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Abstract

Austria is among the very few countries in the European Union which have managed to
maintain comparatively low unemployment rates and high employment rates. In international
comparison Austrian unemployment is very stable over the business cycle. This is mainly
due to the high sensitivity of the labour force on cyclical conditions and, partly, also on the
relatively weak responsiveness of employment to cyclical fluctuations in output, the latter
being possibly attributable to the high degree of real wage flexibility in Austria. However, we
also found evidence for outsider effects in the Austrian wage setting process stemming from
the increased share of long term unemployed, which plausibly reflect human capital effects
on reemployment possibilities for persons being unemployed for extended periods of time,
Relative wage structures, on the other hand, appear to be rather rigid.

Zusammenfassung

Osterreich zahit zu den wenigen Landern in der Europaischen Union, die es geschafft haben,
ein hohes Beschaftigungsniveau bei vergleichsweise niedriger Arbeitslosigkeit aufrecht zu
erhalten. Im internationalen Vergleich betrachtet, zeigt sich, da die ésterreichische Arbeits-
losenquote Uber den Konjunkturzyklus hinweg sehr stabil ist. Dies laRt sich hauptsachlich auf
die hohe Sensitivitat des Arbeitskrafteangebots in Hinblick auf die konjunkturelle Lage und
teilweise auch auf die nur schwache Beschaftigungsresponse auf Produktionsschwankungen
zurickflhren. Letzteres durfte durch die hohe aggregierte Reallohnflexibilitat in Osterreich
erklarbar sein. Es finden sich aber auch empirische Hinweise auf Outsider-Ph&nomene im
Osterreichischen LohnbildungsprozeR, die vom steigenden Anteil der Langzeitarbeitslosen
ausgehen. Hochstwahrscheinlich refiektieren diese Humankapitalverluste, welche die Wie-
derbeschaftigungschancen von Personen mit langerer Arbeitslosigkeitsdauer reduzieren. Im
Gegensatz zur hohen makrotkonomischen Reallohnflexiblitét sind die relativen Lohnstruktu-
ren in Osterreich eher starr.

Keywords
The Austrian labour market, real wage flexibility in Austria, labour market dynamics, relative
wage structures

Schlagworte
Der 8sterreichische Arbeitsmarkt, Reallohnflexiblitét in Osterreich, die Dynamik des Arbeitsmarktes,
relative Lohnstrukturen
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l. Introduction

Poor labour market performance has been a growing source of concern for OECD countries
in the past three decades. In Europe, in particular, unemployment has risen sharply and in
1996 the average unemployment rate of the European Union as a whole increased to about
11%. However, the labour market situation differs significantly between Member States.
Unemployment rates are in the range between 3% and 22%, employment rates vary between
50% and 75%. Despite some deterioration in recent years, Austria is among the very few
countries in the European Union which have managed to maintain comparatively low
unemployment rates and relatively high employment rates. In this paper we take a brief look
at price and quantity adjustment mechanisms in the Austrian labour market which may have
contributed to this favourable outcome.

After reviewing briefly the basic theoretical reasoning we start with an empirical investigation
into the gross flow dynamics in the labour market and the cyclical volatility of employment and
unemployment in Austria. We then proceed to take another look at the process of aggregate
wage formation in Austria and show that the wage setting process is indeed conducive to its
favourable labour market performance. However, we also find some evidence for outsider
effects in the sense that the increased share of long-term unemployed has reduced the
dampening effect of unemployment on wages. In the last section of the paper we take up the
question of relative wage flexibility by analysing industry wage differentials and the evolution
of the returns to education and experience in Austria. Broadly speaking, our empirical findings
suggest that quantity adjustments and aggregate real wage flexibility are very pronounced
features of the Austrian labour market; relative wage structures, on the other hand, appear to
be rather rigid which may have had some repercussions on the amount of job turnover and
the gross flows between employment, unemployment and being out of the labour force.

