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The global financial crisis and its aftermath have had a profound effect on Organsisation for
Economic Co-operation and Development (OECD) labour markets. Nearly seven years since the
crisis began, only four of the thirty countries, for which comparable data currently exists, have
an unemployment rate below its 2007 level – Germany, Israel, Japan, and Poland. Six countries
– Ireland, Italy, the Netherlands, Portugal, Slovenia and Spain—have an unemployment rate
more than 3 percentage points (ppts) above its 2007 level. For the average OECD country, the
unemployment rate is currently 1.6ppts higher than in 2007. These unemployment trends help
explain the current accommodative stance of monetary policy across the developed world.

However, when considering the appropriate level of interest rates or balance sheet size, it is
not enough to compare current unemployment rates with their pre-crisis levels. Not only may
unemployment rates have been unsustainably low before the crisis but structural changes in the
labour market since the crisis may have raised the natural rate of unemployment. Both would
imply that there is less slack in labour markets than the simple change in unemployment might
otherwise suggest (see Chart 1). Take the example of Spain; the unemployment rate is currently
just under 24%, which is 15.6ppts above its 2007 level. But the OECD also estimates that Spanish
unemployment was below its natural level in 2007 and that the structural rate of unemployment
has increased by around 5 ppts since then. That implies that the current unemployment gap may
only be around 5%. The OECD has reached a similar conclusion for the Eurozone as a whole,
with the unemployment rate sitting only 1.6ppts above its structural level. If the OECD is correct
- and admittedly there is a wide range of confidencearound their estimates- Eurozone inflation
might begin rising earlier than the market assumes. Labour market conditions in the UK and US
are pointing to the need to begin normalising policy, although both central banks appear keen to
test the speed limits of growth. In Japan, the unemployment rate may actually be below its natural
level, though the persistent failure of wage growth and inflation to accelerate means that policy
must remain highly accommodative for some time yet.

Contributors

Authors:
Jeremy Lawson
James McCann
Govinda Finn
Alex Wolf

Editors:
Jeremy Lawson
Stephanie Kelly

Chart Editor:
Stephanie Kelly

Contact:
Jeremy Lawson,
Chief Economist
jeremy_lawson@standardlife.com



Gauging labour market slack

Although the forecasting community has been resolute in its conviction that the weakness of the economy at the beginning of the
year would prove to be fleeting, there was more than a little nervousness heading into last week’s employment report. Would
payrolls disappoint again? And were economists over-estimating the robustness of the labour market? On those fronts, the report
was reassuring. Non-farm payrolls were estimated to have increased by 223k in April, up from 85k in March. Excluding the mining
and logging industries, which have been hit hard by the fall in commodity prices, employment increased by 238k. If maintained,
this rate of increase would represent a noticeable slowing from the second half of last year, but it is still more than enough to bring
both unemployment and broader measures of labour underutilisation down. The unemployment rate fell to 5.4% in April, down from
6.2% at the same time last year, while U6, which incorporates people that are marginally attached the labour force or working part
time for economic reasons, declined to 10.8%; 1 percentage point (ppt) below its level a year ago.

With labour underutilisation continuing to trend down, the Federal Reserve (Fed) has a tricky call to make about how much
spare capacity remains in the labour market.  If it is large, labour market conditions should exert relatively little upward pressure
on wages and inflation. If it is small, wage growth and domestically generated inflation should begin to accelerate. Complicating
things further, the Fed will need to make this judgement soon because monetary policy impacts the economy with a considerable
lag. That implies that policy normalisation should begin well before spare capacity is completely absorbed. So, what does the
empirical evidence tell us? The Fed itself pegs the natural rate of unemployment at 5.1%, which is just 0.3ppts below its current level
(see Charts 2 and 3). The OECD thinks it is 5.4%, as does the Congressional Budget Office (CBO) implying that spare capacity
has already been exhausted.

Is the issue settled then? Not quite. In the post-crisis environment, the unemployment rate has become an incomplete measure
of spare capacity. U6, the broadest measure of labour underutilisation, may have fallen significantly since 2009, but it is still 0.7
ppts higher than its peak following the early 2000s recession. Similarly, the employment-to-population ratio for prime age (25-54)
workers is 2ppts lower than its trough following the same downturn. Meanwhile, broader measures of the state of the labour market
suggest that conditions are still below normal. More importantly, it is still unclear how much of these changes can be explained by
structural as opposed to cyclical factors. Ultimately, natural rates of unemployment, like output gaps, need to be inferred from other
variables. One of those is growth in labour costs. Unfortunately, here the evidence is rather mixed. Average hourly earnings for
private production and non-supervisory workers have increased just 1.9% over the past year and have slowed since the middle of
2014. However, the Employment Cost Index, which adjusts the raw data for changes in the composition of the workforce, has been
rising more quickly, in line with the rising employment rate for prime-age workers. To us, that is more consistent with most, though
not all, slack having been eliminated and justifies a first Fed hike in the second half of the year.
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The malaise of labour

On the eve of the global financial crisis, the Eurozone unemployment rate hit a record low of 7.2% in March 2008. Within a
year, the unemployment rate had increased by 2 percentage-points (ppts), equating to 3.4 million more people unemployed.
By March 2013, unemployment was at a record 12.1%, following two painful recessions. The trends in individual member states
were even more alarming. Spain was the worst hit of the large economies, with unemployment rocketing from 9.3% in early 2008 to
a peak of 26.3% - equating to a tripling of people unemployed from around 2 million to 6 million. In Italy, the unemployment rate has
doubled from 6.4% to 13%, while France is struggling with record unemployment at 10.6%. The exception has been Germany, which
barely registered an increase in its unemployment rate during the crisis, on the way to a record low unemployment rate of 4.7%.

The good news is that there are early signs of labour market repair in the Eurozone. The headline unemployment rate has
declined to 11.3%, reflecting the lagged effect of a long awaited move out of recession in 2013. Part of this decline has been
driven by continued improvements in Germany, but the impressive recovery in Spain, where unemployment is already down 3ppts,
has also helped. Developments in Italy and France remain frustratingly slow, although unemployment is not rising anymore. The
tentative recovery in European labour markets is expected to broaden and gain momentum. The acceleration in economic activity
seen late last year and continuing in 2015 creates cause for optimism. We are already seeing signs of increased hiring intentions
across a swathe of European survey data. If this is maintained then we should see further declines in unemployment across the
union, albeit from still high levels.

A quick glance back at recent history shows that unemployment tends to be structurally higher in the Eurozone than
in many other developed economies. Between 2000 and 2007, the headline Eurozone unemployment rate averaged 8.5%,
well above that in the UK and US (see Chart 6). This illustrates the cost of over-regulated labour markets but also the potential
gain from structural reform in the region. The Eurozone’s high natural unemployment rate may well have been exacerbated by
abysmal growth over recent years. Long term unemployment has soared (see Chart 7), raising the risk that workers lose skills
and become permanently detached from employment. Furthermore, skills mismatches are likely to be large in those countries that
experienced unsustainable construction booms in the lead up to the crisis. The OECD estimates that the Non Accelerating Inflation
Rate of Employment has increased to 9.6% in the Eurozone and a shocking 19% in Spain. Certainly unemployment remains well
above this NAIRU estimate, justifying a highly accommodative monetary policy stance. However, the high structural component of
unemployment suggests that chronic jobless rates are not necessarily indicative of oceans of slack. The European Central Bank’s
policy decisions in 2016 and 2017 will be as dependent on the development of the supply side of the economy as they are on the
robustness of the recovery. It is the duty of governments to tackle structural unemployment.
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