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ABSTRACT

The sustained rise in German unemployment since 1973 poses a
problem of critical importance for the world economy. Fewer than
two decades ago, Germany boasted an average unemployment rate of
under 1% and imported labor to relieve chronic labor shortages. By
the mid-1980s, unemployment had risen to over 8 percent of the
labor force. This paper investigates some of the reasons for the
secular rise in unemployment. We find that while deficient
aggregate demand can probably explain some of the current
joblessness, the secular rise in unemployment has consisted
primarily of an increase in the equilibrium rate of unemployment.
We also find little evidence that this increase is due to changes
in frictional unemployment. Rather, after reviewing institutional
details of the labor market in Germany, we identify wvarious
impediments to the kinds of structural adjustments that have
operated to maintain a fairly constant equilibrium rate of

unemployment in the United States.
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The sustained rise in German unemployment since 1973 poses a
problem of critical importance for the world economy. Fewer than
two decades ago, this country boasted an average unemployment rate
of under 1% and imported labor to relieve chronic labor shortages.
By the mid-1980s, unemployment had risen to between 8 and 9
percent of the labor force--levels not observed since the early
years of the Marshall Plan. These developments are even more
striking when compared with the United States, where average
unemployment rates have been higher but have also recovered from
the last two recessions (see Table 1). Furthermore, much of the
secular increase in West German unemployment took place during
periods of relatively high economic growth.

This paper investigates some of the reasons for the secular
rise in West German unemployment. We find that while deficient
aggregate demand can certainly explain some of the current
joblessness in the country, the secular rise in unemployment has
consisted primarily of an increase in the equilibrium rate of
unemployment. We find little evidence that this increase is due to
changes in so-called "frictional" unemployment, such as increased
job search due to lower costs of search or an increase in the
variance of economic shocks impinging on the economy. Rather, we
find more convincing evidence of institutional forces impeding
labor market adjustments, most importantly, the inability of labor
markets to adjust and reallocate labor through wage changes. For

example, it is widely recognized that large adverse shocks to



Table 1

Inflation and Unemployment in West Germany
and the US, 1960-1986

FRG Us

n U " U
60-64 2.4 0.6 1.2 5.5
65-69 2.4 0.8 3.4 3.7
1970 3.3 0.8 5.9 4.8
1971 5.4 0.9 4.3 5.8
1972 5.5 0.8 3.3 5.5
1973 6.9 0.8 6.3 4.8
1974 7.0 1.6 10.0 5.5
1975 5.9 3.6 9.2 8.2
1976 4.3 3.7 5.8 7.6
1977 3.6 3.6 6.5 6.9
1978 2.8 3.5 7.5 6.0
1979 4.0 3.2 11.3 5.8
1980 5.5 3.0 13.5 7.0
1981 6.3 4.4 10.2 7.5
1982 5.3 6.1 6.0 9.5
1983 3.3 8.0 3.1 9.5
1984 2.4 8.5 3.4 7.4
1985 2.2 8.6 3.5 7.1
1986 -0.2 8.3 1.5 6.9

Source: OECD Main Economic Indicators.




manufacturing labor demand in the 1970s occurred in most of the
industrial economies. In the United States, these shocks were
mediated in part by falli;g manufacturing sector wages (especially
in nonunion firms) and by an expansion of employment in the
lower-wage service (or tertiary) sectors. After reviewing the
institutional detail of labor markets in the Federal Republic of
Germany, we find strong evidence of impediments to the kinds of
structural adjustments that have taken place in the US over the
past fifteen years,

We begin our analysis in Section 3 by considering the
response of a two sector economy that sustains an adverse shock to
its manufacturing sector, in the presence of a lower-wage service
sector. Following the literature, we presume that wages in the
manufacturing sector are set by unions, introducing some degree of
real wage ridigity. We assume alternatively that the low wage
service sector is characterized by market clearing, or by rigid
wages as in manufacturing. The rigid wages in the service sector
may be due to the presence of unions, to legal restrictions on
wage reductions, or to an effective floor on wages determinined by
the level of unemployment benefits.

We then present evidence that the US is more 1like the
economy characterized by labor market clearing in services,
whereas the Federal Republic of Germany resembles more nearly the
case of rigid wages. This is most obviously reflected in the
absolute and relative growth of the service-producing sectors in
the two countries. An increase in the extent of wage dispersion

across the sectors, which is predicted for the first economy, only



obtains in the US. Additionally, labor productivity in the service
sectors has grown at considerably lower rates in the US, as would
be expected with rigid w;ées in services in Germany and flexible
wages in services in the US. The differential productivity
performance is mirrored (as predicted by the model) by the
differing paths of capital-labor ratios in the service sectors of
the two economies.