Il. Some Theoretical Considerations

In recent studies the conventional framework for thinking about unemployment in an
imperfectly competitive world pictures the labour market equilibrium in terms of the
intersection between a downward-sloping aggregate labour demand curve and an upward-
sloping wage setting curve in real wage-employment space (c.f. Bean, 1994). The wage-
setting curve represents the real wage that emerges, at any given level of employment, from
wage bargaining or the operation of efficiency wage mechanisms. The labour demand

schedule (or more accurately, the price-employment schedule) depicts firms' optimal price
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and employment decisions, given the nominal wage they face and their existing stock of
capital. In the long run, when capital can be adjusted, and with constant returns to scale, the

price mark-up will not depend upon the activity level in the labour market.

The above framework has also been phrased in terms of a “Battle of the Mark-Ups”, reflecting
the general idea that in the short run it is inflation (or a current account deficit), but in the long
run it is (equilibrium) unemployment which reconciles competing claims on overall output.
Thus, movements in unemployment can be caused by shifts in aggregate demand giving rise
to cyclical unemployment, and by shifts in the price or wage-setting schedules which change

equilibrium unemployment.

The textbook story claims that negative (positive) demand disturbances may temporarily push
actual unemployment above (below) its equilibrium level, but over the medium term the
ensuing process of dis-inflation (inflation) will inevitably drive unemployment back to
equilibrium. The conventional story then continues to argue that the degree of nominal inertia
is simply not high enough to explain the sustained increase in unemployment in Europe.
Thus, the story concludes, there must have been unfavourable shifts in the fundamental
supply-side determinants of the NAIRU. The policy implication then, of course, is to press for

supply-side reforms.

However, despite considerable efforts, it has been hard to identify changes in the basic
determinants of equilibrium unemployment large enough to account for the observed trend
increase in actual unemployment. Consequently, the alternative hypothesis has been put
forward that unemployment may be strongly dependent on its own history (“hysteresis”).
According to this view, current equilibrium unemployment is not independent of past actual
unemployment, because of endogenous mechanisms that tend to translate movements in
actual unemployment into changes of equilibrium unemployment. Obviously, the presence of
such mechanisms blurs the simple-minded distinction between demand and supply factors
because demand shocks end up having longer-term supply consequences (Pichelmann and
Schuh 1997).

Turning now to the question of the adjustment paths towards equilibrium, it is important to
note that even in a standard (log)-linear NAIRU model the dynamic response to shocks may
be much more complex as the conventional theory asserts. This can be shown, for example,

by combining an accelerationist Phillips-Curve (giving rise to a vertical aggregate-supply-
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schedule in inflation/unemployment space) with an aggregate demand-schedule incorporating
quantity theory and Okun’s law. Under fairly standard assumptions, the steady-state solution
for the system has inflation equal to nominal money growth and actual unemployment equal
to equilibrium unemployment. However, it should also be noted that the two schedules may
lead to a system of Volterra-Lotka type equations, in which the Eigenvalues of the
characteristic equation are complex numbers; thus, any disturbance to the steady state

results in perpetual cycles in the inflation-unemployment space (van der Ploeg 1993).

Another interesting implication arises when the impact of unemployment on (log) wages is
assumed to be non-linear. Recall in that respect that the relevant relationship is known as the
Phillips curve rather than the Phillips line. Suppose, for example, that the inflation rate is
driven by the divergence between the logarithm of unemployment and the logarithm of the
natural rate. Then, even if the log of unemployment is on average equal to the log of the
natural rate, the average level of unemployment will be larger the greater the variance of
unemployment. This result thus produces the intuitively appealing result that countries which
conduct stabilisation policy better will have a lower average unemployment rate
(Fischer,1994).

Taking into account the existence of lagged adjustment processes in the labour market
changes fundamentally the properties of equilibrium unemployment. Whereas the natural rate
theory postulates that there exists a long run equilibrium which is determined by a number of
exogenous variables, the lagged adjustment hypothesis implies that the equilibrium
unemployment rate should be regarded as a continuously moving target which is determined
by the movements of exogenous variables which are amplified by the interactions of the
effects of lagged endogenous variables (Karanassou and Snower 1997). As the exogenous
variables generally move substantially over time, lagged adjustment processes imply that
predicted unemployment rates may differ substantially from their long run stationary state
values. Consequently, the long run equilibrium unemployment rate is no longer the adequate
reference point for economic policies. Economic policies which aim at the reduction of
unemployment should therefore not only focus on measures which reduce the long-run
unemployment rate but should concentrate also on factors that influence the speed of labour

market adjustment processes.

