill levels, occupation,
industries, and types of work. The review articles by Kenyon and Wooden (1996), and
Borland (1997) cover the issues and Australian empirical studies in detail. Labour supply
represents the outcome of decisions affecting participation in the workforce, hours of
work, investment in human capital and effort level.

The individual and family work versus leisure choice model provides the underlying
model of participation and hours of work decisions as a function of returns, income and
demographic variables. Simpler static models focus on a single period, and others take
a life-cycle perspective. Killingsworth (1983) and Woodland (1984) provide reviews.
Labour returns, which involve not just market wages but also losses due to taxation and
means-tested social security benefits which vary widely in their effects across people and
also have varied over time, have an ambiguous net effect on labour supply because of
income and substitution effects pushing in opposite directions. Alternative sources of
income, including household wealth, spouse income, access to social security benefits
and superannuation, and the costs of looking after children, have a negative effect on
labour supply.

Almost as an empirical observation (see more below), the encouraged/discouraged
worker effect has been found to be a major determinant of labour supply, at least over
the economic cycle and particularly of the decisions to participate or not by married
women, youth and older workers. Lower unemployment, orincreases in the employment
to population ratio, are associated with higher participation regés;is paribusin a
sense they imply a higher probability of actually obtaining a job. In principle, this effect
could be embraced in the work versus leisure model by using expected wages on entry,
that is, the market wage times the probability of gaining a job, but the empirical task in
measuring the probability is a formidable one.

Tastes, attitudes and social preferences clearly have had very large trend effects on
labour supply decisions in Australia. These effects have been especially important for the
rising participation rate of married females in the 1960s, 1970s and 1980s. Changes in
preferences, in part, lie behind the shifts in the supply of labour by both sexes and by
younger and older ages for part-time work and work outside the nine to five, Monday to
Friday time interval.
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A number of econometric studies using cross-section and time-series data support the
descriptive and explanatory usefulness of the work versus leisure choice model of
workforce participation and hours of work decisions, and they provide insights on the
labour supply elasticity for different demographic groups. However, considerable
caution is required in interpreting the results of published studies using cross-section
data, including those of Apps, Killingsworth and Rees (1996), Lambert (1991), Miller
and Volker (1983), Ross (1986), Ross and Saunders (1993) and Woodland (1987). Inthe
Australian context, post 1970, involuntary unemployment has been extensive for most
disaggregated categories of labour, as well as for the aggregate, so that measured
employment used in cross-section studies lies inside the labour supply &urve (
Figurel). Time-series studies using the workforce (employment plus unemployment)
are less affected by the identification problem. Data limitations mean that most
cross-section studies have notincluded variables for discouraged worker effects, or they
have included a crude proxy for aggregate unemployment which is the same for
individuals and families in different circumstances. To the extent that the omitted
discouraged worker effect variable and the included wage variable are positively
correlated, reported cross-section study estimates of the labour supply elasticities are
biased upwards. None of the reported cross-section or time-series studies fully allows for
both taxation and means-tested social security benefits in measuring the net returns from
work. For those using the market wage as a proxy variable for incentives to work, it is
a poor proxy because tax and social security differ widely over time and across different
individual and family circumstances.

Even granted the foregoing concerns with reported econometric studies of Australian
labour supply, some results seem fairly robust and consistent with studies of other
countries. The elasticity of labour supply is relatively low, and in many cases not
significantly different from zero, for males and for women with full-time, high-paying
jobs (Apps, Killingsworth and Rees 1996; Borland 1995). For older males, low education
levels (which proxies for low wage and job opportunities, and maybe also tastes) and the
availability of alternative income, whether it be private income, including superannuation,
or access to social security benefits, both contribute to lower participation
(Woodland 1987). For married women, the elasticity of labour supply, representing both
participation and hours of work decisions, is significantly positive, but with a wide range
of estimates driven by different models, data and estimation procedures and in some
studies with values exceeding unity (Apps, Killingsworth and Rees 1996; Lambert 1991,
Miller and Volker 1983; Ross 1986). However, because of specification problems noted
above, these estimates are likely to be biased. Female participation in these studies is
found also to vary with other family income, with education, with the number of young
children, and with region and country of birth.