While we cannot make an exact apportionment of the reasons
for non market-clearing in West German service sectors, we suspect
that two primary factors block a US-style expansion of the
tertiary industries in West Germany. First, the remarkable growth
of unionism in the service branches in Germany has resulted in
significantly better wage outcomes than in the corresponding US
sectors. Furthermore, institutions peculiar to West Germany
increase the impact of collective bargaining agreements on costs:
union agreements are implicitly or explicitly extended to cover
nonunion workers, and increasingly in those sectors that would be
expected to absorb redundant labor released by the production
sectors. Second, there is evidence that the unemployment insurance
system may preclude wage reduction in the West German service
sector, since compensation in these sectors would often be

dominated by unemployment benefits as has been argued by Minford

(1985).

1. The Rise in the NAIRU in the Federal Republic of Germany

The recent experience in Western Europe and West Germany in

particular pose a serious challenge to the conventional "natural



rate of unemployment" (or "non-accelerating inflation rate of
unemployment," the NAIRU) paradigm first proposed by Milton
Friedman (1968), which is—widely considered an important point of
agreement among macroeconomists. Since the mnatural rate of
unemployment is normally regarded as relatively stable and
determined by factors that evolve only slowly over time, advocates
of the typical natural rate view must view the rise in European
unemployment as the outcome of "depression" conditions induced
by sharp declines in aggregate demand, in conjunction with the
presence of nominal rigidities or expectational error. Several
arguments, however, suggest that this view 1is incorrect; rather,
the secular rise in unemployment rates in the Federal Republic of
Germany has largely represented movements in the natural rate
itself.

This conclusion is generally supported by analysts who have
attempted to estimate the West German NAIRU directly. Layard
et.al. (1984) report an increase of the natural rate in Germany
from 1.3% in the late 1960s to 6.2% over 1981-1983; Coe and
Gagliardi (1985) find an increase from 0.9 to 8.0%; Franz (1985)
estimates a NAIRU as high as 8.9% if obsolescence effects of the
capital stock are included. In contrast, estimates of the
equilibrium unemployment rate in the US has remained fairly stable
over the past decade, increasing by no more than 2% between the
late 1960s and the early 1980s (Coe and Gagliardi 1985).

Using two different techniques, we estimated the path of the

NAIRU in the US and West Germany over the past twenty-five years.

The first simply uses estimates of the barebones "accelerationist



equation,” which relates the rate of acceleration of the price
level to the deviation of current unemployment from the NAIRU,

with the 1latter proxied by a constant plus a fourth order

polynomial in time. Specifically, we use OLS to estimate

C [od [ o4
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where Ot - alt + azt2 + aat3 + aktﬁ, Ut is the OECD standardized
unemployment rate, t is time, and "E is the rate of change in the
consumer price indices. If inflationary expectations are formed
via a weighted average of past inflation rates with weights
summing to unity, this equation may be derived from an

expectations-augmented Phillips curve relation. An estimate of the
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NAIRU can be obtained each period by setting nzc "(t:~1= "

calculating
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where hats denote estimates.

As a more conservative alternative, we used a frequency
domain procedure that assumes that deviations of actual from
equilibrium unemployment only occur in the context of the business
cycle. Movements of unemployment at low frequencies represent
equilibrium movements, and at high frequencies, movements in the
cyclical unemployment rate. We first difference the standardized
unemployment rate series, decompose the data into its frequency
components via Fourier transform, and then mask all components at

periodicities of eight years or 1lower. An inverse Fourier

transform was then applied to the data, which are then summed



Table 2
OECD Standardized Unemployment Rates
and estimates of NAIRU, US and FRG%

65-69 70-74  75-79 80-85 81 82 83 84 85

FR Germany
NAIRU1I 0.8 1.8 3.0 6.1 4.8 5.5 6.4 7.4 8.6
NATIRU2 1.3 1.6 2.7 4.5 3.6 4.2 4.8 5.3 5.7
sU 0.8 1.0 3.5 6.4 4.4 6.1 8.0 8.5 8.6

United States

NAIRUL 4.5 5.6 6.9 7.4 7.4 7.5 7.4 7.4 7.2
NAIRU2 4.5 5.4 6.0 6.6 6.6 6.7 6.8 6.7 6.6
SU 3.7 5.3 6.9 8.0 7.5 9.5 9.5 7.4 7.1

tSU 1is the OECD standardized unemployment rate; NAIRUl is
estimated using estimates of (1); NAIRU2 is the cumulative sum of
the low frequency components in first differenced SU. See the text
for details.