However, in order to obtain a better understanding of price and quantity adjustments in the

labour market, it is indispensable to keep the magnitude of the gross flows associated with net




4 - IHS - Hofer, Pichelmann, Schuh | Price and Quantity Adjustments

changes in employment and unemployment in mind. Rates of job creation and job destruction,
worker mobility and the turnover in the unemployment pool interact in a complex way with
wage-setting and other institutional features of the labour market. For example, Bertola and
Rogerson (1997) have argued that relative wage compression may be conducive to higher job
turnover, thereby linking micro wage rigidities to a higher degree of quantity adjustments and
vice versa. For this reason we start out in the empirical section of the paper with a look at

gross flow dynamics and the cyclical volatility of employment and unemployment in Austria.

lll. Quantity Adjustments

Job Turnover and Labour Mobility in Austria

On an international level, the analysis of gross flows in the labour market that looks at both
workers and jobs is gaining signiﬁcance.1 What is remarkable is that the gross flows observed
are much higher than would have been expected from looking at changes in net employment.
On an enterprise level, the job turnover rate is quite high within and between the individual
branches of industry.

The rate of job reallocation that occurs between enterprises in Austria is high. For example, at
the beginning of the 1990s, roughly 5% of jobs disappeared, but this loss was more than
made up for by jobs created in other enterprises. While in the period from 1991 through 1992
employment gains were achieved, the job destruction rate accelerated during the 1992-93
slump by approximately 1.5 percentage points and gross job losses were around 7% of
existing jobs. In the course of the economic recovery in 1992-94 the job creation rate rose
again to 6%, while the job destruction rate remained at its high level and even rose slightly.

The rate of job reallocation in Austria corresponds roughly to the rates in comparable
European countries (see Table 1). The present data somewhat underestimates the job
turnover rate, because newly founded enterprises or closures have not been taken into
account. This explains the surprisingly low rate for the US, as the dynamics of start-ups play a
much greater role in the United States than in Europe.

" A recent overview is available in the fifth chapter of the OECD Employment Outlook (1996).
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Table 1: Job turnover in continuing firms (in % of total employment)

Job Job Job Net Job
Creation Destruction Turnover Change
Austria*

1989/90 7,6% 5,1% 12,7% 2,4%
1990/91 6,3% 6,1% 12,4% 0,3%
1991/92 6,2% 5,6% 11,8% 0,6%
1992/93 5,0% 6,9% 11,9% -1,9%
1993/94 8,0% 7.4% 13,4% -1,4%

* Periods between 1989-91 and 1991-94 are comparabie only up to a limited degree due to the use of different samples

International comparison (annual averages)

Austria 1989-1994 6,2% 6,2% 12,4% 0,0%
USA 1984-1991 4,6% 3,1% 7,7% 1,5%
France 1984-1991 6,6% 8,3% 12,9% 0,3%
Germany 1983-1990 6,5% 5,6% 12,1% 0,9%
Finland 1986-1991 6,5% 8,7% 15,2% -2,2%
Sweden 1985-1992 8,0% 9,6% 17,6% -1,6%
ltaly 1987-1992 7,3% 6,2% 13,5% 1,1%
Denmark 1983-1989 9,9% 8,8% 18,7% 1,1%

Source: OECD Employment Outlock 1996, for Austria IHS

According to the above data, job turnover has a high degree of significance in relation to the
changes in net employment. At a constant overall level of employment, an estimated 100,000
jobs are lost in Austria every year in enterprises that reduce in size or close down. The
reallocation of jobs has concentrated on movements within the individual industries, while
sectoral shifts in employment patterns only account for roughly one third of the annual job
turnover rate. An important issue is the persistence of job creation and job destruction.
According to our sample, roughly 80 percent of new jobs remained after one year and 65
percent after two years. Job destruction seems to be somewhat more persistent. For
enterprises with net employment decreases, roughly 85 percent of the jobs lost had still to be
recovered after one year and 77 percent after two years.





























