In a number of time-series studies (Borland 1995; Dixon 1996; Dowrick 1988;
Stricker and Sheehan 1981) significant discouraged worker effects are found for both
sexes and all age groups whereby changes in the unemployment rate, or of the
unemployment to population ratio, shift the labour supply curve. Most studies assume

6. ABS data on wage rates and unemployment for occupations and level of formal education imply a strong
inverse relationship between the wage rate and the unemployment rate. Topel (1993) reports a strong
inverse relationship for the US.
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symmetry of response with estimates that an increase in employment of one job induces
about 0.4 people into the workforce. Dixon finds evidence of an asymmetric response of
about 0.75 for increases in jobs and 0.3 for decreases in jobs. Borland finds that most
flows out of the workforce come from unemployment rather than employment. Gregory
(1991) asserts that much of the increase in female employment, and to a lesser extent
male employment, comes from new entrants rather than from unemployed persons. In
terms of overall explanatory power, the encouraged worker effect, or shifts in the labour
supply curve, are found to be more important than the wage effects, or movements along
the curve, in explaining variations of labour supplied.

Changes in labour quality stem from formal education, mostly for job entrants, and
on-the-job training of employees. The human capital model captures the investment
processes involved. The model predicts that education and training, and hence a more
skilled workforce, increase with the premium of wages for skilled people relative to those
unskilled, lower opportunity costs of foregone work and lower tuition fees. Numerous
Australian studies have estimated real rates of return of around 10 per cent for secondary
and tertiary education (Blandy and Goldsworthy 1975; Chapman 1977; McNabb and
Richardson 1989; Miller 1982). Further, the inverse relationship between years of
education and unemployment, perhaps more accentuated in the 1980s and 1990s, both
increases the gross return from education and reduces the opportunity cost of study.
Because of supply constraints on government-provided tertiary education, the supply
curve of educated labour is not identified, and this factor lies behind the disappointing
econometric results found by McCormack (1992).

No studies have been found on labour supply by occupation, industry and region, and
this is not surprising because of data limitations. For occupations and industries,
unemployment data refers only to those who last had a job in a particular industry or
occupation, but not for those who want to enter or want to change, and thus the workforce
by industry or occupation is measured poorly. The stickiness of relative wage patterns
described in the previous section provides little information with which to estimate
labour supply to industriy(or occupations or regions) as a function of returnsimd
other industries (or occupation or region). The prevalence of changes in recruitment and
promotion standards further complicates the estimation of labour supply by industry,
occupation and region. It would be surprising if the elasticities of labour supply by
industries and occupations were not high.

Considerable circumstantial and anecdotal evidence indicates that labour supply by
occupation, industry and region shifts with employment prospects. The dominance ofthe
encouraged/discouraged worker effect noted above for workforce participation and
hours decisions would seem even easier to follow when choosing between industries,
occupations and firms. Students in choosing areas of study regularly ask ‘what type of
job can | expect?’ and they are avid consumers of data on unemployment rates and job
advertisements by discipline area in making their choice of area of study.

6. Intra-labour Market Reallocation

In any year and over time there are large reallocations of labour between industries,
occupations, regions, gender, age and skills, part-time and full-time, and by hours of
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work (see ABS data and for a summary, EPAC (1996)). There have been large secular
changes, there are cyclical changes, and in some cases seasonal changes in the
composition of employment. The changes across industdeare lubricated by even

larger gross flows between different labour states. In any month, gross flows between
employment, unemployment and not in the labour force are between 100 000 persons
and 150 000 in each direction (ABS cat. no. 6203.0). For those with a job, in any one year
between 20 per cent and 25 per cent changes their job, and for those who change,
40 per cent move to another industry, 30 per cent to another occupation, and 15 per cent
move interstate or overseas (ABS cat. no. 6209.0). This section evaluates the co-ordinating
mechanisms used in the Australian labour market to allocate and reallocate workers to
differentjobsinresponse to changes in aggregate income, buyer preferences, technology,
trade, worker preferences and other shocks.

Three mechanisms, or a combination, may be used to co-ordinate the allocation of
jobs to industries, occupations, regions, gender, age, skill level, time of day, part-time
and full-time. These are price, quantity and quality adjustments. Necessarily, supply and
demand imbalances have to be accommodated in some way. All three seemto play arole
in altering the composition of Australian employment and in co-ordinating reallocations
driven by external shocks.