from some base year, here 1960. The results of both procedures

using OECD standardized unemployment rates are displayed in Table

2.1

The results obtained by the two procedures are similar, and
support the results of other studies cited above. Whereas
unemployment in the United States has returned frequently to the
neighborhood of 6-7%, there is strong evidence that the
equilibrium rate in the Federal Republic of Germany continues
to rise. Our NAIRU estimates for Germany, which range from 5.7 to
8.6%. in 1985, also suggest the existence of some "Keynesian"
unemployment that might be vitiated by a demand expansion (in that
the actual unemployment rate exceeds the NAIRU); nonetheless, in
both cases this represents a deviation around a secularly rising
equilibrium rate, Unless the paradigm of an "equilibrium rate”
is completely abandoned, deficient aggregate demand explanations
of European unemployment proposed by Tobin (1984) are only
capable of explaining a fraction of the fifteen year secular
rise in West German unemployment.

Our assessment of the NAIRU is consistent with evidence on

capacity utilization rates, total capacity, and the evolution of

1These procedures are of course not without important econometric
and conceptual problems. Sargent (1971) has correctly criticized
constraining the sum of weights on lagged inflation rates to unity
as a potentially suboptimal forecast. The first procedure ignores
simultaneous equations bias that arises if the inflation rate and
the wunemployment rate are jointly determined. It is also
inconsistent with strong forms of rational expectations; clearly,
if policies inducing a constantly increasing inflation rate over
time were fully anticipated by agents, the economy would not
systematically deviate from the NAIRU. The second procedure may
underestimate the NAIRU if some of its movements occur over the
business cycle itself, i.e., if "hysteresis" considerations are
operative.



the capital stock. As Modigliani (1986) et.al. have noted, the EC
countries in general have sustained a severe reduction of
productive capacity, and_ Burda (1987) has documented a large
cumulative reduction in the size of manufacturing capital stocks
relative to trend in these countries. As is evident from Table 3,
the aggregate capacity wutilization rate in West German
manufacturing in 1986 is equal to its 1979 value, whereas US plant
utilization remains significantly below its previous peak. This
suggests that despite high unemployment rates in Germany, firms
are operating at full capacity. Moreover, if we estimate equation
(1) and wusing a capacity utilization rate rather than the
unemployment rate, we find a gtable relationship (insignificahce
of time shift wvariables) between German inflation and German
capacity utilization, instead of the unstable relationship bwtween
inflation‘and unemployment. The results presented in Table 4 imply
that wunemployment rates in Germany, in contrast to capacity
utilization rates, contain relatively little information about the
overall state of unused resources in the economy. They also
suggest that firms have adjusted their long-run capacity to levels

consistent with a high equilibrium level of unemployment.

2. The Role of Frictional Unemployment

One explanation for the marked rise in equilibrium
unemployment in the Federal Republic of Germany is predicated on
the view that most unemployment is frictional; the rise in

unemployment is posited to involve prolonged job search or greater



Table 3
Capacity Utilization Rates (%)

1975-79 1979 1985 1986
FR Germany
OECD 80.5 84.7 84.3 84.7
Kiel 97.0 99.8 97.5 99.1
US (OECD) 81.0 86.0 80.3 79.8

OECD: Main Economic Indicators; Kiel= Institut fir Weltwirtschaft,
Kiel.



Table 4 a
Phillips Curve Estimates

(1960-85)
FR Germany Usa
constant  0.030 -0.214 0.116 -0.252
(3.4) (-5.0) (3.9) (-4.3)
", 0.807 1.301 1.153 1.287
xﬁ_i 0.193 -0.301 -0.153 -0.287
(1.2) (-2.3) (-1.0) (-1.9)
SU -1.351 - -1.521 -
(-5.7) (-4.6)
CAP - 0.003 . 0.004
(5.5) (4.8)
t -0.010 -0.001 -0.017 -0.024
(2.5) (-0.3) (-1.8) (-2.5)
t? 0.001 6.824D-05 0.002 0.003
(2.4) (0.1) (1.4) (-2.3)
2 -7.693D-05 7.580D-06 -6.930D-05 -1.579D-04
(-2.3) (0.2) (-0.9) (-2.1)
e 1.517D-06 -3.114D-07 7.981D-07 2.596D-06
(2.4) (-0.5) (0.6) (1.9)
R 2 0.614 0.595 0.482 0.508
S.E. 0.007 0.007 0.015 0.015
D-W 2.32 2.72 1.90 2.34

SU = OECD Standardized Unemployment Rate
CAP = OECD Capacity Utilization Rate

aEquation (1) is estimated in the form
c c c c
Tl T By m (WB)(me omL p) + BUL .

