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Feeling the heat — Assessing Labor Shortages in the
Furo area’

Legt man die Beveridgekurve zugrunde, so hat der Arbeitskrdftemangel im Euroraum Ende 2021
seinen Hochstwert erreicht. Allerdings befindet sich die Beschdftigung in Sektoren, die in der
oOffentlichen Diskussion viel Aufmerksamkeit erhalten hatten — wie etwa der Bereich der Hotellerie
und Gastronomie — noch immer unter dem Vorkrisenniveau. Verschiedene Faktoren haben zur
Verknappung der Arbeitskrdfte beigetragen. Einerseits haben viele Personen den Arbeitsmarkt
verlassen. Diese sind iiberproportional mdnnlich, niedrig qualifiziert und haben eine ausldndische
Staatsbiirgerschaft. Bei vielen dieser Arbeitskrdfte ist es unwahrscheinlich, dass sie in den Arbeitsmarkt
zuriickkehren werden. Andererseits ist es gelungen viele hoch quadlifizierte, junge und weibliche
Arbeitskrdfte in den Arbeitsmarkt zu integrieren.

We’re hiring! Somebody interested? Anyone? —Labor shortages in the EA

The Covid-shock took European labor markets by surprise. The impact was immediate,
unpredictable and led to an unprecedented and immediate fall in employment. Now that
European economies are adapting better to the new situation anecdotal evidence of labor shortages
is on the swelling. But are shortages sizeable quantitatively? Are labor markets really tightening?
From a central banking perspective this would pose a considerable problem because an
overheating labor market inevitably leads to upward pressure on wages. In the face of
unexceptionally high inflation rates this could have the potential to kickstart a price-wage spiral,
irrespective of the fact that current inflation is mainly driven by base effects. If this feeds through

prices again inflation persistence would be the result.

To assess the quantitative importance of Beveridge Curve until Q3 2021
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*'Autor: Paul Ramskogler (Abteilung fiir die Analyse wirtschaftlicher Entwicklungen im Ausland).
*2 The vacancy rate is measured as the rate of open position in relation to all employees.

33 Frictional unemployment refers to a failure of looked for skills to the skills available amongst the unemployed or
spatial incompatibilities between available positions and residences of the unemployed. The distance of the
Beveridge curve to the ‘equality’ line in the Euro area always has been substantially larger than in the US due to

structural reasons and institutional factors.
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makes apparent that the Beveridge curve has (just) come closest to the 45°-line if we consider the
period since Q1 2008. Further, the increase in vacancies was exceptionally steep since the thirst
quarter 2020, implying that the tightening has occurred in a flash. The quick answer to the
question raised above — are labor markets tightening — thus is, yes, they are.

However, it is crucial to understand what is driving this development to be able to get a grasp
on the implications for monetary policy makers. Is this a long run phenomenon? Has the Covid-
shock permanently altered the behavior of employees? In order to get some intuition of this I will
take a quick look at both elements determining the Beveridge curve: the demand for labor
(represented by ‘the vacancy rate’ in the Beveridge curve) as well as the supply of labor
(represented by ‘the unemployment rate’).

Woant the head chef to fix your network? = Some key drivers of vacancy rates

Let me start with the demand side of the equation by means of a quick scatter plot. The left-
hand chart plots the increase in vacancy rates against their own pre-crisis levels. The basic story
here is, that those sectors that had high vacancy rates before the crisis have experienced the highest
increase over the crisis. This is just a typical picture of a swift recovery in which new positions
pop up at a faster rate than they can be filled. Matching simply takes time and it should hardly
come as a surprise that during a more than exceptional crisis the problem is exceptionally large.

However’ there is more to the story When they were scarce, they are still scarce
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Manufacturing. The most likely explanation is the secular demand-shift from service to
manufacturing induced by the crisis. The sector already was about to reach pre-crisis levels of
employment in Q2 2021, and it might be speculated that it is not uncertainty that is slowing
recruitment but rather skill mismatches. This is even more likely if we consider that within this
sector a material shift has occurred (see Box 1). If the shift in demand is here to stay the labor-

demand overhang likely will be of a more permanent nature.

