Commentary: Labor Market Fluidity

and Economic Performance

Richard Rogerson

Through a long series of contributions, Steven J. Davis and John
Haltiwanger have taught all of us a great deal about the connection
between job and worker flows and aggregate economic activity. Their
work is careful and thoughtful, and I always learn a lot from their
papers. This paper is no exception. I would like to begin my discus-
sion by providing a policy context for the current paper. Although
the labor market has been recovering for several years, labor market
outcomes still remain somewhat depressed relative to previous levels.
A key question for policymakers is to assess what levels the labor
market will ultimately reach during the recovery, or put somewhat
differently, how far the labor market is from its ultimate position.
One possible answer is provided by looking to the past and assum-
ing that the labor market will eventually recover to pre-Great Reces-
sion levels. But one concern with this approach is the possibility that
there have been various structural changes in the labor market that
have changed the trend level of labor market activity, implying that
previous levels of activity are no longer informative in this regard.
Researchers have suggested several candidates for the list of factors
that might have had substantial negative effects on trend labor mar-
ket outcomes. For example, David Autor, in work with various co-
authors, has argued that two factors on this list are technical change
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and globalization. The paper by Davis and Haltiwanger documents
that the U.S. labor market has experienced a trend decline in “fuid-
ity” and its objective is to assess whether this decrease in fluidity, or
loss in dynamism, might also deserve to be on the list of candidate
factors, and if so, how high up on the list should it be.

Before commenting on the specific results in the paper, I think it
is important to take a step back and discuss what the basic economic
story is for why a trend decline in labor market fluidity would lead us
to expect a trend decline in labor market outcomes such as employ-
ment and participation. There is in fact a fairly long literature that has
been concerned with the relation between labor market dynamics and
aggregate outcomes, mostly focused on patterns across countries. In
fact, the term “Eurosclerosis” was coined in the context of the possibil-
ity that lower fluidity in European labor markets relative to the United
States, caused by labor market regulations that made it more costly for
firms to decrease the size of their workforce, were an important driving
force behind the relatively poor aggregate labor market outcomes in
Europe compared to the United States. My own view of the findings
in this literature is that the most definitive impact of lower fluidity is
to lower productivity, with ambiguous but limited impacts on employ-
ment and participation. The intuition for the productivity impact is
clear: in a changing world, productivity grows unevenly across sectors
and even firms within a sector. A well-functioning economy needs to
continually reallocate resources toward those firms that are becoming
relatively more productive, and this process of reallocation is an im-
portant contributor to overall productivity growth. Research in the last
two decades has made it clear that this is a quantitatively important
process. Less dynamism in the labor market impedes this reallocation
and hence lowers productivity.

This same literature has long noted that less turnover in the labor
market has opposing effects on employment (or unemployment).
On one hand, a less dynamic labor market means that it is harder
for workers without jobs to find a job, thereby tending to decrease
employment and increase unemployment. But on the other hand,
lower turnover means that fewer workers are thrown into unem-
ployment, thereby tending to increase employment and decrease
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unemployment. In fact, a well-known paper by Blanchard and
Portugal (2003) studied Portugal and the United States, two of the
most extreme cases in the OECD in terms of low and high labor mar-
ket fluidity, and found that despite the dramatic differences in labor
market flows, both economies had very similar unemployment rates.

Against this backdrop, Davis and Haltiwanger suggest that there
are plausible stories for why lower labor market fluidity might lead
to some combination of lower employment, higher unemployment
and lower participation. One such story is contained in the paper
by Shimer (2001). He argues that a higher share of young people in
the labor market decreases the effective recruiting costs of firms since
there are more workers looking for jobs that are a better match to
their skills, and offers evidence in support of this mechanism. Davis
and Haltiwanger are reluctant to commit to this particular mecha-
nism, and sketch out an additional possibility involving human
capital accumulation and marginal workers. But my reading of their
paper suggests that their view at this point is that an intelligent per-
son can come up with plausible stories for why labor market fluidity
might impact aggregate employment, and that the main issue at this
point is to see what the data have to say about this effect, leaving to a
later date the issue of figuring out through what economic channels
this effect might be working.

Uncovering the effect of labor market fluidity on aggregate em-
ployment poses many challenges. First, there is a problem of reverse
causation: very basic intuition tells us that if employment growth
is high we would expect to see a lot of turnover in the labor market
since workers and firms need to find good matches for the newly
created jobs.

