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ABSTRACT

Evaluating The Persistence And Structuralist
Theories Of Unemployment*

This Paper uses a threshold autoregressive (TAR) framework to assess the
relative importance of structural breaks and asymmetric persistence in
accounting for the post-war unemployment experience. In comparing
unemployment patterns across time periods and countries, we take the US as
a representative flexible labour market and Germany as an archetypal
inflexible one, with the UK occupying an intermediate position. Significant
breaks are detected in the UK and German series around 1980 suggesting a
sharp increase in their respective natural rates. Evidence of asymmetries is
also found in the dynamics of unemployment with rapid mean reversion
following booms and persistence in the wake of recessions. We conclude that
shifts in the natural rate explain differences over longer periods such as
decades while asymmetric persistence can shed light on the short to medium
run differences.
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NON-TECHNICAL SUMMARY

The sustained rise of unemployment in many of the OECD countries has
sparked a spiralling literature on medium-term unemployment dynamics that in
recent years has been dominated by two competing schools of thought. One
emphasises the role of dynamic adjustment towards the natural rate of
unemployment – this is the propagation of transitory nominal and real shocks
– where slow adjustment is usually referred to as persistence or hysteresis.
The other is more interested in autonomous movements or shifts in the natural
rate itself due to the interplay of changes in real macroeconomic variables and
institutions. We call them the persistence and the structuralist schools,
respectively.

This Paper evaluates empirically the ability of both schools to explain different
unemployment patterns over time and across countries such as why some
countries have experienced sustained high unemployment in recent decades.
More specifically it uses a nonlinear framework to assess the relative
importance of one-off shifts in and persistent departures from the natural rate
of unemployment in accounting for the post-war unemployment experience. In
comparing unemployment patterns across time periods and countries, we take
the US as a representative flexible labour market and Germany as an
archetypal inflexible one, with the UK occupying an intermediate position.

According to the persistence school, temporary shocks – such as cyclical
movements in unemployment – often translate into medium-term
unemployment. Transitory shocks can then explain differences in average
unemployment across five or ten-year epochs making the exact value taken
by the natural rate less important. The concept of hysteresis in unemployment,
first introduced by Phelps (1972) and later used by Blanchard and Summers
(1986), denotes situations where transitory shocks have permanent or very
persistent effects. Informally it describes a typical pattern of upward ratcheting
of unemployment post-1973 with no apparent tendency to return to previous
steady-state rates. It can arise due to insider-outsider interactions (Lindbeck
and Snower, 1988) or human-capital effects (Layard et al. 1991).

The structuralist school embraces those economists who see the natural rate
and the associated equilibrium paths as endogenous and affected by market
forces like any other economic variable. They have derived a moving-natural-
rate theory of changes in actual unemployment (see Pissarides, 1990; Phelps,
1994) while downplaying, although far from ignoring, the role of slow
adjustment to this equilibrium. Efficiency-wage models (Calvo, 1979; Solow,
1979; Shapiro and Stiglitz, 1984; Katz, 1986) and models of union behaviour
(Layard and Nickell, 1986) are two examples. In equilibrium, a downward-
sloping labour-demand or price-setting curve intersects an upward-sloping
wage curve in the real-wage/employment plane. Any shift in either curve then



translates into a change in the rate of equilibrium unemployment. Differences
in average unemployment across epochs and countries can be traced to
differences in the movement and position of either curve.

According to the natural-rate hypothesis, the equilibrium point is independent
of the adjustment path taken by unemployment and thus of all current and
past monetary variables. However, the labour-demand curve can potentially
shift because of changes in real interest rates (Phelps 1994; Blanchard 1999),
rate of productivity growth (Pissarides, 1990), real oil prices (Oswald, 1999),
and stock prices (Phelps, 1999), inter alios. The position of the wage curve is
determined by such factors as the generosity of the unemployment–benefit
welfare system, other forms of non-wage income such as rent and interest,
the family network, and the (consumption) tax wedge.

The difference of opinion between the two schools of thought hinges on
whether high average unemployment can be traced to a very slow speed of
adjustment towards the steady state – for a given size of transitory
unemployment shock – or to an autonomous movement of the steady state
itself. Therefore, we can assess empirically the plausibility of the persistence
school by testing whether a change from a low to a high unemployment
regime – such as the one that occurred in Germany and the UK around 1980
– corresponds to a fall in the speed of adjustment. Positive results on this
count would support the persistence school. By contrast, differences in
average unemployment across countries and epochs may be accounted for by
structural breaks in the steady-state unemployment path, which play a key
role in the structuralist school. Since there is a lack of empirical work
attempting to discriminate between the two approaches this Paper seeks to fill
that gap. Understanding high unemployment is of great import for policy: if
unemployment is high due to persistence, monetary policy can help by
re-inflating the economy without any risk of inflation while, if it is due to a high
natural rate, an expansionary policy will be inflationary.