In flexible-price markets, price changes are the co-ordinating mechanism to drive
reallocations in response to changes in demand and supply. For different categories of
labour, whether they be by occupation, age, gender, location, part-time versus fetktime
relative wages would rise for those categories where demand expands relative to supply
or where vacancies as a measure of excess demand rises, and relative wages would fall
for these categories where supply expands relative to demand or where unemployment
as a measure of excess supply rises. The required relative wage change will be greater
the more inelastic the demand and supply curves for each category of labour. The
evidence canvassed in Section 3 is that relative wages are sticky in Australia, as in other
countries, and most, but not all, evidence is consistent with the hypothesis that relative
wages move slightly and slowly in the directions suggested by changes in excess
demand. That is, changes in relative wages contribute to the intra-labour market
co-ordination task.

However, unemployment, and quite wide variations in unemployment by category of
labour, means relative wage changes are less than those of a flexible-price market. ABS
data indicates differences in unemployment rates by age and skill level, by occupation
and industry, by region and by gender. These differences in many cases are long-term
phenomena, for example higher unemployment among youth and the low skilled. There
are some cyclical patterns, for example, more volatility for the young and for particular
occupations. On other comparisons, there are swaps over time, for example, lower
unemployment rates for males as compared with females were reversed in the 1980s.

Quantitative signals usually play a key allocative role in fix-price markets, and this
seems to be the case for the composition of employment and the workforce, especially
onthe supply side. Industries, occupations, skill levels, hours of work categjangth
high and rising employment and/or with high vacancies and low unemployment draw
potential employees towards them and away from labour categories with low and
declining employment and/or with low vacancies and high unemployment. In formal
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model terms, the labour supply curve for different components of the labour market shifts
with measures of employment growth and the length of vacancy and unemployment
queues.

Labour force participation rates for youth, married women, and older (aged 55 and
over) workers are especially sensitive to quantitative signals (Borland 1995; Dixon
1994; Dowrick 1988; Woodland 1987, for example). The case studies in Blandy and
Richardson (1982) provide evidence for particular occupations. There is much anecdotal
evidence that decisions of children and their families on secondary and tertiary education,
including about the period of study and area of study, are influenced as much by
perceived relative chances of gaining a job as by the relative wages for jobs gained. Given
the compelling evidence of the significant and large influence of quantitative signals to
workforce participation decisions, and the anecdotal evidence for education and occupation
choice decisions, it seems very likely that quantitative signals are importantin co-ordinating
labour market reallocations by occupation, industry, region, skill level and hours of
work.

Changes in labour-quality decisions to induce reallocations of the workforce can
operate along several dimensions. These include variations in the required skills,
background and experience of staff to be recruited, loosening or tightening the criteria
and their application for promotion, and changes in other work conditions. With internal
labour markets, the principal response of employers to expanding (falling) labour
demand is not to increase (reduce) wages but to increase (reduce) recruitments and
accelerate (delay) some promotions. Access to ‘good’ jobs with career ladders,
opportunities for on-the-job training and some security of tenure, and for jobs generally
have to be rationed in some way, and the rationing task rises with the overall pool of
unemployed. With wages held nearly fixed, other rationing criteria have to be used. One
option is to ration by skill level as judged by formal education and work experience. In
these circumstances, credential creep is one symptom of the use of qualitative job
rationing. These circumstances also provide opportunities for employers to discriminate
at little cost by, say, gender, socioeconomic status or race.

There is both hard and anecdotal evidence of the use of quality adjustments affecting
employment and unemployment levels in Australia. Clearly the skill composition of the
employed workforce has increased, and those with low skills are disproportionately
represented among the unemployed. Aungied. (1993) attribute part of the increase
in skills of those employed to changes in industry composition, part to changes in the
occupational mix in each industry, and part to higher skills within each occupation. The
industry mix and occupational mix effects probably can be explained largely by product-
demand changes and by technology. While some of the higher skill mix within
occupations may be attributed to technological change, much of it might be attributed to
credential creep.

Disproportionately high unemployment rates among those with less formal education,
and for migrants from a non-English speaking background, and the lower employment
probabilities for the long-term unemployed, have at least two potential explanations.
One is the screening idea and the use of qualitative allocation methods described above.
The second possible explanation is the low marginal productivity of these potential
employees, absolutely and relative to others, against Australia’s relatively high minimum
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wages. While | am unaware of attempts to evaluate the relative importance of the two
options, and in fact, it is unclear how such an assessment could be conducted, it would
be a surprise if there was not some role for each explanation.

Whether the high levels of unemployment among those with low skills, real or
perceived, are due primarily to low productivity relative to labour costs, or to credential
creep or discrimination, has important policy implications. If the latter explanations are
dominant, faster economic growth will be effective in soaking up the unemployed as
artificially inflated credential standards are lowered. By contrast, if low productivity
relative to labour costs is the principal causal force, policy options will have to consider
a combination of lowering labour costs and increasing the productivity of the unemployed
as well as raising aggregate real output.