Second, and as emphasized by the authors, many different under-
lying factors may be behind the decline in fluidity, and there is no
reason to think that the effect of fluidity on aggregate employment is
independent of what caused the change in fluidity. This means that
we have to think more deeply about the underlying causes of the
change in fluidity. The approach taken by the authors is to use instru-
ments to isolate one particular component of the change in fluidity.
An open issue is whether the demographic instruments that they use
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are potentially picking up other effects that might directly influence
overall economic activity.

A third challenge concerns where to look for the desired evidence.
Because the authors are interested in the aggregate, or macroeconom-
ic, impact of trend changes in labor market fluidity, it seems reason-
able to look at macroeconomic data. But using macroeconomic data
from a single country to infer the effect of a variable with a smooth
trend is exceedingly difficult, since there are invariably many other
variables with similar trends and one cannot easily discern which of
the trending variables is really responsible for any changes that one
sees in the data. For this reason, Davis and Haltiwanger do not look
to aggregate data for evidence, arguing that using cross-state varia-
tion is a promising path forward since there is substantial heteroge-
neity in the extent of trend changes in fluidity across states.

I am sympathetic to the view that there are severe limitations on
the ability of aggregate data to isolate the desired effects. But before I
discuss the specific results obtained from an analysis of the state-level
data, I think it is of interest to take a quick look at the aggregate data.
In particular, I want to suggest that a quick look at the aggregate data
would reasonably lead one to be a bit skeptical about the impact of
reduced fluidity. To see why, I want to imagine that we were having
this discussion back in 1999. According to the results in the paper,
the decline in labor market fluidity in the United States seems to
start in the early 1980s, so that by the end of the 1990s we have
been living with decreased fluidity for almost two decades. If the ef-
fects of decreased fluidity were particularly important, then we might
reasonably expect that they would have surfaced by this point. But
as of the end of the 1990s, the labor market has just witnessed the
strongest 20 years of employment growth in the entire post-World
War II period, and moreover is coming off of a very robust period of
productivity growth. At a minimum, this would seem to make one
somewhat skeptical of the hypothesis that the decrease in fluidity
from the early 1980s to the late 1990s was very damaging to aggre-
gate labor market performance. As noted above, none of this is de-
finitive, since other factors may have been changing, which obscured
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the effects of decreased fluidity. Or maybe the nature of the change
in fluidity was different in the 1980s and 1990s than in the 2000s.

These issues aside, the empirical analysis using state-level data con-
cludes that exogenous decreases in fluidity associated with chang-
es in demographic structure lead to significant negative effects on
employment. Taking the estimated effect from state-level variation
and their instrumental variable procedure and applying it to the ag-
gregate change in fluidity observed from 1998 to 2011, Davis and
Haltiwanger find that they can account for basically the entire drop
in employment over that period. That is, their estimates imply that
given the observed decline in fluidity, the labor market in 2011 is
exactly where it should be, and that we should not expect any ad-
ditional recovery absent an improvement in fluidity.

This is a very strong result (perhaps too strong, as I discuss below).
On the basis of this result, Davis and Haltiwanger would argue that
decreased labor market fluidity definitely deserves to be high up on
the list of factors that are affecting the trend level of aggregate employ-
ment. While I am persuaded that decreased fluidity should be added
to the list of potential factors being considered, at this point I think it
needs to be added with an asterisk; actually, with three asterisks.

The first asterisk has to do with the fact that the authors are es-
timating effects from cross-section variation across states, and then
assuming that this can be used to infer aggregate effects. While the
idea of using geographic variation to infer macroeconomic effects has
recently become quite popular in many contexts, I think it is very
important to realize that this practice is not a panacea from the per-
spective of inferring aggregate effects. Let me give a simple example
to illustrate. Suppose that a state like Texas initiated some change
that we agree is best interpreted as exogenous, and that this change
represents an improvement in the business climate in Texas. Suppose
we use the state-level data to infer the effect that this has on employ-
ment in Texas relative to other states, and detect a positive effect.

We simply cannot assume that this estimate would correctly pre-
dict what would happen to aggregate employment in the United
States if all states were to adopt the same change. The reason for this
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is that when the business climate improves in Texas relative to other
states, part of the increased employment in Texas relative to other
states may simply reflect the fact that some economic activity has
shifted from other states to Texas. That is, the estimates may be pick-
ing up a reallocation of economic activity from one area to another
and not an increase in overall activity. In order to predict what would
happen to aggregate employment if all states were to adopt the same
change, we need to know how much new economic activity was cre-
ated by the change in Texas, as opposed to reallocation of existing
activity. Note that the reallocation of activity from other states into
Texas need not take the form of businesses that literally move from
other states into Texas. It may take the subtler form of new busi-
nesses or business expansions being more concentrated in Texas than
would have previously been the case. For example, corporations like
Wal-Mart Stores Inc. or Starbucks Corp. may choose to open fewer
new stores outside of Texas and more stores inside of Texas relative
to previous plans. The bottom line from this is that estimates from
cross-state variation do not necessarily provide the appropriate infor-
mation needed to assess aggregate effects.