At a methodological level the Paper employs a time-series approach which
combines two insights previously employed to address the behaviour of
unemployment in various countries. On one hand, it builds on Bianchi and
Zoega (1998) and Papell, Murray and Ghiblawi (1999) who show that
structural breaks can explain a large part of the apparent persistence in the
unemployment rates of many European economies. On the other, it follows
Acemoglu and Scott (1994), Koop and Potter (1999) and Skalin and Teräsvirta
(1998) in using a non-linear framework to capture the asymmetric propagation
of shocks typically observed in labour markets. Thus our approach explicitly
takes account of structural breaks and employs an extension of a relatively
parsimonious non-linear model introduced by Enders and Granger (1998) to
represent asymmetric adjustment. In this manner our approach both
complements and extends previous work on unemployment.



We employ monthly total unemployment rates, 1960–99, for the US, UK and
Germany. While the German and, to a lesser extent, UK series appear to
display the typical European pattern of a shift from low to high unemployment
rates between the 1960s and 1980s, the US rate shows no such tendency.
One significant structural break is detected in the UK and German series in
1980 and for the US in late 1973. Evidence of asymmetries are also found in
the movement of unemployment around the natural rate with rapid mean
reversion following booms and persistent or random walk behaviour in the
wake of recessions. We can summarize our conclusions as follows:

• The structural break affecting European unemployment in 1980 was very
substantial while that for the US in 1973 was comparatively minor in
nature. The estimated natural rate more than trebled and doubled in the
UK and Germany, respectively, offering one plausible explanation for
recent high unemployment levels. The implication is that average
unemployment shifts abruptly to a new and higher plateau. Since many of
the presumed fundamentals of the natural rate – technical progress, real
interest rates, oil prices – also shifted around the same time as the breaks,
this finding provides support for the structuralist school and is consistent
with the results of Bianchi and Zoega (1998) and Papell et al. (1999).

• While the finding of stationarity for all series provides prima facie evidence
against the persistence school perspective, it may take some comfort from
the speed-up and the slow-down dynamics common to both periods.
Evidence of such dynamics has also been established elsewhere in the
non-linear literature by Skalin and Terasvirta (1998) and Koop and Potter
(1999), inter alios. The slow-down dynamics in particular may explain some
of the protracted adjustment in Europe along the lines suggested by the
persistence school. However the common dynamics across time periods
imply that any sclerosis following bad shocks currently found in the
German and UK labour markets was also present in the 1960s and 1970s
which suggests that the size of shocks matters in recent decades. Finally,
the explanation that a succession of bad shocks has sustained high
unemployment post-1980 may be less credible as high unemployment
enters its third decade.

• Ignoring either the structural breaks or asymmetries produces results
closer to those of the standard persistence approach. Non-linear models
ignoring the structural breaks suggest German and UK unemployment
follows a random walk while the rate of adjustment in the US is extremely
slow. Sequential unit root tests taking the structural break into account but
ignoring the asymmetries, indicate hysteresis in the US and German labour
markets but not the UK in the second period. Thus a substantial part of the
apparent persistence of European unemployment in recent decades would



appear to be an artefact of overlooking either structural breaks or
asymmetries or indeed both.

Can either school of thought account for differences across epochs of high
and low unemployment for each country as well as differences across
countries? The structuralist school rationalizes the past two decades of high
unemployment in the UK and Germany by means of an upward shift in the
steady-state levels of unemployment. By contrast, the persistence school has
focused on persistent or (near) unit root behaviour in the unemployment series
implying a protracted recovery from bad shocks.

One stylized fact which emerges across epochs (of high and low
unemployment) and countries is that it takes far longer to come out of a
recession than out of a boom. This dynamic asymmetry helps to explain
differences in unemployment for shorter periods of time – such as half-
decades – which places the persistence school closer to the mark in this
respect. However, while recessions can linger for a number of years, they
cannot explain the high European unemployment over the course of two
decades. The latter is more plausibly explained by autonomous increases in
the natural rate.

Thus the two schools of thought may be regarded as complementary rather
than rival. Shifts in the natural rate can explain differences over longer periods
such as decades while asymmetric persistence can shed light on short- to
medium-run differences. Finally it should be borne in mind that, while we
analyse a sample of just three unemployment series, our results are robust
across all economies which were chosen to exemplify the range of diversity in
unemployment institutions and experiences in the OECD. Nonetheless it
would be interesting to extend the analysis to other OECD economies in
future.
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Figure 1. A steep or growth asymmetric time series



Figure 2. Total Unemployment Rates (%)



Figure 3.  Unemployment Density Functions
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Figure 4. Estimated Residual Variance and Observations Classified by Regime
(UK 1980:2-1999:2)



Figure 5. Structural Breaks and Estimated Attractors



Table 5. Best Fit M-TAR Model and Unit Root Test: No Structural Break

Threshold variable qt Regime 1: qt �0 Regime 2: qt �0 Threshold

Country Sample k Type Delay d �1 % obs �2 % obs Unit root test

(t-ratio) (t-ratio)

US 1960:1-99:2 4 ExpI 11 �.02207 35 �.00834 65 .014

��2.835� ��1.282�

UK 1960:1-99:2 5 ExpI 13 �.00048 55 �.00523 45 .078

��0.366� ��3.611�

Germany 1962:1-99:6 4 ExpI 7 �.00274 55 �.00106 45 .853

��1.290� ��0.465�

NOTE: The threshold variable is selected by minimising the residual variance of the fitted models. ExpI denotes

exponentially increasing weights.
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