7. Conclusion

Conventional microeconomic foundations of household decisions on labour supply
and of firm decisions on labour demand are useful in analysing the composition of
employment and unemployment by industry, occupation, region, gender, age, skill level,
hours of work and so forth. Sticky but not rigid relative wages mean that quantity
adjustments, mostly unemployment but sometimes vacancies, and quality adjustments
in skill and experience levels used in hiring and promotion are important labour market
responses to changes in demand and supply. Price, quantity and quality changes are
involved in co-ordinating labour market adjustments to changing circumstances.

The limited number of econometric estimates of direct and cross-price elasticities of
demand and supply for different categories of labour generally confirm the directions of
effects predicted by microeconomic theories. However, different studies report a wide
range of elasticity magnitudes and often with large standard errors. Measures of output
and technological change have significant effects on demand. Output and factor price
changes influence demand with lags necessary to effect changes in factor input mixes and
changes in product mixes. The extent of credential creep and discrimination in rationing
jobs in the face of unemployment queues and sticky wages is an area ripe for further
study. The chances of finding a job as signalled by unemployment and vacancy rates, and
probably also by required skills, influence workforce participation decisions, and these
guantity and quality signals affect the choice of occupation, industry, education, time of
work. The magnitudes of effects of quantity and quality signals on labour supply
responses by labour market segment require more work.

Unemployment by industry, occupation, region, gender, skill, age and so forth reflects
slow demand growth relative to supply growth and labour costs held above the
equilibrating level. In addition, new entrants to the workforce, including youth and
migrants, take much of the brunt of trend and cyclical changes in demand and supply.
Also, credential creep in the face of overall unemployment helps concentrate
unemployment among those with low skills, including the young, migrants from
non-English speaking backgrounds, older retrenched people with limited formal education,
and the longer-term unemployed.
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Discussion

1. Philip Lowe

I would like to start off with a question. It is a question that John’s paper hints at, but
one that never quite gets asked directly. The question is motivated by John’s observation
that while the distribution of wages has widened in Australia, it is still more compressed
than in some other countries with lower unemployment rates. My question is the
following: to what extent is the persistently high unemployment rate in Australia
attributable to too high an aggregate real wage, and to what extent is it due to a lack of
relative wage flexibility?

Figure 1 helps make the question a little more concrete. It shows the unemployment
rates for workers with post-school qualifications and for those without post-school
qualifications. Three observations can be made. First, both unemployment rates are high.
Second, the unemployment rate for workers without post-school qualifications (largely,
unskilled workers) is much higher than for those with post-school qualifications. Third,
this difference between the two rates has tended to increase through time.

The concrete question is to what extent are the high unemployment rates of both
categories of labour, but particularly the high unemployment rate of unskilled workers,
attributable to too high aeggregatereal wage, and to what extent are they attributable
to too high aelativewage for unskilled workers (on average, those without post-school

Figure 1: Unemployment Rates by Level of Education
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Source: ABS cat. no. 6203.0.
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qualifications earn around two-thirds of their more highly educated workmates). Putting
this anotherway, if it were possible to reduce the average wage, but keep wage relativities
constant, would we fix the unemployment problem for unskilled workers? Or is the
solution, an adjustment in relative wages, and if it is, why hasn't it happened?

I don't think that anybody can be confident that they really know the answers to these
questions, so what | would like to do is to use John’s paper to try to throw some light on
the question. In particular, | would like to pick up on four points which the paper makes
which | think are relevant:

« while relative wages tend not to move much, they do at least help in the adjustment
process;

* not a lot is known about the wage elasticities for different types of labour;

« quantity signals play an important part in resolving disequilibrium in the labour
market; and

« credential creep is a common phenomenon when unemployment is high.
| will say a few words about each of these points.

John makes the point that relative wages tend to be stable through time, but that they
do change to help correct disequilibrium. In general, the changes occur only slowly,
sometimes very slowly. However, the examples that John gives point to an asymmetry:
if there is a shortage of a particular type of labour — say world-class leg-spin bowlers or
visionary chief executives —relative wages can adjust very quickly and by large amounts,
but if there is excess supply of some type of labour — say unskilled workers — the
adjustment tends to be slower and less dramatic. Reading behind the lines, John mainly
attributes this slow adjustment in Australia to social and political factors. These factors
are reflected in our institutions and in policy approaches that are acceptable to the
electorate. | think it is difficult to argue with the proposition that a different endowment
of these social and political factors would significantly change the microeconomics of
the labour market, and could make a major contribution to reducing unemployment. The
experience of the United States suggests a possible path, but it is one that many people
feel uncomfortable with.