See text for definitions.



job mismatch. In this section we attempt to examine the
plausibility of theories of frictionall unemployment in
accounting for the path <;f official unemployment, vacancies and
employment growth in West Germany, relying on comparisons of West
German and US labor market experiences.

The preponderance of evidence on the provision of
unemployment benefits (Layard, et.al, 1984, _
Burtless 1986) indicates 1little s.ignificant increase in
replacement ratios over the past two decades. Thus the simple
hypothesis that a reduction in search costs is responsible for
increased joblessness seems unlikely. A more plausible model of
frictional wunemployment first proposed by Lucas and Prescott
(1974) emphasizes the role of sectoral shifts in the determination
of the NAIRU for given preferences of agents, and has been
recently investigated by Lilien (1982) using us data. He
considers an economy consisting of several sectors, each
buffeted by idiosyncratic disturbances. Since agents require
time to move, retrain, and learn about new opportunities, the
natural rate is a function of the variance of sectoral shocks,
and thus sectoral hiring rates. Not only is the "churning" view
of unemployment theoretically appealing, but seems at first
glance a plausible characterization of the facts. Employment in
Germany's industrial sectors (construction, energy, and
manufacturing) has declined significantly since the first OPEC
shock. Moreover, these shocks have fallen asymmetrically on the

country, affecting the coastal and Ruhr regions more adversely

than Bavaria and Baden-Wirttemberg.



The wealth of macroeconomic evidence, however, provides
little support for job mismatch explanations of the rise in the
West German NAIRU. At the most cursory level, the shift in the
so-called "Beveridge curve" that several analysts have identified

in the US is not evident in Germany.2 To recall, the Beveridge

curve is the hypothesized inverse relationship between
vacancies and unemployment for a given set of structural,
taste, and institutional parameters. This association might

be due to shifts in aggregate demand with nominal rigidities
or to labor cost conditions impinging on the demand for labor,
shifts of which presumably would move the number of unemployed
individuals and available jobs in opposite directions. On the
other hand, shifts in tastes for leisure versus consumption,
institutionally or  technologically determined search and
opportunity costs, unemployment insurance, as well as the
sectoral composition of the economy, will shift the entire
Beveridge curve inward or outward. Figure 1 graphs vacancy and
unemployment rates in West Germany and the US over the period
1960-1984. The U-V locus in the Federal Republic appears far more
stable than its US counterpart! While the Beveridge curve itself
has only modest theoretical foundations (see Jackman,
Layard, and Pissarides 1984), movements in the curve in Germany
provide no support for the hypothesis that at given unemployment
rates the number of jobs unfilled has risen substantially.

If, as suggested by Lilien (1982), the source of increased

2See Medoff and Abraham (1982) and Summers (1986) for evidence on
the US; for corroborating evidence on Germany, see Bell (1986).



Figure 1

Beveridge Curves in FR Germany and the US,

Unemployment Rate

1960-1984
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frictional unemployment is an increase in variability of sectoral
economic activity, it may be poorly detected in aggregate data
(and Figure 1). A nece;sary condition for the "increased
churning" hypothesis to hold, however, is an increase in the
sectoral variability of hiring rates. For each year in the
period 1961-1984, we computed the standard deviation of
sectoral employment growth rates for the following group of seven
private one-digit industry groups: energy/gas/mining,
manufacturing, construction, wholesale and retail trade, transport
and communication, finance, and other private services.3 The
results are plotted in Figure 2. While rising volatility of
sectoral employment in the US seems to support Lilien’s
hypothesis, this wvolatility has been declining in West
Germany, suggesting if anything a lack of sufficiently
offsetting growth in expanding sectors. We shall return to this
important point below.

This conclusion is supported by evidence on regional and
occupational mismatch. If the Lilien hypothesis were true, the
recent decade should have been characterized by an increase in
the imbalance across regions and occupations as agents wait,
retrain, or search. Applying a measure suggested by Jackman,
Layard and Pissarides (1984) to unemployment and vacancy data
from the Federal Employment Office (Bundesanstalt fir Arbeit), we
examined the change over time in "mismatch." The relevant

statistic is

3As Lilien (1982) notes, employment growth rates are an
appropriate proxy for hiring rates if layoff and quit rates are
stable.
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Flgure 2
Sectoral Varjebility of Employment Growth,
FR Germany and US., 1961-1984
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