* Note the regression line in the scatter clearly falls short of establishing any hard boiled prove and is based on a
very small set of data points. Nonetheless it is noteworthy that R? more than doubles when excluding the outlier

sectors implying that almost half of the change in vacancies can simply be ‘explained’ by their pre-crisis level.

3% While Entertainment and recreation and Accommodation and food services account for roughly 6% of all
employees Manufacturing accounts for 15% followed by Wholesale and retail (13%) and Health Services (11%).
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Box 1

Zooming into the manufacturing sector

A closer look into the manufacturing sector allows us to glance into the engine room of the pandemic.
The last years have seen what might be called pandemic Biedermeier, during which rolling lockdowns
and home office requirements kept people within the boundaries of their homes. This materializes in
the shift from services to manufacturing but it also had a massive effect on the distribution of relative
demand within the manufacturing industry. Sectors that profited most had been electrical equipment
(including household electronics), recreational products (including home trainers and the like) or
furniture. Further the pharma industry experienced a boost in its employment rates.

Zooming in on the manufacturing sector
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Some of this is foreseeably temporal. For instance, large scale testing facilities will not be here forever.
However, some of this shift may have permanently informed and altered consumer preferences and
led to a change in behavior. In as much as this is the case employees will need to be relocated, also
within the manufacturing sector. This gives rise to potential skill mismatches and retraining necessities
that will take their time to come into effect.

The situation is different for Accommodation and Food Services and Entertainment.
Employment in Accommodation and Food Services in Q3 2021 still was way below its pre-crisis
level. Yet despite all the idle people in the labor force that have experience in this sector, only
few are willing to return.’® This is almost certainly driven by pandemic-related uncertainty and

Sectoral topography of crisis-effects
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3 In principle it would be possible that many people that have left the industry are not idle but changed sectors.
This, however, is unlikely to have happened at an aggregate level as overall employment is still significantly below
pre-crisis levels and as the sectors that have expanded during the crisis are medium to high-skill sectors.
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looming lock-down scenarios across Europe. This business environment greatly discounts job
security. This situation likely also is responsible for Entertainment in which employment only
recovered somewhat in Q3 and that together with Accommodation and Food Services had the

way highest standard deviation in its employment levels since the start of the pandemic.

Service (temporarily?) unavailable — Will the workers return?

This takes me to the supply side. Aggregate
employment as well as participation is still
significantly below pre-crisis levels. The latest
readings of Euro area participation rates are
down to levels that already had been surpassed
in mid-2016 and still more than 1pp. below the
pre-Covid forecast scenario (see chart at the
right-hand side). Still the vacancy rate came in
at a record level in Q3 2021. Where did all the
workers go? Will they eventually return?
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(Q3 2019 - Q3 2021). since the crisis (Q3 2019 - Q3 2021).

There are several driving factors that will be helpful in finding an answer to this question. First,
let me investigate age (left hand chart above). Many older employees left the labor force, and
there is evidence that job finding probabilities decrease with age. Many of those who have left are
thus unlikely to return, countering the long run trend of increasing old-age participation. This
likely will exacerbate labor market shortages. Though, there are countering factors. The
permeability for younger people apparently has increased, countering the fact that youth
unemployment rates usually are substantially elevated in the aftermaths of labor market shocks.

This takes me to the second key take-away. Activity of highly educated young persons of both
sexes as well as that of highly educated females in their prime working age (25-54 years) has
significantly increased. In this regard the crisis worked as catalyst of a long-run trend driven by
‘skill-biased technological change’. At the same time the number of low-skill male workers (with
a high likelihood of holding a foreign citizenship) exiting the labor market is numerous. Given that
this development has been going on for a while (albeit at a slower pace than in the aftermath of
the Covid-shock) it is unlikely that it will be completely reversed after the crisis.

Conclusion

Above I have argued that it is key for monetary policy to understand whether labor shortages
are transitory or permanent. The answer is two-fold. Many of the exits of low-skilled males as
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well as some shifts in sectoral composition of demand are likely to turn permanent. However, a
thus far untold story of the Covid-crises is that many highly skilled employees that had been at the
fringes of the labor market (young, females) could be drawn into it. Both developments might
have a large element of persistence. As a result, it can be speculated, that the impact on wage
pressures will be hump-shaped, i.e. increasing in the short run while alleviating in the long run.
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