The second relevant point that John makes is that we know relatively little about the
wage elasticities for different types of labour. However, we do know a few stylised facts.
Amongst these are the following:

« it is difficult to substitute unskilled labour for skilled labour;

« capital and skilled labour are not good substitutes, and in some cases may well be
complements; and

« unskilled labour and capital are reasonably good substitutes.

These ‘facts’ suggest that the primary effect of reducing the relative wage of unskilled
workers would be to lead to a substitution away from capital and towards unskilled
labour. Unfortunately we have no robust estimates of exactly how strong this effect is,
and whatthe lags are likely to be, and some people might even argue that my stylised facts
would better be termed ‘stylised assertions’. This makes the debate very difficult, for
nobody can confidently say how much the wage distribution would need to widen to
significantly reduce the unemployment rate for unskilled workers. As a result, one sees
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guesstimates all over the place, and | suspect this makes it harder for the issue to be
debated productively.

The third point is that quantitative signals play a key allocative role. A way of restating
this pointis that supply-side adjustments are important. For example, if the unemployment
rate for unskilled workers is high, some of the unskilled workers will turn themselves into
skilled workers, and workers entering the workforce for the first time will be more likely
to seek post-school qualifications than would otherwise have been the case. In some
sense this quantitative signal has been having the right effect for the past two decades,
as young people respond to the high unemployment rates of unskilled workers by staying
at school longer and enrolling in tertiary education. Another example is the migration of
labour from regions or states with relatively poor employment prospects (say Victoria
in the early 1990s) to those with brighter prospects (e.g. Queensland).

These supply-side adjustments are important in limiting the divergence of
unemployment rates across states and between skilled and unskilled workers. But the
adjustments can be painfully slow, as evidenced by the persistently high unemployment
rate for unskilled workers, and the persistently high unemployment rate for Tasmanians.
Despite the slow adjustments, the fact that relative wages also change only slowly means
that quantity adjustments play a vital role in the adjustment process. You can see this
clearly in the employment data by state. When unemployment in a state is higher than
the national average, there is very little adjustment in the state’s relative wage, with most
of the adjustment occurring through internal migration (Debelle and Vickery 1998). In
general, if these supply-side adjustments were quicker, a lack of relative wage flexibility
may not be too costly, and the real issue affecting unemployment would then be the
averagereal wage, and not the distribution of wages.

The fourth point is the existence of ‘credential creep’ when unemployment is high.
This effect might mean that a decline in the aggregate real wage is the primary solution
to the absolutely and relatively high unemployment rate of unskilled workers. An
important question is: could the unemployment rate for unskilled workers be
disproportionately high, even thouggtativewages are consistent with fullemployment?

I think the answer is probably yes. If the aggregate wage is too high, some firms are likely
to choose skilled workers to do unskilled jobs — so that when unemployment is high one
needs a PhD to get a lecturing job at a university, but when unemployment is low, a
Masters degree is sufficient. As a result of this credential creep, unskilled workers end
up being disproportionately unemployed. The solution is not to lower their relative wage,

but instead to lower the aggregate wage.

So where do John’s four points leave us? As usual, there is no clear answer. My
reading of John’s paper is that the evidence suggests that a fall in the relative cost of
unskilled labour would increase the number of unskilled workers employed. But so too
would a fall in the aggregate real wage, even if the wage relativities remain unchanged.
Further, it is a plausible, although admittedly untested proposition, that aggregate wage
restraint is more effective than allowing the wage distribution to widen further.