The second and third asterisks have to do with how the authors
derive the overall aggregate effect of the decline in fluidity, even
if we assume that the estimate from state-level data is appropriate
for this purpose. There are two different issues here. First, as noted
above, there are potentially many different factors contributing to
the decrease in fluidity, some of which may even have opposing ef-
fects on aggregate employment. The strategy used by the authors is
to use an instrument to isolate one component of the change. When
they go on to gauge the potential size of the aggregate effects im-
plied by their estimate, they apply the estimate derived from the
one component isolated by their instruments to the entire change
in aggregate fluidity observed in the data. But there is no rationale
for why the estimate obtained using the instrument would apply to
the entire observed change in fluidity. Since their instrument picks
up about 10 percent of the cross-state variation in changes in fluid-
ity, we might conservatively think that their estimated effect might
apply to aslittle as one-tenth of the overall change in aggregate fluidity.
This would decrease the importance of this factor by an order of
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magnitude and hence is potentially very important to assessing the
overall importance of this effect.

Second, when the authors ask how large of a change in aggregate
employment they can explain taking their estimated effect at face
value, they apply it to the change in fluidity from 1998 to 2012. But
we know that at least part of the drop in their measure of fluidity
between 2007 and 2011 is due to the decrease in employment that
was part of the Great Recession, since as I noted earlier we know
that lower economic activity will necessarily lead to lower fluidity.
I think the spirit of their exercise is to tell us what we should have
expected for the aggregate level of employment even in the absence
of the Great Recession, and for this reason they should be basing this
calculation on the extent of the trend change in fluidity that was oc-
curring prior to the Great Recession. This would also diminish the
size of their implied effects.

Before concluding, I would like to offer an alternative perspective
on how fluidity might matter for the aggregate economy, one that
will be very reminiscent of arguments made during the 1994 Jack-
son Hole conference. At that time, the discussion was focused on
understanding why labor market performance was so much worse in
many European countries than it was in the United States. A simple
idea was that European labor markets were less fluid than the U.S.
labor market due to a variety of labor market policies, institutional
features and regulations, and this lower fluidity was leading to poorer
aggregate performance, especially in terms of labor market outcomes.
But it was noted that this argument was too simplistic—after all,
many European countries had these same types of policies in place
back in the 1960s, and at that time European labor market outcomes
seemed to perhaps even dominate those found in the United States.
So it could not be that whenever you have policies that lead to “rigid”
labor markets you should expect to see bad labor market outcomes.

As a result of this argument, Krugman (1994) offered a more subtle
explanation that linked labor market rigidities to aggregate outcomes.
Specifically, he argued that rigid labor markets might be important
in influencing how an economy responds to certain types of shocks.
At the time, he argued that all economies were being exposed to
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changes in technology that were lowering the marginal product of
less-skilled labor relative to more-skilled labor. In the United States,
with its flexible labor market, this shock led to higher inequality but
no long-term increase in unemployment. In Europe, in contrast, la-
bor market rigidities did not permit relative wages to adjust and the
result was a long-run increase in unemployment. This “shocks and
institutions” view was subsequently pursued by many researchers,
with two notable examples being Ljungqvist and Sargent (1998) and
Blanchard and Wolfers (2000).

By analogy, one might conjecture that the reduced fluidity of the
U.S. labor market is not that big of a deal during “normal” times, but
that it matters a lot for how the economy responds to the types of
large shocks that it experienced during the Great Recession. That is,
dynamism might matter most for determining how quickly the econ-
omy responds to adverse shocks. If this is the case, then the decrease
in fluidity might not influence the level to which the economy will
recover, but it might produce a very slow and drawn out recovery. An
open question in this setting is what kinds of policies can effectively
compensate for the lack of dynamism and potentially accelerate the
pace of recovery.

In summary, Davis and Haltiwanger have clearly documented a
decline in the fluidity of the U.S. labor market, a decline that has
already lasted for roughly three decades. They provide evidence based
on cross-state regression analysis to suggest that this could have im-
portant negative consequences for aggregate employment levels in
the U.S. economy. While I think there are several caveats that need
to be noted, I think this is an important finding and one that merits
additional research to better understand the underlying economics at
work. I think it is of particular interest to explore the implications of
decreased fluidity on wages and productivity.
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