If this proposition is true, how do we achieve the necessary aggregate wage restraint.
One solution is an incomes policy — such as the Accord. However, rather than focus on
the merits and costs of this approach, | would like to think about another possibility; that
is, does allowing greater flexibility of relative wages generate aggregate real wage
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restraint. In my comments earlier, | have talked about the two things as being alternatives,
but as John reminds us a few times in his paper, everything is connected to everything,
so perhaps they are complements, rather than substitutes.

| think it is a reasonable proposition that allowing the bottom end of the real-wage
distribution to fall puts pressure back on the rest of the distribution, leading to greater
aggregate restraint. Certainly, over recent years, those countries with high and/or
growing wage inequality have tended to experience restrained growth in aggregate
labour costs. If those at the lower end of the wage distribution are experiencing negative
or low real wage growth, this is likely to put some pressure on the wages just above them
in the distribution, and in turn increase the pressure on the wages above them and so on.
Obviously one cannot push this argument too far: wage restraint for cleaners is unlikely
to lead through a cascading of competitive effects to wage restraints for chief executives.
Nevertheless, arguably, one of the benefits of easing the social and political constraints
on the dispersion of wages, is to deliver aggregate wage outcomes which ensure that on
average, more of those who want to have jobs actually have them. Again, this proposition
is untested, but | think is worthy of exploration. There may be other alternatives as well.

Finally, 1 would like to end where | should probably have started. That is to
congratulate John on an enjoyable and comprehensive paper. John’s analysis gives us a
useful framework for thinking about the microeconomics of the Australian labour
market. But at the same time it reminds us of that fact that we know relatively little about
the strength and speed of the underlying adjustment mechanisms that most of us believe
are out there operating in the marketplace. As usual, more work is needed!
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2. General Discussion

Discussion of this paper focused on two issues:

« the interaction of education and the supply of skilled labour with the degree of wage
dispersion; and
« the evidence on the effects of changes in the minimum wage on employment.

Participants noted that both the supply and the demand for skilled or educated labour
is important in determining the returns paid to skill and education. In Australia, there is
not much evidence of an increase in the education premium because the increase in
demand has been generally matched by an increase in supply. However, in the US and
the UK, the widening in wage dispersion in the 1980s and 1990s was in part due to an
increase in the return to skill. This was the result of a deceleration in the supply of
educated labour over that period, following the large increase in supply in the 1970s —
in part a function of demographics.
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Some participants noted that despite the rise in the education premium in the US and
the UK, a large part of the increase in wage dispersion has been caused by a rise in
within-group inequality. That s, the dispersion of wages has also increased considerably
within the group of (say) educated workers. To date, it has been hard to discern what has
been driving the widening in within-group inequality. This poses problems in determining
the appropriate policy response.

One participant noted that, given the relatively high return to additional years of
schooling, it was difficult to ascertain why unemployment should be so much higher in
Australia today —when the workforce had on average two years of extra schooling —than
it was in the 1960s. The rise in education should have translated into a decrease in real
unit labour costs which should have boosted employment. This may indicate that the
education level of the workforce may not be a critical cause of unemployment (at least
for a workforce with the education level of that in Australia).

The controversial findings of Card and Krueger on the impact of changes in the
minimum wage on employment generated much discussion. One participant argued that
their much-cited results based on the fast food outlets in New Jersey and Pennsylvania
were not that persuasive. However, the other evidence that Card and Krueger presented
using time-series evidence was more robust and suggested that rises in the minimum
wage had modest negative effects on employment. Another participant noted that this
conclusion was supported by the results of a panel study across a number of OECD
countries.

The discussion also highlighted that it is important to remember that the minimum
wage research does not necessarily estimate aggregate labour demand elasticities. The
research is only focusing on awage change that affects a small section of the labour force.
In determining an aggregate labour demand elasticity, it is necessary to consider the
impact of minimum wage changes on the average wage in the economy. Therefore, one
needs to assess how changes in the minimum wage are likely to flow through to other
wage rates in the economy.

Finally, some participants questioned the relevance of the evidence from the US on
the effect of changes in the minimum wage for Australia, given the different set of labour
market institutions in the two countries, given that the minimum wage is much lower in
the wage distribution in the US, and given that Australia does not have a single minimum
wage but rather a myriad of minima.



Unemployment and Income Distribution

Ann Harding and Sue Richardson

1. Introduction

Unemployment is widely regarded as the foremost economic problem currently
facing the Australian economy. Among its many evils, high unemployment — especially
long-term unemployment —has become a major source of poverty. The unemployed have
now replaced the aged as the predominant group in poverty in Australia (King 1997). It
also contributes to the rising levels of anxiety about the increasing risks faced by
employed people of involuntary loss of their j@dbBsychologists have concluded that
the pain of unemployment arises from two sources: ‘lack of money and lack of structure
and purpose in life’ (Feather 1997, p. 39). Detailed interviews with unemployed people
have ‘revealed again and again the limiting effects of loss of income and shortage of
money on many aspects of family life and the negative effects of relative poverty on
psychological well-being ... In the absence of financial strain, the negative effects of
unemployment were halved’ (Feather 1997, p.?40).

The persistence of high levels of unemployment in Australia and in many European
countries has been attributed to ‘structural rigidities that reduce employment opportunities
for low-skill workers’ (OECD 1996, p. 22). ‘Structural rigidities’ include minimum
wage laws, which are claimed to prevent the wage structure from responding to declines
in the relative demand for low-skill workers. Advocates of this view draw attention to
the fact that a number of countries which have had relative success in reducing
unemployment also operate relatively unregulated labour markets and have experienced
substantial rises in inequality in the distribution of earnings, partly because of falls in pay
at the bottom. The United States, Canada, the United Kingdom and New Zealand are
given as examplesThe experience of these countries is contrasted with those of many
in the European Union, which have avoided the rising inequality but also have high and
persistent unemployment. Australia has experienced rising inequality, but not as much
as in the first group of countries and its wage structure is still relatively compressed. It

* The work on poverty rates was supported by ARC Grant No. A79803294.

1. See Richardson (1998) for evidence of both the rising risk and the rising feelings of insecurity in the
employed workforce.

2. Recent work by Theodossiou (1998) concludes that the psychological health of unemployed people is
significantly worse than that of low-paid workers, with middle-aged people and women less psychologically
damaged by unemployment than younger and older age groups and men.

3. Gregory (1996) has shown that low-wage jobs grew proportionately as fast in Australia as in the US,
despite the fact that in Australia, the minimum levels of wages were higher both relatively and absolutely
than in the US. Hancock (1998) quotes data that show that there is no correlation between the degree of
dispersion in the wage structure and the employment to population ratio among OECD countries.
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has also experienced high and persistent unemployment, but below that of many of the
European countries.

A summary view of the issues may be expressed as follows. Unemployment is, for
most, a psychologically distressing state. Much, though not all, of the distress comes
from the low income which it entails. The unemployed are much poorer than are
low-wage workers. Unemployment is persisting because wages are prevented from
falling to levels that would substantially increase demand for low-skill workers.
Australia should therefore respond to its high unemployment by reducing minimum
wages and other conditions on the employment of low-skill workers.

While the authors do not necessarily share this view of the world, it provides the
background against which this paper has been framed. Section 2 of the paper recounts
briefly what is known about the changes in income and earnings inequality in Australia
overrecentdecades. The focus then movesto an analysis of the incomes and poverty rates
of the unemployed, based on the 1994/95 income survey data produced by the Australian
Bureau of Statistics. Section 3 describes key characteristics of this data and the
methodology. Section 4 paints a picture of the incomes and other characteristics of the
unemployed and contrasts this with the characteristics of wage and salary earners.
Section 5 examines the poverty rates of the unemployed and other groups within the
Australian population. Section 6 contrasts the incomes of unemployed individuals and
families with those of their peers within the labour force and with those of the population
more generally. Section 7 compares the incomes of the unemployed with the incomes of
low-wage workers. Section 8 concludes and also speculates about whether a wage cut for
low-wage workers would appear likely to reduce overall inequality and the extent of low
incomes.

2. Earnings and Income Distribution Trends

A substantial number of studies have found an increase in the inequality of the
distribution of earnings in Australia during the past two decades or so. For example,
Borland and Wilkins (1996) concluded that earnings dispersion had increased for male
and female full-time employees between 1975 and 1994, and that real earnings had fallen
for male employees with earnings below th& pércentile during the same period. In
more recent work, Borland and Kennedy (1998) have again found an increase in earnings
inequality for full-time employees between 1982 and 1994. Interestingly, they conclude
that rates of return to education appear to have fallen, and that the growth in inequality
has been due to increases in earnings inequdtityn groups of workers with the same
educational attainment and potential years of labour market experience.

Harding (1997) also found a rise in earnings inequality between 1982 and 1994, with
declines in the real earnings of both male and female full-time employees with earnings
below 50 per cent of the full-time median wage — but very sharp real increases for those
with earnings abovelt times the median wage. Other studies have also pointed to
growing earnings inequality (Gregory 1993; Kieigal. 1992).

How does the rate of growth in earnings inequality in Australia compare with that of
other industrialised countries? A range of studies have suggested that the growth in
earnings inequality has been much sharper in the US and the UK but has been lower in
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Sweden, Finland, France and Germany. The Australian experience appears to match
with a group of countries (including Canada, Israel and the Netherlands) where increases
in earnings dispersion have been significant, but not as substantial as in the UK and the
US (Gottschalk and Joyce 1997; Borland and Wilkins 1996).

Has growing inequality in the distribution of earnings among individuals also
translated into growing inequality in the distribution of income among families?
Although earnings are important — because they are the key component of the average
family’s income — most analysts of income inequality look at trends in the distribution
of disposabléncome, which is the amount of income families have left to spend after
paying income tax. A number of studies of income distribution trends in the 1980s in
Australia concluded that the distribution of disposable income among families had
become more unequal (Saunders 1993; Harding 1996; EPAC 1995). However, a more
recent study spanning a longer time period indicated that there had been no change in the
degree of inequality of disposable income between 1982 and 1994, according to
aggregate measures of inequality (Harding 1997). This apparent stability in overall
inequality, however, disguised real income increases for those families at the top and
bottom of the income distribution — and real income losses for the middle 40 per cent of
Australians.

A recent international study of 15 countries during the 1980s and the early 1990s,
concluded that the increase in disposable-income inequality had been relatively high in
Australia in comparison with other countries (Gottschalk and Smeeding 1997, p. 27).
This study concluded that the percentage increase in the Gini coefficient for Australia
had only been exceeded by that for the UK, Sweden and Denmark. However, data for
Australia were only available until 1989 and, as suggested above, it is possible that this
trend may not have continued during the 1990s. As in Australia, a number of international
studies have also pointed to the ‘disappearing middle class’ (Burkhetuslel 996,
although see also Wolfson 1997).

3. Data and Methodology

The data used for this study came from the 1998/(@%ey of Income and Housing
Costs(SIHC) confidentialised unit-record file, issued by the Australian Bureau of
Statistics. The survey contained individual records for almost 14 000 adults aged 15 or
more, belonging to 8 675 income units living in private dwellings. It should be
appreciated that this is not a large sample size, and that relatively large sampling error
is associated with estimates for small population subgroups. All records are weighted by
the ABS, so that the results can be grossed up to arrive at estimates for the whole
population.

The SIHC was conducted continuously throughout 1994/95, and the estimates for
current weekly income can thus refer to any month during this financial year. The
period-income estimates refer to annual income during the 1993/94 financial year. To
maintain comparability with earlier studies of low-wage workers undertaken by the
authors, negative income-unit incomes were reset to zero and income units with zero
annual incomes were excluded entirely. Income units regarded by the ABS as being out
of scope for period-income analysis were also excluded.
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The measure of gross weekly cash income is defined as regular and recurring cash
receipts before the deduction of tax or any other items. It includes wages and salaries,
investment income, and government cash transfers such as unemployment payments.
Receipts excluded from income because they were not regular and recurring included
income-in-kind, inheritances and capital gains and losses. Income tax was imputed by
the ABS.

A decision has to be made about how widely income is assumed to be shared between
individuals. The income unit used in this study is the ABS income unit, which is a
restricted family grouping which assumes that income is shared between partners in
couple families and between parents and dependent children. Dependent children are
defined as children aged less than 15 years or full-time students aged 15-24 years and
still living at home. An unemployed 17-year-old son still living in the parental home is
therefore defined as a separate income unit. The four types of income units are thus
single-person units, couples with or without dependent children, and sole-parentincome
units. Because ‘income unit’ is an unwieldy term, the term ‘family’ is used throughout
the rest of this paper instead of ‘ABS income unit’.

When comparing the living standards of the unemployed with those of the rest of the
population, it is important to take account of differences in family size and composition.
Thus, most people would not assume that a single wage and salary earner with anincome
of $300 a week experiences the same standard of living as an unemployed couple with
six children with a family income of $300. One standard method is to use equivalence
scales, which estimate how much more (or less) income families with various
characteristics require to achieve the same standard of living as a ‘benchmark’ family.
Inthis study, the OECD equivalence scales were applied to the after-income-taxincomes
of income units, in order to better assess the relative living standards of the unemployed.
The scales used attribute a value of 1.0 to the reference person in the income unit, 0.7 to
the second person, and 0.5 to third and subsequent persons. Thus, an income unit
consisting of a couple with two dependent children was assumed to need 2.7 times as
much income as a single person in order to achieve the same standard of living. This
equivalence scale can be criticised on the grounds that it takes no account of the
differential costs facing those in different labour-market or housing-tenure states. It has
the advantage, however, of being relatively transparent.

Section 5 examines the poverty rates of the unemployed. Po